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FRIDAY, APRIL 0O, 1054

UNITED STATES SENATE,
ComMrrer oN FINANGR
Washington, D. C.

The committes met, pursuant to recess, in room 312, Senato Oftico
B\l“{l}‘iillg, at 10:10 a, m, Somator Eugeno D, Millikin (chairman)
prosiding,
! l’l\\smﬁ.: Sonators Millikin, Martin, Williams, Flanders, Carlson,
Bonnett, Byrd, and Long.

‘Tho Cuatrstan. 1Tho meeting will come to order,

Mr, Arvthur Elder of the Ameviean Federation of Labor. Is My,
Elder horot  Isanyonoolse represonting the federationd

All vight, My, Russ Nixon, Muke yourself comfortable, Mr, Nixon,
and idontify yourself for the reporter,

STATEMENT OF RUSS NIXON, WASHINGTON REPRESENTATIVE,
UNITED ELECTRICAL, RADIO, AND MACHINE WORKERS OF
AMERICA (UE)

Mz, Nixon, Iam Russ Nixon, the Washington ropresentativo of the
Uhited Electrical, Radio, and Machino Workers of Amorica.

Sonatory, I waunt to flrst express apprecintion for the opportunity to
ap'lmnr before you.

"ho CrramaraN, Woare glad to have you, Mr. Nixon.

Mr. Nixon. ‘The position I want to take with you is prosented on
behalf of 800,000 mombers in our union, in the electrical, radio,
machine, and farm-equipment industrics, '

In a vory major way, what we want to g;wsont, is a similar position
to that that we presonted to you in 1951, Senator Millikin, if you may
receall.  Our position is based upon two very fundamental principles:
First, our convietion that no taxes should be lovied on an’ American
family whoso incomo is not large enough to nmintain living standands
ait- oflicially detormined minimwm adequacy lovels of health and ofti-
cionoy.

Second, that tho revenuoe lost by not taxing family incomes bolow
minimum adoquacy lovels can be roplaced to the extent necessary with-
out causing real hardship by closing loopholes and raiging taxes on
large incomes and wealth now escaping adequato taxation,

1 lino with your injunction abiout the timo situation, Senator Mil-
N

Tho Cuammman, How much timo have you beon given?

Mr. Nixon, Fifteon minutes,
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The CuairmaN. You will have more time than that.

Mr. Nixon. Thank you.

I would like to introduce the full statement into the record and to
summarize it. . )

The Cuatrman. That will be done, and it will be included in the

record.
(The prepared statement of Mr. Nixon follows:)

STATEMENT OF RUss NIXON, WASHINGTON REPRESENTATIVE, UNITED ELECTRICAL,
RADIO, AND MACHINE WORKERS OF AMERICA (UE), BEFORE THE SENATE FINANCE
CoMMITTEE ON 1954 TAX PROPOSALS, APRIL 9, 1954

This statement is presented on behalf of the 300,000 workers represented by
the U. E. R. and M. W. A. in 1,000 electrical, radio, machine, and farm-equipment
plants where UE is the bargaining agent. This UE position on tax policy reflects
widespread discussion and deliberation among our members, in annual UE na-
tional conventions, UE district conferences, and UE local union meetings.

The basic UE tax principles are simply stated:

1. No taxes should be levied on an American family whose income is not large
enough to maintain living standards at minimum adequancy levels of health and
efficiency.

2. The revenue lost by not taxing family incomes below minimum adequacy
levels can be replaced to the extent necessary without causing real hardship by
closing loopholes and raising taxes on large incomes and wealth now escaping
adequate taxation.

On the basis of these principles, the UE is in general opposition to the main
content of H. R. 8300 because it revises the internal-revenue system for the benefit
of those already wealthy instead of for the relief of the millions of low-income
families now paying poverty-inducing taxes. This UE statement considers pri-
marily the question of income-tax-exemption levels. The UE favors the general
purpose of the George-Frear-Kerr bill, S. 2983, while suggesting certain detailed
exemption proposals which would even more adequately meet the test of removing
taxes on substandard-income families.

The UE presented these same proposals to the Senate Finance Committee in
1951. The arguments for elimination of poverty-creating taxes presented at that
time must now be augmented to include the great urgency to eliminate such taxes
from millions of American families in order to combat the growing stagnation of
our economy. The root cause of the serious depression threatening us today is
the inability of the great mass of the American people to buy back the tremendous
quantity of goods and services that it is in our national capacity to produce. This
basie lack of purchasing power rises from the inadequate income of the majority
of our population and the heavy burden of taxation borne by these families whose
income is inadequate for maintenance of minimum decency levels of living.

If Congress is to avoid aggravating the present depression trends and is
to take effective action to maintain full employment, it must reject the self-
seeking propaganda of big financial and industrial interests of the country which
insist upon the suicidal courses of continuing heavy taxation on below adequacy
income families.

The basic tax issue confronted by the Congress is simply, whose taxes will
be cut? H. R. 8300 primarily cuts taxes for the wealthy and economically power-
ful interests of our country. This is the road to deeper depression and greater
unemployment. The George-Frear-Kerr bill and the proposals of the UE to raise
income-tax exemptions would eliminate poverty-creating taxes on the millions of
American families whose lack of purchasing power today is causing unemploy-
ment and threatening depression.

What is a livirng wage?

In spelling out the UE tax proposals, the first consideration is: What is a
living wage ; how much does a family need to have a minimum adequate living
standard? This is the question of what level of family income should be exempt
from taxation.

Fortunately, we have an objective yardstick by which to measure what a
“minimum adequate standard of living” amounts to. The Bureau of Labor
Statistics’ City Worker’s Family Budget gives this “minimum adequate standard”
for a family of four. For families of other sizes, the Treasury Department in
1947 assembled the basic information necessary to adjust the BLS budget.
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The BLS minimuin adequate budget is by no means a luxury budget. It is far
below what we consider the American standard of living. It was, in January
1954, $433 (for a 4-person family) less than the budget estimated by the Heller
Committee for Research in Social Economics, University of California, as neces-
sary for a “healthful and reasonably comfortable living.”

In important respects, it is even lower than average consumption in the de-
pression, especially of foods, and considerably lower than actual per capita
consumption in 1953.

BLS food budget compared to Unilted States per capita consumption

Actual United States
BLS budget | consumption per capita !

allowance
per person
1935-39 1953
116 157 166
256 208 389
320 340 352
121 236 218

1. 8. Department of Agriculture, Agricultural Marketing Scrvice, Apr. 8, 1954.

There is nothing luxurious about the clothing budget. The man of the house
could buy 1 overocat every 614 years, 1 topcoat every 10 years. He could buy 5
shirts a year, and 2 pairs of shoes. His wife could buy 1 cotton street dress a
year ; her wool dress would have to last her 5 years.

In the medical care department, the family could each go 3 times a year to the
doctor, and each could receive 1 visit from the doctor at home.

The family could buy 1 low-priced car every 15 or 16 years. In this car, they
could drive to 19 movies during the year and to 4 baseball games (or other sports
events, plays, or concerts).

This family would be allowed 1 newspaper a day. It could buy a magazine
once a week for 32 weeks of the year. For serious reading, it would have to go to
the public library ; the budget allows only 1 book per year. It would have to get
along with the same radio for 9 years.

This family could have a telephone in its home, but would be allowed to make
3 local phone calls a week; it could write 1 letter a week. It could have such
standard appliances as a cookstove, refrigerator, washing machine, iron, sewing
machine, vacuum cleaner, ete., if it could find a way to finance them on terms
extending to 17 years for the stove, refrigerator, and vacuum cleaner, and up to
100 years for the iron and sewing machine. The alternative is to share such
items with other families, where possible.

In spite of the obviously inadequate standard of living permitted by this BLS
budget, we can use it as a measure of the minimum standard to determine below
what income level taxes should not reach.

How much income was necessary, in January 1954, to attain this minimum ade-
quate budget?

Table IT

Amount needed
Single person $2, 103
Family of 2 2, 881
Family of 3 3, 656
Family of 4 4,294
Family of & 4, 834
Family of 6 5,371
Family of 7 5, 855

Source: BLS City Worker's Family Budget, October 1951, adjusted to January 1954
rices, and adjusted for different family sizes by means of Treasury Department study,
ndividual Income Tax Exemptions, 1947, p. 6. The budget includes an allowance for

Federal personal income tax.

How many American families get a living wage?

The shocking fact is that a majority of American families do not today
receive incomes sufficient to attain this quite meager minimum adequate stand-
ard of living. The latest detailed income data we have are for 1951, but there
is no reason to believe that conditions have changed for the better since then.
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In 1951, we find that there were 26,140,000 American families who coulsi
not reach this modest standard of living. These were 53 pe}'cent of all Ameri-
can families. Thus, a majority of our families are now living at substandard
levels. ’ '

Table IIT
Single person needed $2,032 but 5, 860, 000 persons got less
Family of 2 needed $2,772 but 6,160, 000 families got less
Family of 3 needed $3,530 but 4, 310, 000 famil@es got less
Family of 4 needed $4,138 but 4,100,000 families got less
Family of 5 needed $4,637 but 2, 600, 000 families got less
Family of 6 needed $5,170 but 1,530,000 families got less
Family of 7 needed $5,620 but 1,580,000 families got less
Total persons 26, 140, 000

Sources : Budget data: BLS City Worker's Family Budget, October 1951, adjusted for
different family siZes by same method as in table II.” Income data : Family Income in the
United States, Series P-60, No. 12, June 1958, table 4. Budget includes an allowance for
Federal personal income tax.

If we do not accept this very minimum BLS budget as an adequate measure
of what we consider the American standards of living, but use rather, the
more adequate budget necessary for a healthful and reasonably comfortable
living estimated by the Heller committee for research in social economics,
University of California, we find that in 1949 almost two-thirds, or 62 percent,
of all American families could not reach an American standard of living.

That these substandard families should have to bear the burden of income
taxation is a monstrous distortion of the aims of democratic government.
Our country is weakened both morally and physically, and the danger of
depression is greatly enhanced, by the poverty-creating effects of taxation on
this majority of our families who do not have the income required to purchase
the simplest necessaries of life.

The Nation’s depression base

The UE’s basic tax proposal is that no family already living at a substandard
level, as measured by the above BLS budget and income requirements, should
be subjected to income taxation. The majority of our families who do live
under such conditions form the core of the shortage of purchasing power
threatening the economic health of the country. The most cursory examination
of available data show beyond a doubt that the great mass of our people do
not have the income and assets to buy the great outpouring of goods from our
productive system. Freeing these people from income taxation would release
large amounts of purchasing power to buy up these goods.

Who gets the bulk of the Nation's income?

The facts, as indicated by the Federal Reserve Board’s 1953 Survey of Con-
sumer Finances, are that in 1952 the total of those families with incomes less
than $4,000 a year—constituting 59 percent of all families in the United States—
received only 31 percent of the total money income.

TABLE IV.—Distribution of income, 1952

Percent of total money
Percent of income—
Money income before taxes ! all spending

units ! Before After

taxes 1 taxes 3
Less than $4,000... - 59 31 34
$4,000 and over.._ 41 69 66
$7,600 and over._... 9 28 25

1Tablel, pt. L.
t Supplementary table II, pt. IL.

Source: Federal Reserve Board, 1953 Survey of Consumer Finances, Federal Reserve Bulletin, June 1953.

‘We have chosen the income level of $4,000 as a rough indication of the average
requirements of the Bureau of Labor Statistics’ minimum adequate budget for
1951. Thus, we are talking here in a general way of the same majority of Ameri-
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can families which we indicated above are living under substandard conditions.
This majority of our families Yreceives only 31 percent of total money income.
This is the weakness of our great mass market. These families do not have the
income to satisfy their many needs and to buy the mountains of goods our econ-
omy puts out. They are the ones who need tax relief to help make ends meet.

In contrast, families with incomes of $4,000 and over annually—only 41 percent
of all families in the United States—received 69 percent of total money income
in 1952. The concentration of income is seen to be even greater when we note
that the small portion (9 percent) of our families making more than $7,500 get
over one-quarter—28 percent—of all money income,

This minority of families with the bulk of income cannot possibly consume the
great quantities of goods which we have the capacity to produce.

Who has the liquid asseta?

Liquid asset holdings are even more concentrated than income, and thus con-
tribute to the weakness of the mass market for goods and services. The claim is
often advanced that the American people have a vast store of liquid assets which
are available for purchases. The facts show, however, that the low-income major-
ity of our families have a very small portion of these assets, and that the rela-
tively few upper income families hold the bulk of the assets. Thus, where the
wants and needs for goods are there are few assets available to turn needs into
actual purchases.

TABLE V.—Proportion of liquid assets held by income groups, early 1953

Percent of Percent of
Money income before taxes (1952) spending | Mquid assets
units held
Less than $4,000. - - o 59 36
$4,000 aNd OVer oo oo rececemam e reme—c————— 41 64
$7,600 and over. —- ——- 9 34

glouﬁe: 1953 Survey of Consumer Finances, Federal Reserve Bulletin, June 1953, pt. I, supplementary
table I1.

Thus, in early 1953, 59 percent of all spending units, those with incomes less
than $4,000 annually, beld only 36 percent of liquid assets, while the remaining
41 percent of spending units, those with incomes greater than $4,000, held the
great bulk—64 percent—of liquid assets. Concentration of holdings in the high-
income groups was even greater, since units with incomes in excess of $7,500,
only 9 percent of all units, held 34 percent of all liquid assets.

Actually, the Nation’s liguid assets are even more concentrated than the above
income class data reveal, since on January 1, 1952, 50 percent of all spending units
had only 1 percent of all liquid assets, while the top 10 percent held 66 percent
of all such assets.

Who does the spending?

Government statistics detailing the actual purchases of the American people
bear out the contention that our country is plagued by a shortage of purchasing
power based on the inadequate incomes of the great mass of our people.

The facts show that the low-income majority of our people, because they do not
have the total income, are actually able to do only a small portion of total spending
in the country.

TaBLE VI.—Distribution of income and expenditures by spending units, by size
of income 1949

Percent of Percent of
Spending units ranked by size of income (before taxes) i?&%g‘?:‘f:eyr total expendi-
taxes) tures
Top 40 percent (income of about $3,500 and over) 67 63
Bottom 60 percent (incomes less than about $3,500) 33 37

Source: Federal Reserve Bulletin, November 1950, table 19, p. 1451,
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With spending units ranked by size of income, we find that in 1949 the bottom
60 percent of spending units, those with incomes less than about $3,500 annually,
while representing the majority of all units, were able to do only 37 percent
of spending because they received only 33 percent of total money income. These
are essentially the families forced to live at substandard levels. Their endless
needs remain unsatisfied, while the goods they produce in such vast quantities
pile up on retailers’ and wholesalers’ shelves and in Government and private
warehouses.

On the other hand, the minority of spending units, those whose incomes in
1949 were greater than $3,500, while constituting only the top 40 percent of
spending units, received 67 percent of total money income and consequently did
63 percent of total spending.

These 1949 data are unfortunately the latest available, but later data on
income distribution give sufficient reason to believe that the relationships for
that year still hold true today.

This distortion of income distribution and expenditures is an amazing revela-
tion for those of us who in the past have found it easy to accept the reasonable
sounding proposition that the majority of our families do the majority of the
spending. The proposition is contradicted by the facts. This becomes even
more clear when we look behind the overall figures at the spending patterns
for particular kinds of consumer goods.

As incredible as it may seem, the bottom 60 percent of our spending units
account for a minor portion of spending even for the necessaries of life. In
1949, this majority of units (60 percent) bought only 38 percent of a group of
consumer goods and services consisting primarily of food, housing, clothing,
medical care, transportation, recreation, education, and State and local taxes
(Federal Reserve Bulletin, November 1950, table 19, p. 1451). Is it any wonder
that the Federal Government has piled up huge gquantities of unsold farm prod-
ucts? Are these unsold products seriously to be considered as surplus?

Let us look now at the data for purchases of various consumer durable goods.
‘What sections of the population buy the majority of these goods?

TABLE VII.—Income distribution of purchasers of various consumer durables and

homes, 1953
Percent of Entgxxx]iltq(r)e:_ Television | Ho
Money income before taxes all spend- | New autos | yoo C1AI00 cats (on Emes)l
ing units appliances
Under $4,000 59 19 a7 a 29
$4,000 and over..__ 41 81 53 59 71

1 The income distribution of nonfarm spending units is approximately the same as that of all units: Under
$4,000, 57 percent of all nonfarm units; $4,000 and over, 43 percent.

Source: 1953 Survey of Consumer Finances, Federal Reserve Bulletin, pt. II, supplementary table 3;
pt. III, supplementary table II.

It is immediately apparent that the low-income spending units, those with
annual incomes less than $4,000, while representing not much less than two-thirds
of all spending units—59 percent to be precise—accounted for only a minor
portion of purchases of a number of important durable goods. Thus, in 1952
the low-income 59 percent of units bought only 19 percent of all new autos sold,
only 29 percent of new homes, only 41 percent of television sets sold, and only
47 percent of the furniture and major household appliances. On the other hand,
the 41 percent minority of our spending units accounted for the greater part
by far of these purchases: 81 percent of all new autos, 71 percent of new homes,
39 percent of teievision sets and 53 percent of furniture and household appliances.

That these spending patterns were not peculiar to the year 1952, but have
been continuing trends, is indicated by the pattern of ownership distribution by
the same income classes. Ownership data for certain goods are available for

early 1952 and early 1953.
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TABLE VIIIL.—Ownership of consumer durable goods and homes, by income groups

Percent of each income group owning
Percent of all
Money income before taxes ! spending

units Auto TV set | Refrigerator Ho}gﬁ;()l,mn'

Early 1952:
Under $4,000...c_ ... ... 64 46 16 57 46
$4,000andover. ... . . __._.__.__._. 36 81 53 86 62

Early 1953;
Under $4,000. 59 46 8) E’) 45
$4,000 and over. . 41 82 3) 3) 61

+In year prior to year specified.

1 The income distribution of nonfarm spending units is approximately the same as that of all units: Early
1953 (1952 income), under $4,000, 57 pereent of all nonfarm units; $4,000 and over, 43 percent; early 1952 (1951
mfoﬁ), 62] ell;clsent for under $4,000; 38 percent for $4,000 and over.
ot ava e.

Sources: Federal Reserve Bulletins 1952 and 1953, Survey of Consumer Finances. Early 1952, FRB
August 1952, table 8, p. 866; table 15, p. 870, table 16, p. 871; September 1952, table 1, p. 975; for homes, 1958
Survey, pt. III, supplementary table I. Early 1953, 1953 Survey, pt. IV, supplementary table 7; pt. III,
supplementary table 1.

With distorted purchase patterns of this kind, it is no surprise that unsold
goods have piled up, such as the 650,000 unsold new autos in early 1954, and
that layoffs and unemployment have been rising rapidly. A majority of our
working-class families do not have these durable goods and homes which they
need and want. Because of their inadequate purchasing power, the mass market
our productive system needs is undermined.

As a matter of fact, preliminary findings of the most recent Federal Reserve
1954 Survey of Consumer Finances has disclosed that consumers generally plan
to buy in 1954 even fewer of these items than they planned to buy in 1953. Only
6.8 percent of nonfarm spending units plan to buy homes in 1954, compared to
8.8 percent in 1953. Only 7.8 percent plan to buy new autos, compared to 9.0
percent—in the face of tremendous inventories of unsold new cars. And only
26.8 percent plan to buy furniture and major household appliances, compared to
31.9 percent who planned such purchases in early 1953.

In this kind of a threatening situation, it is important that Congress revise
our tax structure so as to put added income into the hands of those low-income
families who must spend to live. Present congressional tax proposals for relief
to the wealthy and the corporations is courting economic disaster for the entire
country.

Present tax setup is poverty- and depression-creating

Our present tax system bears relatively most heavily on the majority of our
families already living at substandard levels. Thus, the impact is to add poverty
where there already is plenty of it, and to add to the threat of depression by
depriving of sorely needed purchasing power, families who would spend it to
buy the necessaries of life.

The argument is often advanced that this situation is unavoidable. Low-
income families, it is said, constitute the bulk of the Nation’s population. By
virtue of their numbers, they are said to receive the bulk of the Nation’s income,
and hence must bear a large part of the tax burden in times of great need of
Federal revenue.

We have already given the data proving this argument to be false. In actual
fact, the lower end of the income scale, those spending units with incomes
less than $4,000 annually, who are below the level of the minimum adequate
standard of living, received only 31 percent of total money income in 1952 even
though they made up 59 percent of all spending units.

Even if we stretch the lower end of the income scale up to $5,000, to include
the middle spending units just managing to keep their heads above water, we find
still a minor part of total income. These spending units received in 1952 only
47 percent of total money income even though they were three-quarters (74 per-
cent) of all units. The bulk of the income (53 percent) is received by the 26
percent of units who have annual incomes greater than $5,000 annually.

The poverty-creating effects of our present Federal personal income tax are
quite clear. Let us take a very representative case: A manufacturing worker
with wife and 2 children, who is earning the officially reported average weekly
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income as was demanded by his actual necessities’” (report of Commissioner of
Internal Revenue, 1866, p. XXIII, p. 3).

The argument for increasing exemptions is unanswerable from an economic,
social and humanitarian point of view. The 1947 Treasury Department study on
Individual Income-Tax Exemptions cites this argument:

“For the long run, it is regarded as essential to exempt amounts required to
maintain the individual and his family in health and efficiency. Apart from
humanitarian aspects, this view is based on certain practical social and economic
consderations. Thus, it is held that taxing substandard living will result in
lowered economic vitality in the community, lower revenues, and possibly result
in higher Government expenditures for social repairs.”

The study notes further : “In this view, ability to pay does not commence until
a point is reached in the income scale where the minimum needs of life have
been obtained.”

Anticipating the argument that exemption of low incomes puts more taxes
on the rich, and that this reduces “incentive,” the Treasury study notes that
“the sacrifice involved in going without certain necessities is not susceptible of
measurement or comparison.” In other words, the sacrifice involved in cutting
family consumption down from a Cadillac scale of living to a Buick scale, or
even to a Chevrolet scale, is not to be compared with the sacrifice involved in
giving up a quart of milk a day or new shoes for the children, or a much-needed
visit to the doctor. Yet that is precisely the kind of sacrifice which is imposed
daily on low-income families by the present tax burden.

As late as 1939, personal and dependents’ exemptions eliminated taxation on
incomes already below an acceptable standard of living. Since then, however,
exemptions have been continually lowered while the cost of a minimum adequate
budget has been continually rising. The result has been that present exemptions
are grossly inadequate, and the present Federal personal income tax is a pover-
ty-creating tax.

TaABLE X.—Individual income-tar eremplions: 1939 and now

Exemptions Amount needed
e to restore
Size of family purchasing power
1939 January 1954 |of 1939 exemptions
Single person $1, 000 $600 $1, 942
Married couple__ 2, 500 1,200 3
Family of 4. oo 3,300 2, 400 6,410

Source: 1947 Treasury study, Individual Income-Tax Exemptions, chart 3, adjusted to January 1954
prices by BLS consumer price index.

Thus, for a family of 4, the 1939 exemption of $3,300 would be equaled by
an exemption of $6,410. The present exemption of $2,400 is exactly $4,000 short
of this.

Above all, however, present exemptions are grossly inadequate compared with
the budget requirements of a minimum adequate standard of living today.

TaBLE XI.—Present individual income-taz exzemptions and minimum budget

requirements
Cost of budgets, January 1954 1
Present gross
Size of family exemptions BLS “mini- | Heller committee
. mum ade- “health and
quate” decency” 3
Single Person. - .o $675 $1, 838 $2, 000
Married couple 1,325 2, 597 2,835
Family of 4o 2,675 3,996 4,357

1 Excluding Federal personal income tax.

1 Budget of the Heller Committee for Research in Social Economics, University of California, for Sep-
tember 1949, corrected to January 1954: Consumption items corrected by BLS Consumer Price Index;
social-security tax increased to $72.

45994-—54—pt. 2—2
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Thug, a family of 4 is today allowed an exemption $1,321 short of the basic
requirements of the BLS “minimum adequate” budget, and $1,682 short of the
more acceptable American standard of the Heller “health and decency” budget.

In line with the minimum BLS budget requirements, the UE proposes that
exemptions should be set at the following amounts:

Single PerSOD__ e e e $1, 800
Married couple_ e 2, 600
Dependent e 700

Thus, a family of 4 would be allowed an exemption of $4,000, just sufficient
to cover the minimum BLS budget requirements.

The UE supports the George bill (8. 2983), which increases personal and
dependents’ exemptions to $800 in 1954 and to $1,000 thereafter. In sharp con-
trast, the whole of the long and complex H. R. 8300 in almost every way is truly
a rich man’s tax “relief” bill. The George bill, on the other hand, with one
simple proposal, would be infinitely more conducive to the Nation’s economic
health and to democratic principles of government, by giving real relief to low-
income families in need of additional purchasing power to reach an acceptable
standard of living.

Nevertheless, the UE believes that its personal-exemption proposals more ade-
quately realize a return to the basic principle of income taxation laid down
in the original law of 1864—the principle that it is “essential to exempt amounts
required to maintain the individual and his family in health and efficiency”
(Treasury Department).

TaBLE XII.—Minimum budget requirements compared to exemptions under the
UE proposals, the George bill (8. 2983), and the present law

BLS min-

Size of family require-
ments,
January
19541

UE pro- | George bill,| Present
posal 1955 law

$1,838 $1, 800 $1, 000 $600
2, 597 2, 600 2, 000 1,200
3,356 3,300 3,000 1, 800
3,996 1,000 4, 000 2, 400
4, 555 4, 700 &, 00 3, 000
5,115 5,400 6, 000 3, 600
5,635 6, 100 7,000 4,200

1 Excluding Federal personal income tax.

Thus, the proposed UE exemptions of $1,800 for an individual, $2,600 for a
married couple, and $700 for each dependent—are sufficient all down the line,
allowing something extra for very large families. The straight $1,000 exemp-
tion proposed by the George bill is sufficient only for families of 4 or larger,
with a very sizable excess for the largest families. But the George bill exemp-
tion for the single individual is $838 short of the minimum budget, $597 short
for a married couple, and $355 short for a family of 3.

The UE very strongly urges that the George bill is a very long step in the
right direction, and hence should be adopted. Nevertheless, Congress should
adopt the UE proposals as the major element in a general tax revision aimed
at democratizing our tax system and at using tax policy as a genuine anti-
depression weapon.

Reduce excise taxes on consumpilion

A second long-overdue and major element of the proper tax revision is reduec-
tion and removal of excise taxes on consumption. These are the most regressive
taxes, and completely contrary to democratic principles of taxation. It is un-
necessary to go into details on this subject, but the UE proposes that Congress
must certainly remove Federal excises on such common consumption items as
beer, cigarettes, transportation, and household appliances. Above all, under no
circumstances should any new sales taxes, general or specific, be,levied on
consumption goods.
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Taxes for revenue should be levied on profits and wealth

At this point it would be well to debunk a false argument often advanced in
opposition to the kinds of tax proposals made by the UE. The revenue losses
incumbent upon such proposals, it is said, could not be replaced. Even if the
entire income of the upper brackets were confiscated, the argument goes, the
revenue obtained would not come near that lost. In times of great need of
revenue, the Federal Government must reach into every section of the popula-
tion, no matter what its conditions, it is argued.

This argument is easily laid to rest. The UE proposals flow directly from
the democratic principle that taxes should be based on ability to pay, and should
be progressive. “Ability to pay does not commence until a point is reached in
the income scale where the minimum means of life have been obtained” (1947,
Treasury Department). In a democratic system of taxation, the main burden
should be placed upon profits and wealth, and not upon substandard and barely
standard levels of living.

These principles for the elimination of poverty-creating taxes do not neces-
sarily mean reducing actual tax revenue. There are more than sufficient alter-
native sources of revenue. And, in a democratic society such as ours, any alter-
native source of tax revenue is more desirable than taxes which force families
not to eat enough, to be ill-clad and ill-housed, and not to see the doctor when
need be. These are the fundamental factors which must determine the kind of
tax revision this Congress adopts.

Alternative sources of tax revenue

It has been estimated that the UE tax proposals for raising exemptions and
removing excises, would cause the Federal Government a $11 billion annual
loss of revenue—$8 billion for the $1,000 exemption, and about $3 billion for
excises. This $11 billion could be replaced, without undue hardship, and with-
out touching the income-tax rates on upper individual income brackets. The
$11 billion could be replaced by restoring the excess-profits tax and by closing
loopholes in the present tax laws, which permit corporations and wealthy
families to evade great amounts of their just tax liabilities.

Alternative sources of tax revenue (estimated)

Restoration of excess profits tax $2, 500, 000, 000
Elimination of accelerated amortization program_____________ 1, 500, 000, 000
Closing loopholes —___________ . ___ 7, 100, 000, 000

Total . ______ - 11, 100, 000, 000

Restore the excess-profits tax

The excess-profits tax is estimated to have yielded about $214 billion in 1952.
In spite of this, corporations in that year made the fabulous sum of $18.6 billion
after all taxes. In 1953 total corporate profits after taxes were $19.6 billion,
almost double the $10.6 billion profits of the most lush year (1943) of World
War II. If this most prosperous World War II year were taken as a standard—
and surely $10.6 billion in corporate profits after taxes is hardly unsatisfactory—
1953 corporate profits would leave a pool of $9.6 billion for tax revenue.

But in any case, simple restoration of the excess-profits tax which expired
Just a few months ago, would yield the Government $2,500,000,000.

Bliminate the accelerated amortization taz bonanza

The program for accelerated amortization of “defense” facilities was enacted
in 1950. The House Committee on Expenditures in the Executive Departments
has called this program the biggest bonanza that ever came down the Govern-
ment pike, and declared its administration was unsound and detrimental to the
public interest (H. Rept. 504, May 28, 1951).

The cost of this bonanza in tax revenue lost to the Government has been esti-
mated by former Interior Secretary Oscar Chapman. According to the latest
release of the Office of Defense Mobilization (April 5, 1954), $30 billion worth
of facilities have been certified as of March 24, 1954. In 1951 Mr. Chapman
said, “If the total investment in facilities certified over the next few years
amounted, say, to $30 billion, which is not considered at all unlikely, the short-
term loss of tax revenues could therefore approximate $13 billion” (hearings
before the House Committee on Hxpenditures in the Executive Departments,
March and April 1951, pp. 394-400).
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i - i the facilities
Taking into account the long-term effects of taxes repaid after b? toe total

involved have been written off, Mr. Chapman had this to say: ted to
investment involved in facilities certified over the next few years amoun -
$30 billion, the total long-term cost would be almost $9 billion (at a low a?sul?ax
effective tax rate) and more than $6.5 billion (at a high assumed _effectxvg g
rate)” (p. 396). Thus, we can estimate roughly that the magnitude O : eg
long-term revenue loss to the Federal Government resulting from the accelerfa

amortization program, when spread over a period of 5 years will average rom
1.3 to $1.8 billion per year. .

\ Mr. Cshapman no?ed gurther an extremely importapt point, *“* * * the short-
term cost should not be minimized by undue emphasis on the lesser, long-term
cost. Under a pay-as-we-go tax policy, the short-term loss of revenue must,
of necessity, be compensated for by increasing the already heavy ta'x burden
of the people as a whole; i. e., by shifting the tax burden of a relatively few

corporations to other taxpaying segments of the public” (p. 396).
Close taz loopholes for corporations and wealthy
By far the largest source of alternative tax revenue available to the Federal

Government is that which could be tapped if gaping holes in the present tax. laws
were closed. Estimates made of the magnitude of the annual revenue available

from this source are:

Elimination of wealthy family income splitting $3, 000, 000, 000
Tightening estate and gift taxes 1, 000, 000, 000
Reduction of oil and mineral depletion allowances_____________ 750, 000, 000
Reduction of preferential treatment of capital gains_._.__._ 500, 000, 000
Withholding tax on dividends and interest. 300, 000, 000
Elimination of tax-exempt securities 350, 000, 000
Elimination of phony family partnerships 200, 000, 000
Stricter enforcement of laws - 1,000, 000, 000

Total 7, 100, 000, 000
Conclusion

In conclusion, it must be stated emphatically that the UE does not consider
its tax proposals by any means as being in the nature of punitive tax legisla-
tion. On the contrary, legislation of the sort proposed is clearly in the best
interests of the Nation. No doubts whatsoever can be entertained on this
score with respect to the proposal that taxation be based strictly on ability to
pay, and that ability to pay commences only when sufficient income has been
exempted to permit a family to attain a reasonable American standard of living
on a healthful and efficient basis. In our democratic society, this has been a
long-standing principle which has been violated only in recent years.

Furthermore, from the standpoint of the economic welfare of the entire Nation,
a tax policy such as that proposed by the UE will militate against the develop-
ment of the serious depression which we are threatened with today. A general
tax revision of the type proposed in H. R. 8300 would not only violate further our
democratic principles, but would also aggravate the economic threat and court
national disaster.

On the contrary, the UE tax proposals would put great sums of additional
purchasing power into hands which would spend it immediately so as to lessen the
tragedy of want amidst plenty, which lies at the heart of the trend to economie
depression and deterioration.

The Caamman. I want to say to you that by putting something in
the record it goes to the staff and they digest it, and it will be presented
to the full committee.

Go ahead, Mr. Nixzon.

Mr. Nixon. I appreciate that.

T am going to direct my attention primarily to the question of indi-
vidual income-tax exemption levels, although of course we are inter-
ested in the general tax situation.

In general, our union is in opposition to the main content of H. R.
8300, because, in our opinion, it revises the internal revenue system
for the benefit of those already wealthy, instead of for the relief of
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the millions of low-income families now paying poverty-inducing
taxes. We in general favor the purposes of the George-Frear-Kerr
bill, but we have certain suggestions of detailed exemption proposals
which, in our opinion, more adequately meet the test of removing taxes
on substandard income families.

When we testified here in 1951, we urged the removal of taxes on
families whose incomes are less than enough for minimum budgets,
on the basis of humanity, on the basis of the welfare of individual
people involved, the millions of families that are in that category.
Now, in 1954, we add to this argument, in our opinion, the great
urgency of eliminating such taxes from millions of American families
in order to combat the growing stagnation of our economy. The root
cause. of the serious depression which threatens us today is the in-
ability of the great mass of the American people to buy back the
tremendous quantity of goods and services that it is in our national
capacity to produce. This basic lack of purchasing power arises from
the inadequate income of the majority of our population and the heavy
burden of taxation borne by these families whose income is inadequate
to maintain adequate levels of living.

Now, in our opinion, the basic issue confronted by the Congress
is simply whose taxes will be cut? In our opinion, H. R. 8300 pri-
marily cuts taxes for the wealthy and economically powerful interests
of our country. This is the road to deeper depression and greater
unemployment. The George-Frear-Kerr bill and the proposals of
our union to raise income-tax exemptions would eliminate poverty-
creating taxes on the millions of American families whose lack of
gurchas_ing power today is causing unemployment and threatening

epression.

What we are setting out here is that we propose a return to the
original principles which underlay the setting of exemptions and
income taxation. When income taxation was first introduced in this
country in 1864 the principle was stated that a minimum level of
existence, income sufficient for necessity, should be the consideration
in determining the minimum level of income-tax exemption. This
principle followed through 1939 until it was abandoned with neces-
sary reason after 1939, as exemptions were lowered and a concept
of an officially determined minimum level of living was more or less
forgotten in the necessity for the financing of the military effort of
that period.

We are now suggesting, as a matter of national interest, the re-
establishment of the concept of a minimum standard of living below
which we shall not apply taxes inasmuch as such taxes bite into the
basic necessities of American families, and in that sense have a dif-
ferent significance than any other taxes we can levy.

Now, this raises the question at the outset: What is a living wagey
How much does a family need to have a minimum adequate living
standard? Fortunately, this is not a question where you need merely
to take the opinion of a union or of outside individuals. The Gov-
ernment itself has been defining what is the minimum level of living:
what is the minimum budget.

We have an objective yardstick by which to measure the minimum
adequate standard of living. It is prepared by the Bureau of Labor
Statistics’ City Worker’s Family Budget. It is kept up to date and
it is constantly being reviewed and revised.
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As I said, Senators, in 1951, it seems to me that not enough ag:(e:n-
tion has been paid to these data in the tax consideration of the 11;
gress. Very frankly, it seems to me that the Congress knows 2 grea
deal more about o1l depletion and machinery depreciation than it
knows about stomach depletion and standard of living depreciation,
which follows from income taxes levied on families whose 1ncomes
are already inadequate to maintain minimum standards of living.

Now, I am sure that this committee is well aware that the Bureau
of Labor Statistics’ minimum adequate budget is by no means a luxury
budget. I urge you to inspect this budget very carefully and see what
it Implications are, as you consider what to do with income-tax
exemptions. If you look at it, you will find that it is a most modest,
kind of standard of living. As a matter of fact, it is $433 less than
the budget estimated by the Heller Committee, the University of Cali-
fornia budget that they say is necessary for healthful and reasonably
comfortable living. )

The budget includes in it a most modest consumption pattern. It
includes in it a food-budget pattern, which is less than the actual
United States per capita consumption at the present time. It includes
in it most modest and, in my opinion, actually inadequate provisions
for medical care, for the basic necessities of living. And certainly
it has a most modest provision for something that goes beyond the
elementary necessities.

This you can verify by simple attention to the content of that budget,
and yet, in spite of the obviously inadequate standard of living per-
mitted by this Bureau of Labor Statistics’ budget, we can use it as a
minimum standard to determine below what income taxes should not
reach.

The Treasury Department in 1947 prepared a very significant study
of the budget pattern, as it related to exemptions. I am sure you have
that report and are well acquainted with it. They adjusted the budget
data for various sizes of families in the country, and they made an
indication of what actual income was required for a single person, for
two persons, three persons, four persons, and so on, to maintain this
minimum adequate budget.

‘We have brought this adjustment up to date, on the basis of changes
in the cost of living, according to these officially determined stand-
ards—and I emphasize “these officially determined standards”—they
are your standards, they are Government standards, set up and super-
vised by the Government.

In January 1954, to attain this minimum adequate budget, a single
person needed $2,103 in income. A family of 2 needed $2,881. A
married couple with two children needed $4,294. This includes the
requirement for current taxation.

Now, given that standard, the minimum standard officially desig-
nated by the Government, we can then ask the question: How many
American families get income adequate to cover this standard of liv-
ing? A shocking fact is that a majority of American families do not
today receive income sufficient to attain this quite meager minimum
adequate standard of living. I have a feeling that Congress sort of
likes to look the other way when confronted with this irrefutable fact.

In 1951, we find that there were 26,140,000 American families who
could not reach this modest standard of living from their income.
These were 53 percent of all American families. This means that,
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according to the officially designated budget, a majority of our families
do not have incomes sufficient to maintain them at officially designated
minimum standards of living.

These substandard families, having to bear the burden of income
taxation, seems to us to weaken the economic base of our prosperity
and to underlie the danger of depression. The poverty-creating effects
of taxation on this majority of our families who do not have the in-
come required to purchase adequately the simplest necessities of life,
is a major root cause of our current economic difficulty.

If you will take a look at the question of income in this country,
you will find that there is an unquestioned picture of inadequacy of
mass purchasing power, characterizing the majority of our families.
This also is to be shown by reference to income distribution data,
again prepared by the Federal Government.

In 1952, the total families in our country who had incomes less
than $4,000 a year constituted 59 percent of all families in the country.
Yet, they received only 31 percent of the total money income—59 per-
cent of our families received 31 percent of the total money income.

In our opinion, it is in the inadequacy of purchasing power of these
families that we find the basic cause for our problem of consuming the
potential capacity of our productive machinery, and it is our point, of
course, that tax revision should direct itself at this basic difficulty.
That means that taxes should be eliminated from those families whose
income is inadequate to meet these minimum levels.

This point, it seems to me, is further verified by reference to the
question of who has the liquid assets of our country. We kind of
Iike to think that we have a certain equality of leveling wealth in this
country. The facts, of course, do not bear this out, because the pos-
session of liquid assets indicate that they are even more concentrated
than the income distribution.

On January 1, 1952, 50 percent of all the spending units in our
country had only 1 percent of all the liquid assets possessed in our
country. The top 10 percent of the spending units in America held 66
percent of all such assets.

If you look at the question of who does the spending, again you will
find that there is a distortion here whereby the low-income majority
of the people, because they do not have the adequate total income, are
actually able to do only a small portion of the total spending of our
country.

For example, we find that a majority of the spending units, 60
percent of all units, bought only 38 percent of the consumer goods and
services, consisting primarily of food, housing, clothing, medical care,
transportation, recreation, education, and State and local taxes.

This is, it seems to me, verified by reference to the people who buy
our products. Families below $4,000 in 1953 made up 59 percent of all
our families, but in 1953 they bought only 19 percent of all the auto-
mobiles purchased in our country. We wonder why there is a problem
in the automobile factories. This is the place to look for the answer,

The same thing is reflected in the area of ownership. It is a com-
monplace saying that “everybody has an automobile” in America.
The fact is that only 46 percent of the family units with incomes under
$4,000 own automobiles, regardless of age or condition. Only 46 per-
cent of all the families with incomes under $4,000 own automobiles,
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and yet they made up 64 percent of all the spending units in our
country. ) ..

What is the point of this? The point of this is to show that the
basic difficulty of finding adequate mass-purchasing power in suffi-
cient volume to keep the wheels of our factories turning, rests in the
simple fact that the majority of our population, the majority of our
families, given the inadequacy of their income and given the added
burden of income taxation, find it difficult to carry their purchasing
burden.

I noticed a statement by the chairman, quoted in Business Week
magazine, to the effect that activity amongst consumers would trickle
up to investors and to producers. I think that is a very apt observa-
tion, and the point I am making is that there is a grave limitation on
the trickle-up, because of the inadequacies of income and the heavy
burden of taxation in these low-income levels.

Now, what we are proposing, then, is that these income levels having
inadequate incomes to maintain an officially determined standard of
living, should as a matter of humanity and as a matter of combating
the danger of depression, be the prime target of tax revision.

Let me give you one specific example to show you what this situa-
tion is, to show the poverty-creating effects of our present personal-
income taxation. Take a representative case : A manufacturing worker
with a wife and two children, who is today earning the officially
reported average weekly wage of $70.92. His annual income at this
rate is $3,688. That is the national average for factory workers.
He gets that $3,688 if he works 52 full weeks of work. That is a
heroic assumption, but let’s make it for the purpose of illustration.
To achieve the minimum living standard provided by the Bureau
of Labor Statistics’ budget, however, he needs $4,294, including pro-
vision for Federal taxes. His income is $606 short. This means that
he and his family must do without some of the meager supply of
items listed in the Bureau of Labor Statistics’ budget, some of the
food or the clothing or the medical care.

Certainly he is unable to purchase, if he is unable to pay for it,
the durable goods, such as washing machines, refrigerators, auto-
mobiles, and the things he needs which are in our capacity to produce.

This very typical worker pays $201 in Federal personal-income tax.
If Congress were to exempt him from this taxation, he would still be
$#308 short of the minimum-adequate budget. But Congress would
have provided his family with a consideraﬁ)le measure of relief, and
would at the same time have guaranteed that more spending power
would have been created to help ward off the threatening depression.

To repeat again, our basic proposal is that we must take a new
look at the minimum levels of existence. This is a very precise meas-
ure. It is something that you can put your hand to; you can check
it. If you decide to, you can look at the budget and say, “This is
a false study. There are errors in it. It isn’t true that this is the
amount of money that workers need.” Or, you can come up with
the conclusion that, “Yes, it is a good, reliable measure of 2 minimum
standard of living.” If you draw that conclusion—and it seems to
me that you must make some conclusion about the legitimacy of this
budget—then it seems to me that you are faced with a very serious
implication, if we continue taxes that cut below that minimum-
budget level.
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I know that the decision with regard to taxes and, of course, the
decision with regard to cut taxes, presents the Congress with a very
difficult problem of choice. And there are arguments for all kinds
of tax cuts, and there are logical arguments that can be made. But
what I am trying to say, what my union is trying to say to the
Congress, is that, 1n our opinion, you must start as a matter of priority
with the proposition that the first tax cuts you impose are those
directed to relieve families from poverty-creating effects of taxation;
that if we have taxes now which without any question reduce the
standard of living of people below what we, the Government, you
the Government, oﬁiciaﬁy says is the minimum level, then this shoul
be the first target of our tax revision.

It is one thing to say, for example, that you are going to impose
on certain levels of income by taxes the obligation to sell a Cadillac
and drive a Buick, or even to sell a Buick and drive a Chevrolet, and
that might be unfortunate and people might not like it, but that is
quite a different thing than to say to the majority of American fami-
lies that you have to decide not to go to the dentist even if you need to.
Or, that you have to decide not to have quite as much milk as you
really ought to have. Or, that you have to live in an inadequate
house. That is quite a different proposition.

And, very humbly, I want to say that in our experience this issue
has not been adequately faced by the Government since, I would say,
the end of the war. The necessity of reducing incomes during World
War I1, I think, is not seriously to be debated. But the situation is dif-
ferent now. What we are urging is that you take a most serious look
and that you know what you are doing, what the human consequences
are, what the welfare consequences are, as well as what the economic
consequences are, of imposing $200 taxation on a man and his wife and
two children, whose income is only $3,600, which we say officially, as
a Government, is already $600 below a minimum adequate level.

We are convinced if you do this you will come to the conclusion that
this is damaging to us as a country, because it fastens poverty onto
many people, and it is damaging to us as a country because it aggra-
vates the inadequacy of purchasing power which is such a serious
problem for all of us.

Now, as I said at the outset, we support the general intention and
direction of the George proposals for raising exemptions. We have
a suggestion with regard to that which, if you are seriously going to
decige to do something about exemptions, we think should be con-
sidered. And our suggestion is that there is something better to be
done than a straight across-the-board exemption change. The change
that we propose, we think very logically follows from our argument,
is related to the minimum budget needs for different sizes of families.
And this follows from the data that are readily available to you from
the budget estimates of the Bureau of Labor Statistics.

We propose, in line with this, that the exemption for a single person
shoul $1,800; that the exemption for a married couple should be
$2,600; and that the exemption for dependents should be $700. This,
we say, as you can see from the material that is in front of you, is re-
lated to the fact that for a single person the BLS says he has to have
$1,800 to maintain the minimum existence, not $1,000. We suggest
$1,800 as the first exemption. For a married couple the exemption that
we propose is $2,600. The BLS minimum budget figure is $2,597.
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Likewise, the adding of dependents to a family does not add the
equal of the expense of the first member of the family or the second
member of the family. It does not add a thousand dollars to the
minimum expense of a family. It adds approximately $700 per per-
son. And we suggest that in place of an across-the-board exemption,
which is very commonly proposed and is of course specifically pro-
posed in the George bill, that a more realistic exemption schedule
would differentiate between the first member of the family, between
the second member of the family, and the other dependents. This we
say, of course, with full support of the general principles and pur-
poses and general reasoning that we think lies behind the introduction
of Senator George’s bill. . .

As T said before, all of this presents the Congress with a very dif-
ficult question of choice, because if you leave aside the question of
cutting the budget, which is not really the proper discussion for me
at this point, you have the question of alternatives, in that what you
give up in an area, you must gain in another area. . .

We are deeply disturbed at the evidence so far that, in making the
choice of these alternatives, Congress is turning its back on the major-
ity of the families who are faced with the poverty-inducing taxes,
and is finding it possible to rationalize putting the main burden of its
tax reduction on corporate income and on wealthy families. We urge
that this is the wrong choice. Our opinion is that the revenue lost
by exemptions, raising exemptions, either in terms of the George bill
or as we have proposed, can be made up from alternative sources
which would not create undue hardship for human beings, if creating
any hardship at all, and which would be in line with the national
necessities o¥ meeting the problem of threatening depression.

We have outlined these various alternative tax-income sources.
They rest on increased taxation in the corporate area. They rest a
great deal upon handling the question of loopholes, and they rest a
great deal on the question of increasing and making more strict the
enforcement of the existing tax provisions.

Now, I know, and do not propose here, that the alternative source
of taxes lies in raising the rates above a certain level, say, $10,000,
This is a very popular debating point. I heard Senator Williams
make it over the television sets last week, or a week or so ago, that if
you cut exemptions for the people that you could have a confiscatory
tax above $10,000, and still not equal the loss in income. This is a
question of mathematical correctness, and it is correct. But the point
needs to be made that the reference there is to the net surtax income;
that if you were to make reference to adjusted gross income, which
is the figure that has some correspondence to economic net income,
you would find that in income sources over $10,000, over $10,000
adjusted gross income, there is still $30 billion of such income left,
even after paying about $13 million or $14 million of Federal tax.
There is certainly not much revenue to be gained by raising the rates
in the upper bracket incomes, as they are now defined, but there is
a large revenue potential in redefining split income, in closing loop-
holes, and in having strict enforcement of laws, not only in the cor-
porate income area but in the individual tax area.

The point I want to make again with regard to these alternatives—
and it seems to me they cannot be handled by jumping in immediately
and saying that this is wrong with this, or that this is the difficulty
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with this alternative. Alternatives must be weighed, and when you
pose the argument for not doing anything about what we think is
the excess depletion allowances in the oil area, or when you pose the
argument for splitting the incomes which affect only the families
above average incomes, you must realize that you are posing this as
an alternative to eliminating poverty-inducing taxes on the majority
of the American families. Obviously, in our opinion, the choice for
the welfare of the people and the choice for the welfare of the country,
demands that in this situation it is urgently required to lay the burden
of taxes not on those people to whom 1t must necessarily mean poverty
living, but instead today, as we revise our tax schedule in the face of
economic difficulties, which everybody recognizes regardless of how
they debate the extent, what is needed is action to stimulate the pur-
chasing power of the great mass of people and to give this stimulus to
economic activity in our country.

In our opinion, this requires priority of attention to the substantial
increase in exemptions to remove taxes from those families, the ma-
jority of those families in our country whose income is already inade-
quate to meet officially determined minimum levels of adequate living.

That concludes the summary of my statement, sir.

The CraeMaN. Thank you very much. Do you want your whole
statement in the record ?

Mr. Nixon. Yes, sir. I understand that is in the record.

Thank you very much.

The Cramman. Mr. Elder, of the American Federation of Labor.
Mr. Elder, sit down and be comfortable, and identify yourself for the
reporter.

STATEMENT OF ARTHUR A. ELDER, TAX CONSULTANT, AMERICAN
FEDERATION OF LABOR COMMITTEE ON TAXATION, ACCOM-
PANIED BY BORIS SHISKIN, DIRECTOR OF RESEARCH; AND
PETER HENLE, ASSISTANT DIRECTOR OF RESEARCH, AMERICAN
FEDERATION OF LABOR

Mr. Evper. Senator Millikin, members of the committee, my name
is Arthur A. Elder. I am tax consultant for the American Federa-
tion of Labor, with office in New York City.

I want to assure you, Senator, and members of the committee, that
members of our organization appreciate the tremendous problem and
challenge that is presented to your committee in the bill that you
have under consideration. We recognize that it is a virtual impossi-
bility bfodxl' your committee to approve or fashion a bill that will satisfy
everybody.

As a representative of the American Federation of Labor, I wish
to assure you that members of our organization recognize the need
for a balanced tax program, a program that will take into account
the needs of all segments of the economy ; that is, the producing seg-
ment, investment, the producer, the farmer, and all other segments of
the economy. With that in mind, I would like to present to your
committee a statement.

We outline at the outset certain basic considerations which we
believe should be paramount in our thinking at this time. Through-
out the period of the defense emergency, and until very recently, the
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American Federation of Labor has urged that Federal taxes be mam(i
tained at relatively high levels in the interest of maintaining 2 530“11‘1
economy. We have opposed tax reductions Whlgh would impair the
Nation’s ability to meet defense and foreign-aid needs. We have
opposed chronic deficits in a period of prosperity and high ?meIOY'
ment. We have warned against tax cuts that would contribute to
inflation. Above all, we have urged that fiscal and tax policies be
determined by considerations of equity and by the economic require-
ments of the Nation. . .

In keeping with these principles, the American Federation of Labor
now urges that tax policies be adopted which will best maintain the
economic health of the Nation. We are no longer in a period of high
production; we fear deflation, rather than inflation, at the present
time. Production is off 11 percent from the high of 1953, and the
Census Bureau reports that during the week of March 7-13 unem-
ployment reached 8,725,000, a figure which does not include workers
temporarily laid off.

During a period when important segments of industry are not op-
erating at capacity, we cannot see that tax cuts giving preferential
tax treatment to investors and corporations will increase the demand
for goods and services. We believe that experience has demonstrated
that an increase in purchasing power is in itself the best assurance
of an economic climate conducive to maximum investment and neces-
sary plant expansion. Under present circumstances, the American
Federation of Labor believes that sound tax policy demands that
major emphasis be placed on adoption of those measures directed at
increasing purchasing power.

I would like to discuss briefly the tax reductions that have been
approved up to this point, which have been sanctioned by Congress
and are pending at the present time.

During recent months a number of proposals calling for tax reduc-
tions of various amounts have been publicized. The American Feder-
ation of Labor has not proposed nor does it now suggest any program
calling for tax changes that might embarrass the administration.
However, the administration itself has proposed and Congress has
approved several tax reductions which have already gone into effect
or are scheduled to go into effect in the near future. We are con-
cerned with these changes, as well as with those embodied in H. R.
8300. We propose to address ourselves specifically to comment on
such changes. Of the total of $6 billion annually in tax reductions
which have gone into effect since January 1, $2 billion will accrue to
corporations through expiration of the excess-profits tax. An addi-
tional $3 billion will go to individuals through the 10 percent reduc-
tion in personal income tax. Reductions in excise-tax rates will pre-
sumably result in $1 billion in savings to consumers. Another $1
billion in excise-tax reductions is scheduled for April 1, 1955. In
addition, if the Senate approves action taken by theI}-Iouse, a 5-point
reduction in corporate income-tax rates should result in annual tax
savings to corporations of approximately $2 billion, also effective on
April 1, 1955.

The excise-tax reductions already approved and in effect should
bring relief to all consumers. We believe these reductions in rates
were long overdue, since they were scheduled by Congress during
World War II to take place at the conclusion of hostilities. Further,
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we would point out that the present rates on tobacco, liquor, gasoline,
automobiles, trucks, buses, and parts, which it is proposed to continue
until April 1, 1955, are still at levels considerably in excess of those
prevailing during World War II.

Incidentally, these rates too, presumably should have been restored
to their prewar level, at the conclusion of hostilities, and yet we actu-
ally have them in 1954 at considerably above the rates that were effec-
tive during the war. That is the so-called war emergency rates.

There has been frequent reference to current high taxes on corpora-
tion profits. By all past standards, corporation taxes are high. How-
ever, the record shows that after taxes most corporations have con-
tinued to enjoy net profits which have enabled them to make liberal
provision for dividends and to accumulate substantial reserves. In
our opinion, provision already made for downward adjustment in
corporation taxes, coupled with the further reductions being consid-
ered by your committee, is excessive. I would say excessive, relative to
the cuts that already have gone into effect or are being proposed at
this time in other fields.

Much has been said of the stimulus to spending that would result
from the $3 billion reduction in personal income taxes. Up to this
point, spendings have actually declined subsequent to the tax reduc-
tion during the first quarter of 1954, as compared with the same
period of 1953. The U. S. News & World Report has estimated
that $924 million—31 percent—of the $3 billion in tax savings will
accrue to taxpayers earning less than $5,000 yearly, while $2.063 bil-
lion would go to taxpayers with annual incomes of above $5,000. It
seems to me that that is important, when we refer to the possible bene-
fit that is presumed to have accrued from the cut in income taxes
effective January 1.

This would seem to confirm our contention that the cut in personal
income tax provided inadequate relief to those in the lower-income
brackets.

Senator WiLLiams. Mr. Elder, may I interrupt: Assuming those
figures are correct—and I don’t question them—that completely ex-
cludes the enunciation that was made on that tax bill at the time it
was passed in 1950, as being a tax bill which opposed such a large part
of the increased taxes on the low-income groups, because it was an
automatic suspension of the law which was passed at that time. So,
if only 31 percent of the benefits go to those below $5,000, then that
was an error at that time.

Mr. Erper. That may have been true. Yet, I think it still could be
said that at that particular time, taking into account the very heavy
tax burden that the low-income groups were paying—and later on I
will develop that that is in proportion to the burden that was being
borne by people in the upper income brackets—that that $924 million
ﬁgure, assuming it is correct, did constitute a rather excessive heavy
additional burden on those peou;ée in the low-income groups.

We believe it did not take sufficiently into account the fact that the
high first-bracket tax, coupled with the extremely low exemption,
constituted a disproportionately heavy tax burden on millions of tax-
payers in the income groups below $5,000. Substantial tax relief for
these taxpayers is urgently needed.

. Although the income tax is based upon the principle of ability to
pay, increasingly, over the years, tax rates have been raised and exemp-
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tions lowered to the point where the income tax works unnecessary
hardship on low-income taxpayers. . 9 to

The 40-cent minimum wage in 1939 meant an income of $83 :
single worker, for the year. That is assuming full-time employ menl .
This income was not subject to Federal income tax. Today a single
worker earning the 75-cent minimum hourly wage and steadily em-
ployed earns $1,560, which nets him $1,382 after Federal taxes, the
equivalent of $723 in terms of 1939 ?urchasmg power. There da.l:e
millions of workers employed at the 75-cent minimum wage, and it
is clear that higher prices and Federal taxes have cut their standard
of living approximately 13 percent below what it was in 1939.

There has been no comparable sacrifice on the part of taxpayers
whose incomes are $5,000 or more, as can be seen from the following
table published in U. S. News & World Report for March 12, 1954:

{In percent]
Average tax rate for those
Averageetaal._llt1 irgée_for those itk
Less than $5,000 or Less than $5,000 or
$5,000 more $5,000 more
6.1 7.8 15.9
% 10.5 7.8 17.0
8.1 32.5 9.4 20.3
9.8 20.0 8.5 18.9

In this table, in the first column you have listed the average effective
tax rate applying to taxpayers with incomes of less than $5,000.

In the second column, you have the same average effective tax rate,
as it affects taxpayers at different years, with incomes over $5,000.

From these figures it can be seen that taxpayers with less than
$5,000 income are paying an average effective tax rate of 87 percent
of that which they paid in 1945. That is, in 1954, as the tax law now
stands, according to these figures, people in the low-income groqs
below $5,000 are paying approximately 87 percent of what they di
in the last wartime year.

But taxpayers with more than $5,000 income are paying an average
effective tax rate of 65 percent of that which they paid in 1945. Be-
tween 1945 and 1949 there was a tax-rate decline of 20 percent for
taxpayers with less than $5,000 income, a decline of nearly 50 percent
for those with more than $5,000 income.

Now, referring particularly to the year 1945, you will note that the
effective tax rate, as estimated to apply to the below-$5,000-income
taxpayer, is 9.8 percent. Contrast that with the 29 percent as applied
to the income above $5,000. Skipping over to 1954, you see that the
same effective rate as applied to the below-$5,000 taxpayer has de-
clined to 8.5 percent, whereas, in the case of the upper income tax-
payer, it has declined from 29 percent to 18.9 percent.

Now, there are many factors, of course, that are responsible for this
situation. Taxwise we believe that it. reflects the fact that there have
been many changes made in the tax laws that have operated to the
particular advantage of the upper income group of taxpayers.

In short, the income tax has become a much less effective instrument
of tax policy because of its increasingly less progressive character,
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_It strikes harder than it did in the past at those taxpayers who are

least able to pay, largely because of various tax-escape provisions
which Congress has permitted to continue or has legalized during the
past 10 years.

I believe, Mr. Chairman, at this point I would like to make one
thing clear: It sometimes 1s assumed that labor organizations more
or less traditionally feel it an obligation to subscribe 100 percent, or
more than 100 percent, to the theory that the only equitable type of
tax change is a tax change that will benefit the lower income groups.
Now, if that ever was the case, as far as the American Federation of
Labor is concerned, I don’t believe it is true today. The fact is that
we have in our membership a very large proportion of people who are
in the income group above $5,000. Perhaps it is not as large a pro-
portion as some other groups in our society have, but it is a very sub-
stantial proportion. And we feel a responsibility to them, just as
we feel a responsibility to all of our members, regardless of their
income. So, that I would merely like to emphasize at this point that
we believe that this tendency toward less progressivity of the tax
structure is bad. It is bad for the whole economy and it is bad, we
believe, for all of our people, whether they are in the low-income
groups or whether they are in the upper income groups. And we
sincerely believe that it is bad for all other groups in the economy,
regardless of what their income level may be.

ow, in the next section we discuss the bill that is directly before
this committee for consideration.

We believe that this bill is faulty, in that it combines tax reduction
with technical revision. As we see it, that is perhaps its most objec-
tionable feature. This is entirely without regard to the merits of any
of the particular proposals, whether they involve revenue losses or not.

The American Federation of Labor is aware of the need for a revi-
sion of the Revenue Code. Early last summer we expressed our ap-
proval and support of the proposed revision to eliminate obscurities,
remove inconsistencies, and eliminate manifest inequities that have
become apparent through the administration of existing laws. In
expressing our approval, we said we believed that simplicity and
equity could be attained by eliminating existing loopholes and the
preferential tax treatment enjoyed by particular groups of taxpayers
at the expense of taxpayers generally. In our statement to the House
Ways and Means Committee, we said, “We are convinced that your
committee can make a signal contribution to achieving equity and a
sounder economic basis %Z)lr our tax structure by rejecting any and
all suggestions to create new tax loopholes and recommending only
those changes that are dictated by broad public policy.”

We believe that H. R. 8300 goes far beyond providing for technical
changes. Far from eliminating preferential treatment for certain
classes of taxpayers, the bill contains provisions which in the main will
benefit certain corporations and a few selected groups of individual
taxpayers. The American Federation of Labor believes it unfortunate
that these provisions, involving basic changes in tax policy, and cost-
ing, initially, $1.4 billion in revenue loss annually, with a probable
ultimate loss of 8.5 to 4 billion dollars, should have been included in
a;l omriibus bill designed, presumably, to simplify the administration
of tax laws.
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On the matter of possible revenue loss, the committee report on.
H. R. 8300—House Report 1337, page 4—states: “On balance, the
total of the changes for which no specific revenue effect is given 18 a3
likely to result in a net gain as in a net loss of revenue. It is ex-
ceedingly difficult to reconcile this statement with the facts. Gains
in tax receipts are not anticipated from even 1 of the 19 new meas-
ures proposed in H. R. 8300. I might qualify that to say that there
are no gains in the new measures &)roposed in the bill for which
anticipated revenue changes are listed in the schedule. .

Every one of the proposed changes anticipates losses during fiscal
1955, ranging from-a low of $3 million in the case of amendments
governing personal exemptions for trusts, to a high of $300 million
through the proposed changes governing depreciation. These facts
make it difficult to believe tlgmat changes for which no specific gain or
loss of revenue are listed will cancel out.

In sanctioning an initial reduction of $1.4 billion for fiscal 1955,
Congress would be committing itself to additional reductions which,
when fully operative, would involve revenue loss estimated to run
between 3.5 and 4 billion dollars. Further, to the extent that enf.;lrely _
new areas of tax escape are opened up, new vested interests will be
established. Already it has been pointed out that a number of the
proposed changes calling for revenue reductions discriminate against
specific groups within certain categories. These groups, on the basis
of all past experience, will immediately proceed to build up pressures
either during this or the next session of Congress to extend and en-
large the particular tax escape device in which they have an interest.

T would like to discuss briefly dividend exclusion and credit. Since
this is a point that has been given widespread attention in the press
and also in the debate in the House, I am reducing my comments
to a minimum. Not because I don’t think it is important, but be-
cause I believe most of the arguments, pro and con, have been brought
to the attention of your committee.

We believe the dividend exclusion and credit provision would
establish an entirely new principle which can be justified neither in
equity nor in terms of economic needs at this time. When fully
effective, the provision would involve annual revenue loss of $814
million. Of this tax saving, approximately $600 million would ac-
crue to taxpayers with annual incomes exceeding $10,000. These con-
stitute 4 percent of all income taxpayers—1,600,000. By contrast,
stockholders in the below-$5,000-income group, who constitute 80 per-
cent of all taxpayers, would secure tax savings of $90 million through
the proposed dividend credit.

On this point, I don’t have sufficient copies for all members of the,
committee, I am sorry, but we have a table prepared, which is printed
from a study that was made for the Brookings Institution by Lewis
H. Kimmel, entitled “Share Ownership in the United States.”

(The table referred to follows:)

’

pureeny
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Family units holding publicly owned stocks distributed by combined family
income

Total flﬁg PODU- | ghare-owning family units

Reported combined family income !

t
ofgroup| Estimated [Percent
Percent] Number [nonyla. “number | of total

9, 910, 000 2.2 220, 000 4.6
560, 000 3.6 310, 000 6.5
10, 990, 000 4.6 510, 000 10.7
8, 210, 000 7.4 610, 000 . 9
10, 480, 000 10.8 2,080, 000 43.8
1, 830, 000 86.1 1, 020, 000 215
50, 000, 000 9.6 4, 760, 000 100.0

thl ]gas%d on anticipated 1952 income before taxes as reported by a representative family member, usually
e head.

mggureeﬁ Sémre Ownership in the United States, by Lewis H. Kimmel, the Brookings Institution, Washe
on, D. C.

This table is headed “Family units holding publicly owned stocks
distributed by combined family income.” Now, we have listed various
income categories, with the heading “Reported combined family in-
come.” And then, under this heading, we have listed families with
income of less than $2,000; families with income between $2,000 and
$3,000; $3,000 and $4,000; $4,000 and $5,000; $5,000 and $10,000; and
then $10,000 and over. Now, I think these figures are significant.

In the next column we have a listing of the number of families,
both on a percentage basis and in terms of actual number, in the
various income classifications.

Now, of those families with income below $2,000, we have listed
19.8 percent, constituting 9,910,000.

From $2,000 to $3,000, we have listed 17.1 percent, and that number
is 8,560,000.

From $3,000 to $4,000, 22 percent of the families, and 10,990,000.

From $4,000 to $5,000, 16.4 percent; 8,210,000.

From $5,000 to $10,000, 21 percent of the families, numbering
10,480,000.

And, finally, in the income group of $10,000 and above, you have
3.7 percent of the families, numbering 1,850,000.

In the next column is listed the percentage of the families in these
various income groups that own stock. There has been much refer-
ence to the large number of individuals and groups, and some little
dispute as to the income classification in which they happen to be.
£o I think these figures are very significant. o

You have 2.2 percent of the families in the groups with income below
$2,000, who own stock. 'That is 220,000 families, which constitute 4.6
percent of the total number of families that own any stock.

In the next group, $2,000 to $3,000, in which you have 17,1 percent
of the families, you have only 3.6 percent of those families owning
stock, numbering 310,000.

In the next income group, $3,000 to $4,000, you have 4.6 percent of
the families, of-the total of 22 percent of the families, numberin
510,000 families who own stock, constituting 10.7 percent of the total.

Then, from $4,000 to $5,000, you have 7.4 percent of 16.4 percent, or
610,000, owning 12.9 percent of the stock.

45994—54—pt. 2——3
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Now, at that point I think if we stop and we add these percentages
that apply to families in the income group below $5,000, we find that
that comes to 34.7 percent of the families in the income groups below
$5,000, according to these figures, who own stock.

The CaarMaN. What kind of stock are we talking about?

Mr. Erper. Family units owning publicly owned stock.

The Caammman. Do you mean, listed securities?

Mr. Erper. I don’t know that. Mr. Henle, do you know?

Mr. Hexve. The definition was carefully drawn, and we could get
it for you. But it is certainly all listed corporations, and it may have
included some others.

The Crairman. That would be very interesting to know. )

Senator MarrIn. That is very important, whether or not that in-
cludes these small corporations we have out over the country, whether
it includes the banks—there are very few banks where their stocks
are listed on the stock exchange. That would be very interesting,
information to have. .

Senator CarLson. I would be interested to know if it includes stock !
from cooperative organizations.

Mr. Eroer. Will you supply that information, Mr. Henle?

The CuarrmaN. Send us a memo on that.

Mr. Evper. We will do that.

Mr. SuiskiN. The stock included in the Brookings study referred
to shares which are available to the public. In other words, those
which may be in the closely held corporations or family-owned cor-
porations that are not available to the public, are not included in
these figures.

Senator BENNETT. These people who owned these closely held stocks
would benefit, so it isn’t reasonable to assume that the figures you are
quoting us represent the actual condition for the stock-owning situa-
tion in the whole United States.

Mr. SHiskiN. The only distortion it would have would be in favor
of the higher income families.

Senator BenNNETT. Do your figures reflect the percentage of the
stocks that are held by funds and trusts and insurance companies?

Mr. Erper. These do not.

Senator BENNETT. So that again distorts your figures, and they
do not accurately reflect the actual effect of stockownership in the
United States. They actually reflect a limited segment of the picture.

Mr. Evper. But isn’t it true, Senator, that it is this prticular seg-
ment that has occasioned the most controversy, if you will, pro and
con? That is, the individual holdings. ‘

Senator BENnert. Your argument of total effect is on the basis of a
limited situation. The stock held in insurance companies, pension
trusts, including union pension trusts, certainly benefits the people or
has a substantial benefit for people in the class below $5,000, about
which you have been talking today.

So, the only point I wish to make—and I think you will agree with
me—is that this table is not finally conclusive. The proportions you
ssuggest do not accurately reflect the total situation in the United

tates.

Mr. Evper. I would agree to that. It reflects merély what we in-
tended it to reflect, and that is the effect of the enactment of this
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particular provision on individuals to the extent that we could obtain
the most applicable information.

And it is true that there are indirect effects which would benefit
these various groups that you referred, through trusts and so on. But
essentially this, I believe, 1s the point on which there has been the bulk
of the discussion, pro and con.

The CHarMaN. Mr. Elder, I am informed by the staff that the
Brookings Institute study refers only to listed securities?

Mr. Erper. Thank you.

The Cuairman. And there is a vast amount of securities outside of
listed securities.

Mr. Suiskin. That study was made by the Institute itself for de-
veloping a policy in which stocks could be more widely distributed,
and that was the purpose.

The CaairMAN. Yes, that was the purpose of those who got up the
figures. But that does not conclude the point of how many others
owned stocks that are not listed.

Mr. Erwper. To conclude then, Mr. Chairman, if I may, in the groups
above $5,000, 19.8 percent of the 21 percent of the families in that par-
ticular group, constituting 43.8 percent of the families that owned
stock. And in the group of $10,000 and above, where you have 3.7
percent of the families, we find that over half of them, 55.1 percent,
own stock and that they own 21.5 percent of the total.

The CaarrmaN. Do I understand that 3.7 percent of the total fam-
ily population with incomes over $10,000, with listed securities, num-
ber 1,850,000? Is that right?

Mr. Evoer. The total number of families was 1,850,000, and of that,
1,020,000 owned shares.

The Cuamrman. Now, can you tell us what percentage of the total
tax revenue was contributed by that 8.7 percent? .

Mr. Evper. Well, I imagine Mr. Stam has that at his fingertips.
I have that in my briefcase.

The CrarrmaN. I will ask Mr. Stam, but I am asking you if you
have that figure. It would be interesting to know what part of the
tax burden is carried by that 3.7 percent.

Mr. Ewper. On the percentage basis, I think I gave it to you,
roughly, Mr. Chairman, in the figures that I quoted previously, in
terms of the effective rate.

Now, with regard to the current year, or last year, I don’t have those
figures. It may be that Mr. Stam has those figures. I do know this,
though, that as far as effective rate is concerned, in the statistics of
income for 1950, for example, the effective rate that is listed for the
various income classifications 1s very uneven. That is, you might find
at the top, in the highest income category, that actually they are pay-
ing an egective rate of 60 percent of their income. And you might
find in the category below that, that it is 62 percent. Then you have
a drop to 55 percent, and then you have an increase. So, it is uneven
in the upper income levels.

The CHAIRMAN. Yes. I am merely interested in the point of what
percentage of the total revenue is contributed by this $10,000 and over
bracket.

I may say there was introduced in the record yesterday some sta-
tistics that bear on the progressivity, if that is what you call it, of
our income-tax structure. And you get figures that are fantastic in
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the relation between what the higher brackets pay to what the lower
brackets pay.

Mr. ErpEr. One final point I would like to make——

Senator LoNe. May X ask this question of the witness: Do you have
any statistics on who holds the most corporate stock! Now, I put a
memorandum in the record yesterday that indicated that 80 percent
of all corporate stock is held by six-tenths of 1 percent of American
families. " Do you have any information to in icate whether those
statistics are in line, or whether the stockownership is more broadly
spread than that?

er. Erper. No, sir. On the basis of the figures I have, and the
rough check I made, and the statistics of income for 1950, I find that
that is approximately correct. And it is in accord with the statement
that I made earlier here. .

Senator Lone. I further understand that 90 percent of Americans
don’t own any corporation stock. )

Mr. Evper. That is my understanding.

The CHaRMAN. I think you will find that about 75 percent of our
Federal revenue is derived from people with $5,000 or over in income.
But, if we can have some figures on that, I think it would be interesting,

Mr. Erper. I would like in conclusion on this particular topic, to
point to the fact that there are many arguments that have been ad-
vanced for the enactment of this particular ‘%rogram. We have heard
in the past reference to double taxation. e hear much less of that
recently.

A gosc,)d many people who formerly used that argument in justifica-
tion of the enactment of this particular proposal, now rest their
argument principally on the contention that this is a measure designed
to stimulate holdings of shares.

In that connection, I had the privilege several years back to be a
member of a committee of the National Tax Association, of which
Harold Groves of the University of Wisconsin was chairman. Now, at
that time it was my impression that the chairman of the committee, as
well as the members of the committee, were very much interested in this
subject. Dr. Groves, I felt, was interested not in terms of relieving
investment income, but rather in terms of integration of the corporate
and the personal tax structure, and his feeling was that one of the
principal difficulties of the present situation was that it had a tendency
to operate in favor of the very large corporation. But I did not gather
that it was his opinion—certainly it was not the conclusion of the
members of the committee at the meetings that I attended—that the
answer was the relief of dividend income from taxation,

Now, I would like to read—this is not the final report; this is a ref-
erence to the discussion———r

The Cramman. I do not understand the proposal to relieve divi-
dends from taxation.

Mr. Evper. Partial relief.

. T{lﬂe CHamrMAN. When the same revenue is taxed at some other
evel ?

Mr. Erper. That is right.

The CHarMaN. So that is vastly different from a, complete relief
of dividend income.

Mr. Erper. That is right.
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I think it can be said, of course, that there is a question of degree;
that at this particular point the suggestion is that the limit be 10

ercent. Initially, the suggestion made in the House committee, I
Eelieve, was that the limit should be 15 percent. Now many people
have referred to this as a beginning, and entirely apart from all the
other considerations, it would seem to me that that is a very relevant
question : How far is it going? Itis an entirely new principle, as far as
our tax structure is concerned.

The CaamMan. I wouldn’t say how far it is going, but the funda-
mental point is, it is an objection to double taxation. The fellow who
owns the stock also owns the corporation. If the corporation is taxed,
he should not be taxed twice on something that has already been taxed.

Mr. Evper. AllT would say to that, Senator, is that as far as the law
is concerned, the corporation is one individual and the stockholder is
another.

The Cuamman. That overlooks the ownership of the corporation.

Mr. Evper. Under the law, the corporation enjoys certain advan-
tages which accrues to it by virtue of its being a corporation. And it
would seem to me that a stockholder can’t expect to have his cake and
eat it too.

The CrarMAN. There is no sense in having a cake, if you don’t eat it.

Mr. Erper. Well, as a matter of fact, you are raising another prob-
lem. A good many of them are quite content to let their cake remain
in the corporation. Now, whether or not this proposal would result
in a distribution or more cake is problematical. I am not persuaded
that it would.

I merely want to conclude, if I may, Mr. Chairman——

The CramrMaN. We will let you conclude, but take all the time
you want.

Mr. ErpEr. Thank you.

Senator BeENNeTrT. Mr. Chairman, I want to ask the witness if he
could tell us in what year dividends were taxed for the first time.

Mr. Erper. Untaxed ?

genator Bennerr. They were untaxed between. the beginning
and——

Mr. ELpEr. Yes; they were taxed in the thirties.

Senator BeENNerT. That is right. So, for approximately 20 years
there were no taxes on dividends.

Mr. ELoEr. Now, wasn’t there normal tax? There was a normal tax.

Senator BENNETT. Mr. Stam tells me they were exempt from the
normal tax.

Mr. Evper. And they were subject to the surtax, that is right. But
they were taxed.

Senator BENNETT. But the purpose in making them subject to all
ta,xzftition was to force the program of retiring distribution of corporate

rofits.
P Mr. Erper. All I would say to that is this: What we are really
discussing here is the whole question of whether or not income, any
type of income, should enjoy preferred status.

Now, I would say that the organization on behalf of which I am
speaking believes that we shouldn’t talk in terms of preferred classes
of income. But if we do talk of preferred classes of income, then
earned income definitely should be given preference in the matter
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of consideration to dividend or investment income. Now, that is our
position. s

Senator Benwerr. The point T want to make is that the position
of the Government for 20 years was that there should be no normal
double taxation on income. And this isn’t a new p.rlnclple_we are
proposing. It is a first step to the principle on which the income-
tax law was originally set up. )

Mr. Euper. Excuse me, Senator. This goes far beyond anything
that we ever had, because it does precisely what wasn’t done earlier.
It relieves dividend income from the surtax, which, in the case of the
l_lg)per—income people, is very substantial. You reach a point where,
if you are in the very high income group, if you have a matter of
$5,000 that is tax exempt, under this provision, that $5,000 at the
80-percent rate will mean a saving of $4,000. Now, that is something
entirely different from what we had in the thirties. ]

Senator BennNerr. You and I are talking in technicalities, but the
fact is that when the income-tax law was passed, it was assumed—
at least with respect to normal taxes—that taxation on dividends was
a double taxation. It was not justified, and therefore it was not
imposed. i

Mr. Erper. Mr. Senator, I would just say to that, that up until the
early forties it was also assumed that earned income should have a
preferred status, and it had a preferred status under the law.

By the same token, it would seem to me that if you are now con-
sidering whether this type of income, that type of income, or the
other type of income should have a preferred status, then certainly
I think that we would be very definitely for giving earned income
a priority to dividend income.

Senator BeNNETT. Is there any other type of income that is taxed
twice?

Mr. Erper. Yes. Practically every individual every day is taxed
twice, or 3 or 4 or 5 times. And he is taxed in his own person, not in
the same way that you have in the case of the shareholder, because the
shareholder is not taxed twice. It is the income that is taxed twice,
not the shareholder. And if the shareholders were sincere about, this,
they would go for a proposition under which they would be taxed
exactly as partners are taxed. But you talk to them about that, and
they run for cover, because the great majority of upper-bracket stock-
holders would lose a whole lot more under that proposition than they
lose under the existing tax situation.

Ser;ator BennEerT. Do you have any figures to bear out that state-
ment ?

Mr. Evper. Well, it is obvious, Senator.

Senator BENNETT. It is hardly obvious to me; if an upper-bracket
stockholder is in a 90 percent bracket, and he gets 50 percent of the
income of the corporation taken out before his 90 percent is applied,
he hasn’t got much left.

Mr. Evper. Well, of course on that I think we could carry this on
through the lunch hour.

Senator BenNerT. That is right.

Mr. ErpEr. Because there are ways of escaping, and you know that,
Senator, and I know that.

Senator BENNETT. I think T have made my point.
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Senator Lone. May I ask the witness this question: Do you think
there is any merit to the statement President Eisenhower made during
the last campaign, that the average American citizen pays 100 hidden
taxes when he buys an egg, 150 hidden taxes when he buys a loaf of
bread, and over 200 when he buys an automobile ?

Mr. Ecper. 1 think perhaps the President was right. You carry
these things to their logical conclusion, and that might be your con-
clusion. I%ut I don’t know to what purpose. The Government needs
money. The people turn to the Government in times of stringency.
The Government must have revenue, and we get it from taxation, and
until we have a single tax we must go along with the system we have.

The point I am making is merely this, that if you talk in terms of
double taxation, the stockholders have much less of a claim to any
relief on the score of double taxation than John Q. Citizen that you
meet on the street when you leave this building.

Senator Lona. Actually, doesn’t John Q. Citizen pay tax when he
buys gas, and doesn’t he pay tax when he buys electrical appliances,
and tax on his income, and social-security tax—there are a great num-
ber of taxes that he pays, as well as the hidden taxes. But no one seems
to be too concerned about the fact that he pays a lot of taxes on those
things, do they? I would like to relieve him of some of those, if
we could.

Mr. Eiper. That has been my feeling, Senator. We recognize, of
course, that the backbone of the tax system really was supplied with
the inauguration of the withholding principle during the early 1940’.
We know that. But we also know tEat under the withholding prin-
ciple, very close to 100 percent of our members pay their tax on a 100
percent basis. And, on the basis of all our experience, we are not
satisfied that that is equally true of people who are depended on as
patriotic citizens to submit their income tax declaration, and so on.

If I may conclude this, then, I wish merely——

The CrarMAN. I just want to say if you have any evidence that
anyone has not paid the taxes he should pay, for goodness sakes, sub-
mit it.

Mr. Erper. Well, Senator, if I may, I would feel that certainly as a
citizen that would be my obligation. I am at all times prepared to
assume my responsibiliy as a citizen.

But I would also go further than what I have said : I am afraid some
of these things are excursions, but since these questions are put to me,
I feel it is my obligation to answer them.

I must also say that it is my belief—and this is not the statement of
the American Federation of Labor; I am expressing this as my per-
sonal opinion—that the tax measures that have been approved within
the last 10 or 15 years, and supported by Democrats as well as Re-
publicans, unfortunately—at least a majority of Democrats and a
majority of Republicans, too, have by and large operated to enable
the people in the income groups who are not subject to the with-
holding tax, to avoid, taxation which it is not possible for people in
the _l(i)wer income groups, who are subject to the withholding tax, to
avoid.

Seantor Franpers. I would like to make an inquiry as to your
belief, or feeling, or whatever it is. Isit that these people are disobey-
ing the law, or that the laws are so drawn ?

Mr. ELpEr. The laws are so drawn.
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Senator FLanpers. You are not imputing any criminal——

Mr. ELper. And the other, too. 9

Senator Franpers. You are imputing criminal, as well as legal?

Mr. Eoer. If I follow that first point too far, I will become an
assistant to the FBI and, Senator, I don’t care to do that. I have
trouble enough as it is. . .

Senator Franpers, It is interesting, Mr. Chairman, to find a wit-
nes in this position, because generally it is the public which says that
congressional committees impute various infractions of the law to
citizens. Now, here we have the citizens doing the same thing. And
maybe this thing is an epidemic, and it is going to run through both
committees and citizens and everybody else.

The Cuamrman. Mr. Elder, I would just like to suggest——

Mr. Evoer. Mr. Chairman, may I make this comment? :

The CHAIRMAN. Yes, you may, but let me make this comment first:
I repeat again, if you have any evidence where anyone 1is cheating
on his taxes, for goodness sakes, submit it. ]

Mr. Eroer. Thank you. And I think the comment I have to make is
relevant to that, too. Certainly, if I have any evidence, I will be
happy to submit it; I would submit it. But I also believe, in that
connection, Senator, that to the extent that either you or I have any

uestions as to the amount of, well, tax evasion that may be going on,
that question may be minimized by effective work on the part of our
Internal Revenue Department.

I know, personally, 8 or 4 years ago—in 1950 I believe it was—I
was very much pleased when it developed that my own income-tax
form was among the—I don’t know how many—extra forms that were
examined and taxpayers called in. And I happened to be one of those
people, and I feel that is one of the best ways to minimize the thing
that we are concerned about.

Senator FLanpers. I might say that I am specially favored in that
every one of my income-tax returns was.

Also, Mr. Chairman, I would like to introduce to the witness the
one man of all the men in the United States who has made a contribu-
tion toward the honesty of the enforcement of the tax laws, and that
is Senator John Williams, of Delaware. He is my favorite investi-
gator. He never puts a finger on his man but what that man gets fired
or takes sick, or resigns, or something. That is my impression.

And I will wind up, Mr. Chairman, with just one other statement,
that I am very much puzzled at the suggestion that dividend receivers
get preferential treatment. They don’t. They are the only bunch in
the lot that is soaked twice. So, why call it preferential treatment?

The CHARMAN. Of course, if you say no preferential treatment for
anyone, you would strike out the whole progressive nature of our
income taxes.

Senator FLanpers. Yes. You do anyway.

Senator Wrriams. Mr. Chairman, if I might make a comment, I
think it would be a shame to let this hearing go, that so many people
may be questioning the honesty and integrity of the American people.
I want to say this, as one who has worked in this field in the last couple
of years and had occasion to be in it, that it is my experience, and I
am more convinced today than when I started, that the overwhelming
majority of the American people, as taxpayers, whether they be public
officials or not, are honest and are trying to do the job as they see it.
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Now, unfortunately, there are a very small minority who forget that
a public office is a public trust, or forget that they do have a re-
sponsibility as citizens to pay taxes, and that small minority makes
the front pages, and it sometimes is distorted all out of proportion.

But I think we should always remember that the American people
are honest, and our whole tax system is based upon voluntary payment
of taxes on the part of the American people, and if that ever fails, our
country is gone. I think that as a Government we have to have con-
fidence in the people, and I think the people likewise have to have
confidence in the (Government.

Senator Long. Mr. Chairman, inasmuch as this subject came up, I
would hope that the committee would obtain the results that the
collector of internal revenue obtained when he undertook to send
people into some of the major American cities and simply go from door
to door, checking on income-tax returns to see how he made out. I
think there is a %igh percentage of Americans who do overlook pay-
ing taxes on one item or another, and who pay less than they might
otherwise pay, and I assume that is what the witness had in mind.

Iregret to say that sometime back the collector was courteous enough
to check with me on a report I had sent in, and I was pleased to find
an item I had overlooked. And I was glad to make up the difference
to the Government, because I wouldn’t want to pay less than I owed.

I think that the same experience has been found in many instances,
where the collector goes around from place to place and simply takes
your report without any suspicion at all that the taxpayer might have
underpaid, and examines it.

Senator FLanpErs. I want to beg your pardon for slowing up the
proceedings, and I won’t do it again.

The CHARMAN. Do you want to make a comment?

Senator Franpers. No.

Senator MARTIN. Mr. Chairman, I agree with Senator Williams.
Of course, where a man does something improper, he ought to be pun-
ished, and of course he gets large publicity.

At one time I had the privilege of collecting the taxes for the great
Commonwealth of Pennsylvania, and I feel, like Senator Williams
that the great, great percentage of the people are entirely honest and
are trying to pay the amount of tax that they feel is due the various
branches of (overnment.

I have also found that many people, in their great desires to be
honest with the Government, pay more than they should pay, and
as a result you will notice that every once in a while there are refunds,
and that shows that they were trying to do the right thing. Of
course, every man ought to pay his full amount of tax, and the man
ought to consider it a privilege to pay tax to a Government like ours.

I sometimes think that we ought to do a little educating along that
line, and that we ought to have the tax men at the courthouses in vari-
ous places, as we now do, where people could go in and consult with
the tax collectors, as to just what they ought to pay and just what they
shouldn’t pay.

Now, I am on this committee, but in my own case I just hate to
file my own return without the help of someone, because this thing
has gotten to be terribly complicated. And one of the things we
are trying to do in this bill is to make it less complicated, so that
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it is easier for the taxpayer to pay what he actually owes his Gov-
ernment. .

The CrARMAN. T also want to add that T am a virtuous man also.
Senator Byrd is the only one who has not made a self-serving
declaration.

Let’s proceed with the hearing. . . ]

Mr. ELpER. Senator, I certain%y appreciate that this point has been
established, because if it has been established, it has been established
to my satisfaction. If we assume that most taXpayers are paying
what they shonld pay, that leaves me only with the conclusion that
to the extent that the lower-income groups, to which I re_ferred e_earher,
are paying a disproportionately heavy percentage of their total income
in income taxes and other taxes to the Government, as compared with
the people in the upper-income groups, that is the result of laws that
have been enacted by Congress in past years. Certainly not this Con-
gress yet, because this Congress has time to go, and 1 am assuming
it. will do the right thing as far as this measure that is before it is
concerned.

The CHATRMAN. Let’s assume that, and go ahead. )

Mr. Eroer. Allright. We arestill on dividend exclusion and credit.
And the one point I want to make—and this is with regard to this
committee of which Dr. Groves was chairman, and that was this:
That the concern of most members of that committee was with some
type of integrating of corporate and personal income tax. And the
one statement that I would like to read here on that is this:

In reserving the right to change its mind, the committee has expressed prefer-
ence for the dividend deduction at the corporate level.

Now, unless you gentlemen have questions on that, I am not going
to go into any discussion, but I would say that that proposal would
involve revenue loss possibly. Undoubtedly it was suggested in terms
of an integration, not in terms of tax relief for any particular group,
because it was not the feeling, as I recollect the discussion, that tax
relief for dividends was necessary. A great many people do not
agree that it constitutes double taxation. A corporation is one entity
and the individual stockholder is another.

The Crmarman. I don’t want to prolong the discussion, but, of
course, the corporation is an entity. But it is owned by somebody,
and it is owned by the stockholder. So, he gets nicked at the cor-
porate level, and he also gets nicked at the personal level. And that
is the point.

I don’t think you can build up a fiction that the corporation is
entirely separated from people, that it is a villainous institution that
roosts down in the alleys of the financial district of New York, and is
working all sorts of sinister designs against the citizen of the United
States. I think it used to be maybe that they controlled or had a
greater measure of control over the economy of this country than they
now have, but I think if you are lookin% for fellows hiding and con-
spiring behind the ashcans in the alleys Ieading into Wall Street, con-
spiring, I think you will find the United States Government itself, as
it used to be, is a better place to look.

Mr. Erper. I am not suggesting that, Senator. I am merely sug-
gesting, to the extent that the shareholders believe, that under the
present dispensation they are subject to double taxation, and they
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have recourse under the law. That is, they can set up business on a
partnership basis and be taxed directly once.

The CaairMaN. They can do that, whether a corporation or not,
on a partnership basis.

Mr. Ecper. That is correct.

Considerable publicity was given to the initial action of the House
Ways and Means Committee in approving a dividend credit provision
that would have resulted in the eventual loss of considerably in
excess of $1 billion yearly. This fact would seem to argue that pro-
ponents of tax savings for stockholder taxpayers, who least require
tax relief, regard the present proposal as an initial step in the elimi-
nation of taxation of corporate dividends. We strongly urge your
committee to delete this section of H. R. 8300.

Now, I would like briefly to comment on depreciation.

The report of the Committee on Ways and Means lists the revenue
loss anticipated through the operation of the proposed amendments
liberalizing depreciation at $375 million for fiscal 1955. Regarding
probable future losses, the report, page 25, states:

In the second and immediately subsequent years, there would be greater losses
if the effect on investment were ignored, but it is highly likely that by that
time the stimulus which the new formula brings will have produced a volume
of additional investment and taxable income which will result in there being
no net revenue loss under this provision.

In contrast, the minority group of the Ways and Means Committee
quotes estimates of the Joint Committee on Internal Revenue to the
effect that the shifting over to the new methods of depreciation will
involve revenue loss of $375 million in the first year, $1,040 million in
the second year, and $1,550 million in the third year. The minority
statement further estimates that before annual average depreciation
under the new method is at a level approximately that under present
}aw, the sum of $19 billion in tax revenue will have been irretrievably

ost.

Now, I am not commenting upon the accuracy of these figures. I
am merely pointing out that these figures are referred to, are given
as estimates of people whom I assume have looked into the situation
thoroughly, ang have information much later than that which is
available to me.

Senator BEnnerT. At this point, Mr. Chairman, I am interested
in the word “irretrievably.” Can you point out to the committee how
it is possible to so manipulate depreciation so that a businessman can
take it twice on the same article?

Mr. Erper. No, there is no suggestion that that is the case. The
statement of the minority committee merely is to the effect that in a
shift from this present system to a new system, a certain amount of
revenue will be lost, in gradually increasing amounts, until it reaches
a certain point, after which it will decline. And, that at the end of
a certain period—18 years, I believe it is—we will have reached a level,
and from that point on there will be no revenue lost. That is, we can
anticipate that the revenue loss will have ceased and that the amount
of taxation will be at the level that it is now, approximately, assuming
no expansion. If there is an expansion, naturally whatever the sys-
tem, you are going to have an increase.



678 INTERNAL REVENUE CODE OF 1054

Senator BexnxerT. That would assume that for the next 18 years we
would have a disproportionately high depreciation rate.

Mr. Erper. No.

Senator Bexnerr. How else could you assume there could be a
revenue loss during these 18 years? . )

'Mr. Erper. Yes, it assumes that in the shift there will be a greater
revenue loss.

Senator Benwerr. I have before me, and you may not have seen
this, so that I am talking perhaps without your having the figures
to check, as you talked without our having figures to check, a minute
ago——

Mr. Erper. Yes. . )

Senator Bexnerr. The proposal of the Treasury is to permit de-
preciation on the basis of a declining balance.

Mr. Erper. That is right. .

Senator BENNETT. And their forms shows that, taking a 10-year-
life basis, on a straight-line basis of a 10-percent depreciation per
year, at the end of 10 years there would be no value left.

But, on their declining balance, at the end of 10 years there would
be approximately 11 percent of the value left. So that over the years
the actual depreciation that could be claimed and deducted would be
10 percent less on the declining-balance basis than it would be on the
straight-line basis. .

And, on that basis, it is hard for me to see how you can claim that
for 18 years there is going to be a revenue loss, when actually the man
whose chooses the de(ﬁining—balance basis has an advantage for 4 years,
for the first 4 years. Taking our 10-percent basis again as an ex-
ample, taking the example in the table, with $100,000 investment on
a straight 10-year declining basis, it is $10,000 a year that he deducts
for depreciation. On the declining basis he deducts $20,000 the first
year, $16,000 the second, $12,000 the third, $10,200 the fourth, and
from then on, for the rest of the 10 years, he is depreciating at a rate
less than $10,000. Until the last year he is only taking off $2,684.
And, since you are working toward infinity on this declining-balance
basis, there will always be a balance, no matter how far you go.

So, as a matter of fact, it seems to me that it is contrary to the facts
to claim that there will be for 18 years an irretrievable loss of reve-
nue, because you choose this rather than the straight-line basis of
depreciation. = After all, you can only depreciate an article once,
no matter which basis you use.

And, while I will agree that the adoption of this basis—and which,
by the way, as you remember, in the bill only refers to new purchases;
you can’t go back and adjust your existing investment—while this will
represent an adjustment, while it may represent a variation in the
pattern, actually under it I can’t see how anybody will eventually be
permitted to charge off more depreciation than 100 percent. And if
he can’t do that, how can he get a depreciation advantage and make
a great saving in taxes and reduce the tax revenue over the period of
the depreciable life of his investment.

Mr. Erper. Senator, I would like to say this with regard to that
point, and then I have one other point on this,

No. 1, with regard to the estimates of revenue loss, I read the report
of the committee and I see the statement on this matter that in el&ect
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there will be no revenue loss; that because of an anticipated expansion
in capital expenditures, due to the stimulation that will be provided
by this, plus the normal anticipated expansion, whatever revenue loss
there is immediately or in the near future will be made up.

Now, if that is so, taken together with what you have added, the as-
sumption would be that in the ordinary course of events we actually
will be receiving more revenue as a result of this provision, than other-
wise. But I can’t accept that, in view of the fact that I believe the
minority statement, which is in this same volume, develops this thesis
that there will be an irretrievable loss of the amount that I stated.
And I don't believe it is a matter for me to decide. It is a matter for
your committee to determine. I raise this as a question.

Now, one thing more I think should be said, and then I have one or
two short points further on this particular topic. On the matter of
revenue loss I think we recognize that taxes now are at an abnormally
high level. There is an added advantage taxwise to those corporations
that are in this fortunate position of taking advantage of this par-
ticular provision at this time. And there are many corporations that
do not gain through this because they do not employ a large amount
of capital in capital goods, or capital equipment.

That being the case, I think you can see that they can anticipate a
preferential—or that I believe they are given preferential treatment.

Senator BENNETT. I would just like to remind you that we had
accelerated depreciation in World War I1, and fellows who took that
paid more taxes than the men who took the normal rate of depreciation,
because the tax rates went up after World War II.

We had accelerated depreciation again during the Korean war, and
we are still postponing the day when corporate tax rates will be
reduced.

Mr. Erpgr. For a year.

Senator BEnnerr. Well, we are postponing it. And, one of the
things you learn in this business is that postponement of dates like
that goes on, or tends to go on and on. We are not deciding today
that corporate rates will be reduced next April. We are deciding that
they won’t be reduced before next April, with the possibility that the
committee, meeting next spring, will continue them, if the situation
makes it necessary.

You and I are in complete disagreement on this basis. We are
entitled to our own opinion. I have operated a business for 30 years,
and I have never been able to figure out a way to get a tax advantage
through an attempt to manipulate depreciation. You have the oppor-
tunity to depreciate your asset once, no more than that, g3nd on that
basis it is impossible for me to accept the word “irretrievably,” no
matter who says it.

Senator Lone. Might I just ask the witness this question with
regard to that point: As long as a person continues to expand his
operation, isn’t there a possibility that he can stay ahead of the Gov-
ernment ever getting the money back. In other words, if you buy
equipment and you depreciate 1t 20 percent the first year, when you
ordinarily would have depreciated it 10 percent on the straight-line
basis and, let us say, by having a larger dg,duction for the first 2 or 3
years with that equipment, about the time when you would no longer be
depreciating that equipment, if you buy more equipment you can
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continue to hold down the amount that you would pay by means of
depreciation. And, as long as you continue to expand your operation
to the extent that you expand it, that indicates that there is a tax loss
as far as the Government is concerned. .

Mr. Erper. That is true, Senator. And I think, of course, in that
connection the fact that this defense emergency setup, under which
war contractors, defense production contractors, were ‘allowed ac-
celerated depreciation privileges, is a particular case in point. I mean
it would seem to me to argue that there is validity in the contention
that this need for depreciation allowance should be taken into account.
I feel that would emphasize the need for approaching it rather on a
sh(I)}'t-run basis than suggesting the inauguration of an entirely new
policy.

I note, for example, in the Wall Street Journal of Wednesday, a
reference to the fact that—
fast writeoffs of protective construction for defense plants have been extended
to additional areas by the Office of Defense Mobilization. Previously, only
plants in 70 critical target areas were eligible for 100 percent accelerated amorti-
zation of funds spent for protective construction. This treatment has been
extended to defense supporting plants in all of the 193 target areas designed
by the Federal Civil Defense Administration.

Senator BENNETT. Do you think that was in order to give them tax
advantage?

Mr. Erper. No.

Senator BENNETT. Actually, the purpose of that, the value of ac-
celerated depreciation, is to facilitate the financing of a wartime pro-
gram, because with accelerated depreciation the banker sees a better
opportunity for his borrower to earn enough money to pay his prin-
cipal back. There is that advantage.

ut, so far as the effect on depreciation itself, I have never been
able to figure out a way by which it would have any ultimate effect.

The CHAIRMAN. We have to hear one more witness. Unless there
is some burning question a member of the committee wants to ask, I
suggest that you bring your talk to the best possible conclusion.

enator Franorrs. I would like to raise a question very briefly.

The Cramman. All right, let’s have the burning question.

Senator Franpers. When neither the witness nor my colleague
from Louisiana raises the question of what harmful results would
obtain if a company continued to expand its operations, which means
its production, which means its employment, isn’t that just exactly
what we are aiming for? Are we not trying to do that? That is the
question I raise with regard to that.

Senator Long. The point I want to make, Mr. Chairman, and the
point I have been trying to make in this connection, is that I would
completely agree that there is merit to accelerated depreciation, and
I wouldn’t question that for a moment. But I don’t want to be
misled about this matter. It is going to cost revenue to the Gov-
ernment. It is just that simple, as far as I am concerned. You are
not goin to collect as much money when you collect accelerated depre-
ciation if you didn’t g;bvt it.

Senator BENNETT. You are not going to collect it in 5 years, but
over the life of the plant you are going to collect exactly the same,
the tax rate being identical.

The CrarMaN. Proceed, please, Mr. Elder.

i
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Mr. Erper. I have more on this topic, but I will omit it. It will be
in the record.

The Crarman. Yes; it will be in the record.

Mr. ELper. We do wish to call to your attention several new pro-
visions in H. R. 8300 governing deferred compensation, pension and
profit sharing trusts. These provisions may not involve substantial
revenue loss; however, they do propose the legalization of discrimina-
tion -which we believe should not%e sanctioned by your committee.

Section 165 (a) of the Revenue Code stipulates the requirements
that must be met by pension and profit-sharing trusts to be exempt
from taxation. To qualify under 165 (a) a plan must be classified as
nondiscriminatory or alternately it must meet the percentage rules set
forth in section 165 (a) (3) (A). It may be noted that the percentage
classification is almost never applied, so that almost any plan which
qualifies today must qualify under the nondiscriminatory provision.
The existing law also requires that benefits be nondiscriminatory ex-
cept that recognition may be given to benefits available under the so-
cial-security and/or railroad-retirement programs.

Section 501 (e) (3) of the bill is to replace section 165 (a). Instead
of the nondiscrimination rule, it sets forth a new set of arbitrary rules.
The test for discrimination becomes if (a) more than 30 percent of the
contributions under the plan are used to provide benefits for share-
holders; or () more than 10 percent of the participants are key
employees. Further, the plan will qualify only if the appropriate
percentage of regular employees are covered where the appropriate
percentage is 50 percent if there are less than 20 employees (but not
less than 10) and 25 percent if there are more than 20 employees (but
not more than a total of 100). (Key employees are defined as the high-
est paid 10 percent of the employees.)

Thus an employer with one employee can provide a plan for himself.
This is not possible under the present law.

An employer who sets up a plan for 40 employees under the present
law must provide nondiscriminatory treatment as to coverage and
benefits. Under the bill he is permitted to cover any 10 employees on
any basis he may desire.

An employer with 50,000 employees must under the present law
provide nondiscriminatory coverage and benefits. Under the bill he
may cover any 1,000 employees without any question as to discrimina-
tion because he will not violate the 80-percent rule and he cannot
violate the key-employee rule since by definition he cannot have more
than 100 key employees regardless of the number of employees.

Section 501 (e) (4) (A% permits discrimination in pension bene-
fits. The plan will cover employees making over $4,000 only and pro-
vide for benefits based on the first dollar of income. If such a plan
provides for benefits of 40 percent of pay, the excluded employee
earning $4,000 gets nothing ; the covered employee earning $4,001 will
get 40 percent of $4,001 or $1,600.40 in addition to whatever social
security may provide.

Under present law, if employees earning less than any particular
salary level are excluded from the plan, you cannot provide covered
employees with benefits on the excluded amounts. For example, in
the above case no benefits are allowable on the first $4,000 income of
covereéi employees if employees earning $4,001 are not similarly
treated.
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Section 501 (e) (4) (B): Under this provision an employer with
50 employees covered by a profit-sharing plan may provide 10 percent
of compensation out of profits to all employees covered by provide
20 ipercent to 1 or 2 individuals who incidentally may be major stock-
holders earning far in excess of other employees. o
The last paragraph of section 501 §e) (4) permits one shot profit-
sharing trusts under which the employer would not be required to
continue the plan beyond one single payment. At the gresent time a
profit-sharing plan must be a permanent program in or
The tax loss from this seemingly minor proposed change could be ex-
tremely large. . )

Section 501 (e) does not specifically cover industrywide pension
plans established as a result of collective bargaining. We believe that
the law should make specific provision for such plans so that there
is no question as to their eligibility. ‘

Mr. Erper. We do not propose any tax-reduction plan which would
imperil the financial security of the Government. We have already
noted, however, that H. R. 8300 will result in initial revenue loss of
$1.4 billion and ultimately $3.5 to $4.5 billion yearly loss in revenue.
We urge your committee to Ifive serious consideration to replacing
the reductions proposed in H. R. 8300 by reductions that would be
more equitable and more nearly in accord with current and future
economic needs.

To achieve these ends, we propose that tax relief be concentrated
on two major points: Reducing the rates from 20 percent to 10 per-
cent on the first $500 of net taxable income, and raising exemptions by
$100. If it should be proved that it is not feasible at the present time
to-do both of these things, then we believe priority should be given
to the reduction in rates.

This program would help those people who need the help the most.
A single person, for example, earning $1,600 would find his taxes
reduced through the rate reduction from $168 to $118. A $100 in-
crease in the exemption would further cut his tax bill to $98.

A married couple with an income of $3,000 would have their tax
bill reduced from $300 to $200 by the reduction in rate, and the
exem%teion increase would further cut their taxes to $160,

As between rate reduction and an increase in exemptions, if a choice
must be made, we believe it should be made in favor of the reduction
of the rate to 10 percent on the first $500 of net taxable income. This
rate reduction would cost less, and it would do more to aid those who
need aid than would the increase in the exemption. The total cost
of the rate reduction would be $2 billion a year, as opposed to $2.5
billion which raising the exemptions would involve.

The single taxpayer earning $1,600 would save $50 a year through
the rate reduction proposed, as against a $20 saving through the
exemption increase. The married couple with an income of $3,000
would save $100 by rate reduction, as against $40 through the in-
creased exemption.

Reduction of the tax rate to 10 percent on the first $500 of net tax-
able income would yield the greatest benefits to taxpayers most in
need ; it would distribute those benefits most equitably; and it would
do it at & minimum cost to the Federal Government.

If I might comment just briefly on this noint, I would like to refer
to the fact that in Canada you have a $1,000 exemption for adult tax-

er to qualify.
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payers. That is for the husband and wife. And you have a 15 per-
cent beginning tax rate, as against a 20 percent beginning tax rate
here, with like exemption of only $600 for adult taxpayers.

INTEGRATED PROGRAM NECESSARY

No tax policy can in itself create a prosperous economy. If they
are to be really effective, tax reductions should be an integrated part
of a whole economic program. There is no assurance that any kind of
tax reductions will automatically bring about necessary increases in
spending or the fullest possible level of employment. These results
will be brought about only if tax cuts are combined with other meas-
ures designeg. to insure the economic health of the Nation.

Most important of those other economic measures which should go
hand in hand with tax reductions is the development of an urgently
needed program of public works, carried on by the Federal Govern-
ment in cooperation with the States and the local governments.

In his January 1954 Economic Report, President Eisenhower indi-
cated something of the tremendous need for public works. Our roads,
he warns, will wear out faster than they can be rebuilt unless we in-
vest an estimated $8 billion a year for the next decade to work down
the tremendous backlog of needed highways and to keep those already
built in usuable condition.

The President further indicated in his report the need for an an-
nual expenditure of $5.5 billion to meet the needs of 10 million ele-
mentary and high school pupils who do not have adequate school
facilities. Even at that rate, it will be at least 5 years before we have
worked down the existing backlog. Another $114 billion a year is
needed, the President estimates, to bring American colleges and uni-
versities up to standard within the next 10 years. This adds up to
a total of $634 billion a year needed for school construction, compared
to the $2.5 billion yearly currently being spent.

Other needs for public construction cited in the President’s report
include more than doubling the rate of construction of hospitals and
of water and sewerage facilities.

Allin all the President outlines a need for an annual expenditure for
public works of $1914 billion, an increase of more than $8 billion over
the $11.2 billion spent in 1953. Failure to meet these needs can mean
continued human and economic loss to our Nation.

Yet, in the face of this need for stepped up public construction, re-
ports from the Departments of Labor and Commerce for the first quar-
ter of 1954 indicate that Federal spending for new public construc-
tion was down 17 percent over the corresponding period of one year
ago, more than offsetting an 8 percent rise in State and local expendi-
tures.

Tax cuts cannot compensate for shortsighted policy. But a sound
tax program combined with an accelerated program of public invest-
ment in roads, schools, housing, hospitals, water and sewerage facili-
ties, and other construction can do much to promote increased buying
power, full employment, and a healthy American economy.

Unfortunately, the President’s report proposes no specific program
to finance the additional public works. In our opinion such a long-
range program is needed. Experience has shown that neither the
States nor the local communities are in a position to finance these

45994—54—>pt. 2——4
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needed public works out of existing sources of revenue. Many State
governmental units are hampered %y archaic tax laws and constitu-
tional restrictions on their taxing power ; competition between taxing
units has led to adoption of regressive tax laws based on the taxpayers
“inability to resist” rather than on their “ability to pay.” In spite of
increasing recourse to sales taxes, payroll taxes and nuisance taxes of
various kinds, tax revenue of States and large cities in many instances
is inadequate to meet current needs and make sufficient provision for
expansion of services and public works. During the 5-year period from
1948 to 1952, State and local indebtedness increased from $18.7 billion
to $29.6 billion, an average increase of over $2 billion a year. During
this 5-year period, State and local debt increased by 58 percent, where-
as the Federal Government debt increased less than 8 percent. But
even with mounting debts, State and local governments are unable to
meet the need for public works which was outlined in the President’s
Economic Report.

FEDERAL, STATE, LOCAL SHARING

We believe a practical answer to this problem so directly related to
the economic health of the Nation is greater use of the Federal taxing
power to enable States and local governmental units to provide neces-
sary public works. A program of sharing of tax revenue under Fed-
eral auspices should be inaugurated to supplement existing programs
of grants-in-aid to the States. The taxing power of the Dominion Gov-
ernment in Canada is being used in the income-tax field for the benefit
of the provinces,

Our Federal Government could use its taxing power with no less
effect for the benefit of our States and local governments.

Here we are, in a period in which it is essential that the State and
loca,]lI expenditures should be increased for very much needed public
works.

President Eisenhower has referred to the fact that we would need
at least $8 billion or more a year to take care of much needed ad-
ditional public works. And I think he made this statement in the
Economic Report, where at some length is set forth the need for
public works 1n various categories.

Now, we know that the present situation is such that the State
governments and local governments are going into debt at the rate
of $2 billion a year, and still they are not taking care of these needed
additional public works. In many cases they are not keeping up with
the current needs for services, and we know the reason. We know
that the reason is archaic constitutional restrictions, limitations on
local taxing power, competition between States, competition between
municipalities and, finally, lack of tax resources in certain instances.

We feel that the answer to that is a closer integration between the
Federal tax program and that of the States and the localities. It
is our considered opinion that talking about throwing more responsi-
bility on the State and local governments is whistling in the wind,
because experience has shown that up to a certain point they will,
but beyond that point, they won’t, and in many cases they can’t.

And that suggests to us the need for integrating the Federal tax
program much more closely with the State and local programs than
has been done up to this time. I say that principally because, on the
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basis of observation, we believe that increasingly State and local
governments are trying to finance themselves, trying to lift themselves
up by their bootstraps, and they just can’t do it. They can’t finance
these needs out of nuisance taxes, excise taxes, sales taxes, payroll
taxes—they just don’t produce the revenue. Besides that, they are
inequitable, they are uneconomic, they cost entirely too much for
administration. And there is the answer.

In a way, 1 believe that answer has been suggested in Canada,
where they have a system of sharing, under which the Dominion Gov-
ernment collects the income tax, and the revenue up to a certain point is
shared with the provinces.

I believe that 1s an area which should be thoroughly explored, and
if it is explored, I am persuaded that it would be possible to integrate
the tax programs at the various levels much more closely with the
economic needs of the entire Nation.

Mr. Chairman, I am very sorry that I have taken up as much of the
lunch hour as it appears that I have. I appreciate your courtesy and
the izlourtesy of all the members of the committee. Thank you very
much,

The CrarrMaN. We thank you very much for your testimony. It
has been interesting. A lot of your time has been occupied by mem-
bers of the committee, so no harm done. Thank you very much.

Mr. Evper. Thank you.

(The following supplementary statement was subsequently supplied
for the record:)

SUPPLEMENTARY STATEMENT OF ARTHUR A. ELDER

1. Dividend exclusion and credit

The attached tables amplify my comments regarding the proposed change in
tax status for dividend income.

These tables represent summaries of data included in the 1950 Statistics of
Income issued last fall by the Bureau of Internal Revenue. The tables indicate
the distribution of dividend income among individuals who filed taxable income-
tax returns.

Table I compares for different classes of adjusted income the total number
of taxable returns and the number of returns reporting dividend income. As you
can see, the percentage of returns with dividend income rises sharply in the higher
income groups.

Table II shows the distribution of taxable returns, adjusted gross income, and
dividend income. The table brings out closely the fact that dividend income
is highly concentrated among the upper-income groups. In fact, the distribu-
tion of dividend income is far more highly concentrated at the upper end of the
income scale than is the distribution of gross income itself.

It should be noted that these tables include dividends from both publicly owned
and privately beld corporations. They do not, of course, include dividends which
were received by tax-exempt institutions or dividends received as fiduciary in-
come, We have investigated this issue and according to the most reliable esti-
mates dividends paid to trusts, tax-exempt institutions and similar groups,
accounted for not more than 15 to 20 percent of total corporate dividends.

2. A. F. of L. proposal

Additional calculations have been made to estimate more accurately the reve-
nue loss in the A, F. of L. proposal to reduce from 20 percent to 10 percent the
tax rate on the first $500 of net taxable income. We now find that this proposal
would involve a revenue loss of $2.9 billion.
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Tasie 1—DUnited States individual income tap returns, 1950, with number of

returns reporting dividend income
AY

Tota] number | Number of relzslx-ﬁ::vftfh
Adjusted gross income class of taxable taxable returgs dividend

returns with dividends income

1,570,113 27,385 L7

5,996, 778 198, 338 3.3

8,717,908 335,006 3.8

8, 668, 606 418, 587 4.8

5,740, 415,065 7.2

6,114, 699 1,023,149 16.7

1,295,077 684, 52.9

62, 689 51,312 81.9

20,412 18,388 90.1

38,186, 682 3,172,114 8.3

Bource: Statistics of Income for 1950, pt. 1, preliminary report, Bureau of Internal Revenue, U. 8. Treas-
ury Department, 1953,

TaBLe I1.—United States individual income taw returns, 1950, with data for
tazable returns giving adjusted gross income and dividend income

Total number| Percent Adjusted Percent 5 Percent, of
Adjusted gross income class | of taxable | of total gross of gross Di},ﬁ‘,;‘;d dividend
returns returns income income income

Under $1,000.. . _____.___.___. 1, 570,113 4.1 $1, 310, 810 0.8 $19, 641 0.3
$1,000 to $2,000.__. 5,996, 778 16.7 , 200, 5.8 66, 816 1.1
$2,000 to $3,000. 8,717,908 22.8 21, 943, 283 13.8 159, 956 2.7
$3,000 to $4,000. 8, 668, 606 22.7 30, 154, 986 19.0 297,477 5.0
$4,000 to $5,000. 5, 740, 15.0 25, 557, 691 16.2 299, 312 5.1
$5,000 to $10,000 6,114, 699 16.0 39,046,068 1.6 583, 456 9.9
$10,000 to $50,000. 1, 205,077 3.4 23,081,874 14.6 2, 285, 455 38.6
$50,000 to $100,000-____ - 62, 689 .2 5, 579,036 3.5 , 875 14.7
$100,000 and over.____._._._._. 20, 412 .1 2, 670, 895 1.7 1,338,931 22.6
Total .o 38, 186, 682 100.0 | 158, 545,122 100.0 5,917,919 100.0

Bource: Statistics of Income for 1950, pt. 1, preliminary report, Bureau of Internal Revenue, U. 8. Treas-
ury Department, 1953.

The CHaTRMAN. Senator Kem, we are very glad to have you with
us.
This is Mr. James Kem, who was formerly a Senator from Missouri
and a very highly respected member of this body.

STATEMENT OF HON. JAMES P. KEM, A FORMER UNITED STATES
SENATOR FROM THE STATE OF MISSOURI, ON BERALF OF FIELD
FOUNDATION, INC.

Senator Kem. Thank you very much, Mr. Chairman and gentlemen
of the committee. I am appearing on behalf of the Field Foundation,
Inc., which is a charitable trust.

The CaarMAN. Excuse me. I will be back in a moment. We will
have a 2-minute recess.

(A short recess was taken.)

KThe Cramman. The meeting will come to order. Proceed, Senator
em.

Senator Kem. Mr. Chairman, my name is James P. Kem, and T am

appearing here on behalf of the Field Foundation, Inc., which is a
charitable organization.




INTERNAL REVENUE CODE OF 1954 687

My reason for appearing before this committee is to propose an
amendment to section 514 of H. R. 8300. This amendment 1s intended
to clarify a provision relating to the rental income of charitable or-
ganizations, such as the Field Foundation.

The Field Foundation authorized philanthropic grants totaling
$715,866.85 in the fiscal year ended September 30, 1953. Net appro-
priations for exclusively charitable, scientific, and educational pur-
poses total $4,429,992.72 since the foundation’s first award in 1941.
Typical grants have been made to the Child Research Council of the
University of Colorado, at Denver, to explore personality development
of infants and preschool children; Haverford College in Haverford,
Pa., for a graduate program in assistance of undeveloped regions; and
the United States Children’s Bureau, Washington, D. C., to develop
action against rising juvenile delinquency.

Similar grants have been made to study the value of the adviser
in teacher training; to improve day camps and afterschool play
groups; and to study the problems of mental health, with particular
emphasis on the problems of maladjusted children.

The principal asset of the Field Foundation is a large office building
in Chicago, known as the Field Building. By its charter, the funds
of the foundation are confined exclusively to charitable, scientific,
and educational fields.

As this committee of course knows, the Revenue Act of 1950 for
the first time imposed a tax on certain income of charitable and other
tax-exempt organizations. Among other things, Congress taxed the
rents which a charity derives from a so-called supplement U lease.
Generally speaking, section 423 of the present code defines a “supple-
ment U lease” as a lease of real estate for more than 5 years where
the lessor is a charity which acquired the real estate on borrowed
funds. Congress enacted the special provisions on supplement U leases
in order to deal with what had come to be known as the leaseback.

This committee, as well as the Ways and Means Committee, felt
that in some instances charities were trading on their tax exemption.
In other words, they were functioning as conduits for privately owned
business. Instead of buying real estate directly, the business would
have a charity buy the property and then rent the property from the
charity on a long-term lease. Since the charity would be receiving tax-
exempt income, it could borrow the necessary funds on more favorable
terms to the lender than the privately owned business could afford.
For example, it could more rapidly amortize the debt, using the money
which a private business would have to pay in tax. At the same time,
the tax exemption enabled the charity to lease the property on gen-
erous terms to the privately owned enterprise. Moreover, under this
arrangement the private lessee could write off each year its entire
rent instead of the much lower depreciation deductions to which it
would have been entitled as the direct purchaser of the property.

Since leaseback arrangements depended on the use of long-term
leases, the Congress carefully distinguished between long-term leases
and short-term leases. Needless to say, the Congress was well aware
that many charitable organizations traditionally invest in real estate,
and it had no desire to disturb these routine investments. Therefore,
the line was painstakingly drawn at 5 years. In short, rents derived
from a lease of property for more than 5 years are now subjected to
tax, and rents from a lease for 5 years or less are not.
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~ In the case of large commercial property, such as an office building,
some of the available space may be occupied for more than 5 years
and some for shorter terms. In order to cover such cases, the code
contains detailed rules for determining whether all or any part of
the rents from the long-term leases is to be taxed. If, for example,
50 percent or more of the total area is leased for more than 5 years,
or if 50 percent or more of the total rents are earned on such leases,
all the rents from such leases are taxable under the formula contained
in the statute. But, in any event—and Mr. Chairman and members
of the committee, this is an important point—the rentals from short-
term leases, defined in terms of 5 years or less, are not subject to tax.

Although the policy of the Congress is quite clear, the language of
the statute inadvertently raises a disturbing problem. For example, a
tenant may be in possession of a loft under a 5-year lease. At the
end of the 4th year, negotiations are begun for the execution of a new
lease. When the old lease still has 1 year to run, a new 5-year lease is
executed. .

The problem which seriously concerns my client, and I believe other
similar foundations, is that some revenue agent may say that the
remaining 1 year of the old lease should be tacked on to the term of
the new ﬁaase, and then argue that the outstanding leasehold is for
6 years.

If that argument is sound, a new lease could never be executed until
the stroke of midnight of the day on which the old lease expired. I
am sure that the Congress never intended so incongruous a result.
Certainly, it would impose an impossible burden, for as a practical
matter a 5-year lease could not be extended without subjecting the
lessor to tax. The problem, then, is particularly acute where the
tenant contemplates making leasehold improvements in the expecta-
tion of renewing its present lease.

Since it is perfectly clear under present law that 5-year leases are
not objectionable, there must, from a practical standpoint, come a
time when the landlord and tenant can negotiate a new lease for a
uew 5-year term. Obviously, they should be able to do so without
incurring a discriminatory heavy tax burden designed by the Congress
for an entirely different sort of case.

On the other hand, we recognize that if there is to be no tacking
of successive leases, tax avoldance schemes might undermine the
whole purpose of the law. A lessor and lessee could, in effect, create
a long-term lease by rapidly executing a series of separate leases, each
for 5 years. Perhaps the courts would look through this kind of
scheme and treat the successive leases as one continuous lease. How-
ever, this possibility of avoidance, of determining whether or not such
an integrated scheme existed, does present serious difficulties at the
administrative level.

It seems obvious that some specific rule should be devised to clarify
the methods which may be employed in negotiating new leases. At
the same time, the rule should be so drawn as to preclude abuses of
the type just mentioned.

It is suggested that provision be made in H. R. 8300 for a definite
period during which the landlord and tenant may execute a new lease,
without raising any doubt as to whether the new lease will be treated
as an independent transaction.
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In the practical operation of real estate, renewals are ordinarily
made during the last half of the current term. It is therefore sug-
ested that %—I R. 8300 be amended so as to permit a new short-term
ease to be executed during the last half of the current term without
the unexpired portion of the old lease being tacked on to the new lease
for the purpose of determining the length of the new lease.
My purpose in appearing here is not to raise any question as to the
golicy of the legislation that is now generally known as supplement U.
recognize that it is intended to correct an abuse which disturbed the
Congress. My only purpose here is to invite the attention of the com-
mittee to a situation which, in my judgment, needs clarification. In
order to accomplish this clarification, we are progosing an amendment
to the present law. I won’t take the time to read that now.
The CaarmaN. Did you discuss that with the director of our staff,
Mr. Stam?
Senator Kem. I haven’t had the opportunity to do so, but I will.
I won’t take up the time now to discuss the verbiage of the amendment.
The Cuarrman. The best way to get that settled is to talk with the
director.
(The proposed amendment referred to, of sec. 514 (b) (2) (A), of
H. R. 8300, follows:)

That section 514 (b) (2) (A) of H. R. 8300 be amended to read as follows:

“(A) In computing the term of a lease which contains an option for renewal
or extension, the term of such lease shall be considered as including any period
for which such option may be exercised ; and the term of any lease made pursuant
to an exercise of such option shall include the period during which the prior lease
was in effect. In computing the term of a new lease which is executed before the
date of termination of an existing lease held by the same tenant with whom such
new lease is made, the term of such new lease shall be considered as including the
unexpired portion of such existing lease for the purpose of determining the term
of such new lease unless such new lease (if for a term of not more than 5 years)
ghall be executed during the second half of the term of such existing lease (but
in no event prior to 21% years from the date of expiration of such existing lease).
If real property is acquired subject to a lease, the term of such lease shall be
considered to begin on the date of such acquisition.” [Italics indicate material
inserted.]

The CrarmaN. Thank you very much, Senator Kem. We appre-

ciate seein%ou here. )
Senator Kem. Thank you very much, Mr. Chairman, for your usual

courtesy.
The CaarmanN. We will meet again Monday morning at 10 o’clock.
(By direction of the chairman, the following is made a part of the
record :)

WasHINGTON, D. C., April 9, 1954.
Hopn. EUGENE D. MILLIKIN,
Chairman, Senate Finance Committee,
Senate Office Building, Washington, D. C.

DEAR SENATOR MILLIRIN : I am informed that the Senate Finance Committee,
in its consideration of the revision of the Internal Revenue Code, does not have
sufficient time to hear testimony on proposed changes which have already been
heard by the House Ways and Means Committee.

I am writing to you in support of an amendment to section 213 (e) (1) (A) of
the proposed Internal Revenue Code of 1954. The amendment would add the
phrase “including amounts paid for antiseptic diaper service.”

Testimony in support of siuch an amendment was presented before the House
Ways and Means Committee on June 17, 1953, by Mr. Harper L. Schimpff. His
statement is contained in the report of that committee.
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The substance of this amendment was covered by H. R. 5502 introduced by
Representative Clifford Davis of Tennessee. Regrettably, Representative Davis
was wounded by one of the Puerto Rican Nationalists and was unable to take
a vigorous role in support of his bill. He did, however, return to the floor of
Congress on the day when a final vote was taken in order to make a last plea
for his amendment. A copy of his statement is enclosed. ) .

In this communication I shall not attempt to repeat the detailed information
presented by Mr. Schimpff to the House Ways and Means Committeq. I realize
how pressing your committee is with the many major issues contained in the
bill, and unfortunately this often results in bypassing lesser issues, no matter
how meritorious. For this reason I have condensed to less than 1 page the rea-
sons which I believe justify your committee’s favorable action on this amend-
ment,

Very sincerely yours,
Sraniey 1. PosNER.

[From the Congressional Record of Thursday, March 18, 1954, p. 3338]

Mr. Davis of Tennessee. Mr. Chairman, on June 2 of last year at the request
of one of my constituents, I introduced H. R. 5502 which provides in effect that
expenditures made for an antiseptic diaper service shall be considered a med-
ical expense under the internal-revenue law. This bill is intended to give some
modest assistance to parents of newborn infants during the year when they
face their highest expenditures for the child, his hospital bills and fees to the
doctors, as well as all of Lthe other expenses which a new child brings to an
American family. .

Here in this country we give no bonuses or subsidies to the Americans who
Lave sufficient faith in the future to bring new Americans into the world. Other
countries, whose philosophies and ambitions require manpower for the battle-
field, frequently give cash prizes to encourage large families.

Although we do not encourage population increase for the battlefield, the
annual addition to our population is one of the greatest stimulating factors which
exist for the American economic progress and we should not overlook the
stimulus which these new children bring to our economy.

American babies are among the healthiest in the world. Nevertheless, each
year more than 25 of each 1,000 livebirths die within the first year. Recent
medical investigation discloses that a significant number of these deaths have
their origin in the common skin irritation known generally as “diaper rash.”
It has been medically demonstrated that the use of antiseptic diaper service will
prevent this common disease and thereby avoid the necessity for the suffering and
medical expense and even deaths which may otherwise occur. In my opinion, and
I am joined by many others in that opinion, payments for this preventive meas-
ure are entirely justified expenses to prevent or cure disease. However, under
the existing regulations there may be some doubt as to the availability of the
deduction in some cases or others. My bill is intended to clarify the situation and
I earnestly urge the Ways and Means Committee to accept an amendment to
this effect.

BRIEFr SUMMARY OF REASONS FOR TAX DEDUCTIBILITY OF ANTISEPTIC DIAPER
SERVICE

1. Diaper rash is a skin infection so common among infants that prevention
is a necessary part of baby care. Antiseptic diaper service not only prevents,
but cures. In 1 medical study of 50 diaper-rash cases, 49 were cured in a
week after impregnated diapers were used. (Journal of Pediatrics, 1947;
Current Medical Digest, January 1948.)

2. Complications from diaper rash may be serious or fatal. Boric-acid
poisoning, for example, can enter the skin. A recent study of 109 cases of
such poisoning shows more than 70 percent mortality for babies under a year
old. It is believed that many unreported cases have occurred in addition to
those diagnosed. (Journal of Pediatrics, December 1953.)

3. Infectious diarrhea may also be transmitted through diapers if not made
bacteriostatic as antiseptic service does. <y

Worse than polio? If all the facts were known, it is likely that diaper rash
leads to more infant deaths than infantile paralysis.

The infant mortality rate has declined through the years. In 1930, when
diaper services began, more than 64 babies, out of 1,000 born alive, died before
they were a year old. By 1952, the rate had been cut below 29, or less than
half.
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Many advances in medicine and infant care were responsible. Among them,
antiseptic diaper service was by no means the least.

The antiseptic process is not exclusive: Any diaper service can use it at
extra cost.
. Tax deductibility will help bring such service within the reach of families
heavily burdened by the high costs of modern baby care, especially those in the
middle-income brackets.

It is only fair that the Congress adopt this amendment to the pending general
tax-revision bill.

NATIONAL INSTITUTE OF DIAPER SERVICES, INC..
By StaNLEY 1. PosNER, General Counsel.

CoNGRESS OF THE UNITED STATES,
HoUsE OF REPRESENTATIVES,
Washington, D. 0., April 9, 1954.
Hon. EuGeENE D. MILLIKEN,
Chairman, Senate Finance Commitiee,
Senate Ofiice Building, Washington, D. C.

My DEAR M. CHAIRMAN : I am in receipt of a letter from Miss Marion P. Lang
who is the sole support of her mother who is totally blind. Miss Lang’s situation
is one which I sincerely feel should be given consideration by your committee
when making changes in the present tax bill.

Her father died 5 years ago and she is now the head of the family which con-
sists of her mother who, as I mentioned before, is totally blind, and entirely de-
pendent upon Miss Lang for support. There is also the./added expense of a
seeing-eye dog for her mother. As the law now reads, Miss Lang cannot take two
deductions for a blind person unless that person be either husband or wife, There
are many other cases in our country of a son or daughter being the sole support
of an elderly mother or father and actually being the head of that family, yet
Ehey cannot take the deductions accorded a husband or wife who is the head of a

amily.

These two inequities are worthy of serious consideration, and I would appre-
ciate having your ideas on this important subject.

Thanking you for your interest in this problem, and with very best wishes, I
am,

Sincerely yours,
‘WiLLIAM B, WIDNALL.

HaverHILL, N. H., April 9, 195}.
Senator EUugeENE D. MILLIKIN,
Chairman, Senate Finance Committee, Washington, D. O.

DEAR SENATOR MILLIKIN : As a shareholder who is dependent upon a meager
amount of dividends for his livelihood I am taking the liberty of presenting to the
committee at its public hearings on the House version of the Revenue Act of
1954 my opinion of the cure for double taxation of corporate profits incorporated
therein. I presume that written opinions will be brought to the attention of the
committee members just the same as the opinions of those who can afford to
journey to Washington to deliver theirs in person.

For 10 years prior to retiring in 1946 on account of my health I was assistant
director of General Motors Corp.’s tax section during which period Federal in-
come taxes were my chief responsibility, so I have some knowledge of the mat-
ter.

If the Senate permits the President’s dividend-tax proposals to be enacted the
GOP will be putting itself into a pit from which it can’t extricate itself in a
hurry.

' Yours very truly,
KENNETH JOHN MACDONALD.

TAXATION OF SHAREHOLDERS’ INCOMES

(By Kenneth John MacDonald, Haverhill, N, H.)

Eighty-four years ago the Supreme Court ruled that the proportional interest
of a shareholder in the profit of a corporation was income to him whether
distributed or otherwise (Collector v. Hubbard, 1870). As the relationship
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of shareholder to corporation is exactly the same now as it was then it follows
that the corporation tax and the dividend tax are both levied on the same
income and from the same individuals. X

Everyone agrees that it is wrong to tax the same income twice and that
double taxation is unjust wherever it occurs. The House bill pul'DOl_’tS to
remedy the situation, but it is quite plain that it would only aggravate_ it. A
toothache will not be cured if the dentist extracts a perfectly sound tooth instead
of the rotten one adjacent to it; yet that is exactly parallel to the measures
proposed by the administration to cure the evil of double taxation,

Both the corporation tax and the dividend tax must be examined very closely
before the cause of the injustice can be determined. Each must be made to
Pass muster standing upon its own feet and its merits or faults appralsed_ inde-
pendently of those of the other. A great degree of laxity in the taxation of
profits remaining after payment of the corporation tax cannot be regarded as
compensating for a greater degree of severity in the corporation tax itself.

The measures advocated by the President and adopted by the House are based
upon the assumption that the injustice is caused by a fault in the dividend tax;
an assumption which, although altogether false, has been built up ang fostered
by the greatest flood of propaganda ever brought to bear upon any subject in the
realm of taxation. Powerful interests stand to gain much if they are enacted
into law, but there are equally powerful reasons why they should be discarded
not only for now but forever.

In the year 1952 corporations as a whole paid 54 percent of their so-called
after-tax profits in dividends. While that was the highest percentage paid in
any year since the war, it still left approximately $8 billion with the corpora-
tions to be added to the fund from which tax-free stock dividends and tax-free
stock splits are made. .

Assuming that the percentage paid in 1954 will be the same as in 1952 and (for
the sake of simplicity) tbat the corporation tax will be 50 percent; then of
every $2,000 earned the Government will take $1,000; the shareholders will
receive $540; and the corporations will keep $460.

That means that each individual shareholder will pay tax at the rate of 100
bercent on 50 percent of his proportional share of the earnings; that he will pay
tax under the graduated rates on 27 percent of such share, and that he will
pay no tax at all on the remaining 23 percent.

Now, each shareholder is in a position to fizure out for himself whether he
made a good or a bad bargain in paying tax at the rate of 100 percent on one-half
of his income for the privilege of escaping tax on 23 percent of it. If his net
income is below a certain point in the graduated-income scale, he will find that
he is a loser; if it reaches but does not pass that point he will find that he is
fully compensated: but if his income is above that point he will be pleased to
learn that he is not only fully compensated, but is paid a bonus to boot. The
lesser his income the greater his degree of loss, and the greater his income the
greater his degree of gain.

Obviously, the injustice about which so much clamor has been raised cannot
be corrected by paying a still greater bonus to the gainers before all the losers
are at least made whole. Yet that is what the scheme sold to the House would do.
Nobody can deny that.

From one point of view much could be said in favor of the proposition that
the steeply graduated scale of tax rates should be abolished and that the Gov-
ernment should raise whatever revenue it needs by laying tax at a flat rate on
all incomes regardless of size and without benefit of exemptions or deductions;
everyone from the richest to the poorest would be taxed at the same rate and
on his entire income, It is not difficult to determine who would find the most
merit in that scheme. But, what is not generally recognized is that the corpora-
tion tax is that scheme enacted into law, or, that about 40 percent of all revenue
flaised by taxing incomes is raised by laying tax at a flat rate upon all share-

olders.

Consider for example the situation of an aged blind person under its provi-
sions. Such a person having an income of $2,000 from any source other than
corporation profit will be allowed 3 exemptions of $600 each and $200 of dedue-
tions. Consequently he will pay no tax. But if his income is derived from cor-
poration profit his exemptions and deductions will go by the board, and (as if
that were not enough) he will be taxed at the same rate as a person earning
upwards of $44,000; he will be deprived of $1,000 to support the Government
while he will be lucky to get $540 to support himself,
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As to the laxity and inadequacy of the dividend tax there is this to be said:
If the 16th amendment gave Congress power to confiscate 50 percent (or any
other percent) of the proportional interest of each shareholder in the profits of
corporations for public use, one-half of such profits belongs to the Government
as a matter of right and the other half belongs to the shareholder. Therefore
nobody can dispute the fact that the shareholder is enriched by the half belong-
ing to him to the same degree that one of partners who operate a corner grocery
or an alley garage is enriched by his share of the partnership profit. Yet. the
latter is required to pay tax on every dollar he makes regardless of how little
he draws for his personal use while the shareholder is taxed only for what he
draws for his personal use regaradless of how much he makes.

Shareholders are the only taxpayers who are privileged to determine for
themselves the extent to which their incomes shall be exposed to taxation. No-
body could imagine Congress even considering a proposal that the workmen in
the factories be permitted to invest a portion of their wages in the companies
which employ them without paying tax on the portion so invested. Yet the
cases are exactly parallel. In 1952 alone shareholders invested $8 billion of
their incomes without paying a nicket of tax. As Justice Brandeis once said
in this connection:; “Shareholders will pay taXes not upon their incomes, but
only on the income of their income.” “And,” he might well have added, “not
even on the whole of that.”

The laxity and inadequacy of the dividend tax cannot be corrected by measures
which were designed to make it still more lax and inadequate. A majority of
the House were sold the idea that it is wrong to bring even as little as 27 percent
of the incomes derived from corporation profits—the source of the very highest
incomes—under the graduated rates and it accepted as a much-needed reform
a scheme that is nothing more or less than an entering wedge designed to remove
all corporation profits from tax under those high rates in the course of time.

Instead of paying still greater bonuses to those who are the gainers under the
present tax laws Congress should do the exact opposite; it should deprive them
of the privileges which they have hitherto enjoyed. Therefore its attention
is directed to the 1954 counterpart of the $8 billion that escaped taxation. in
1952. If just and equitable treatment of shareholders is the objective then the
very first step taken should be toward bringing the profits retained by the cor-
porations under the graduated rates by requiring each shareholder to report his
proportional share of the earnings whether distributed or otherwise in the same
manner as partners are required to report their incomes.

Then as much of the new revenue obtained from this hitherto untapped source
as the Nation can afford to devote to the removal of injustice should be applied
toward moderating the severity of the flat-rate tax that is collected through
the corporations. With such a large sum of new revenue in sight, it might
even be possible to limit application of the 100-percent tax to not more than
47 percent of each shareholder’s income instead of increasing the portion so
taxed to 52 percent as the President demands.

Once the profits retained by the corporations are brought to tax the payment
of tax bonuses would cease; the interests of all shareholders would then lie in
the same direction; even the richest would feel that in the absence of com-
pensating privileges he should not be taxed at the rate of 100 percent on any
part of his income. That in the end would mean that all corporation profits
would be routed through the tax returns of the individual shareholders and
thus brought under the graduated rates where exemptions and deductions are
not treated as a mockery and a sham and where ability to pay is recognized
as a just principle in spreading the tax burden over the people.

All shareholders are not rich. Just the other day the United States Steel Co.
reported that 56 percent of the 280,000 individuals who own its stock had in-
comes of less than $5,000, and that the average income for that group was a
little less than $2,800.

Justice to all shareholders, to all other taxpayers, and to the Public Treasury
does not lie in the direction the House was induced to take. It lies in the exact
opposite direction. Congress should constantly aim at bringing, not less and
less, but. more and more of shareholders’ incomes under the graduated rates
where they belong and where no person is cheated out of the exemptions appli-
cable to his age and condition.
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NaTioNAL FARMERS' UNION,
Washifgton, D. C., April 5, 1954
Hon. EuGENE D. MILLIKIN,
Chairman, Senate Finance Committee,
Senate Office Building, Washington, D. 0.

s
DEAR SENATOR MIrLixin: National Farmers’ Union is opposed to the - tncl:;e
down” program of tax cuts in the tax bill passed by the House of Represenid-
tives. As one means of increasing the purchasing power of these low- and mid-
dle-income bracket families, we urge the amending of the Internal Revenue
Code to increase personal exemptions to $1,000. . h

Such a measure would leave more take-home pay in the pockets of these
segments of the population, and the increased purchasing power would be re-
flected immediately in greater consumption of farm products and increased pur-
chases of the products of industry.

Pertinent statements from the program for 1954-55, adopted by the delegates
to recent Farmers’ Union convention at Denver, Colo., are as follows:

“When, for whatever reason, the ecomomic machinery of the Nation begins
to slow down and fails to expand st the rate of 5 to 10 percent per year the
economic repercussions are almost invariably felt first on the farms of the Na-
tion. Farm costs remain high and inflexible. Prices received by farmers _for
the goods they sell drop, returning to farmers a smaller gross income from Whl_ch
to pay the high fixed costs. This means smaller income available_ fox_- fanply
living ; less dollars to buy goods and services that have remained high in price.
Farm purchasing power goes down, reducing the sales and jobs of tl}ose who
produce industrial goods and provide services to farm people. Main street
businessmen in the towns and cities of the farm areas feel the pinch and reduce
orders: factories reduce production schedules and lay off workers; unemploy-
ment increases and consumer demand drops. The best way to prevent tl_le de-
velopment of a recession or depression is to follow policies that will maintain
an expanding full employment economy. However, when a depression threatens
special measures should be available for immediate use. We support the
following :

“Farm price supports—The first place to prevent a depression is on the farms
through an adequate farm price-support program as outlined earlier in this
statement.

“Unemployment insurance.—We are convinced that unemployment insurance
should be made more universally applicable for all hired workers and the rate
of payment should be constantly modernized to keep up with average increases
in wage rates and costs of living. We endorse the idea of putting large corpora-
tions on the same footing with family farms with respect to overhead fixed costs
of labor.

“Public works shelf—We are convinced that the Federal and State Govern-
ments should have standby depression-control powers just as they have standby
inflation-control powers. Both State and Federal Governments should have
already prepared a full shelf of public works plans and blueprints ready for
use to put people to work building schools, hospitals, highways, dams, soil, forest
and water conservation works and other public projects at the first indication of
growing unemployment.

“Monetary and fiscal policy.—Just as monetary and fiscal policy should be used
to help curb inflationary developments so should it also be used to encourage the
development of an expanding economy and to prevent the beginning or worsen-
ing of a depression condition.

“Federal tax legislation should be revised to raise personal exemptions up
to $1,000, eliminate excise and sales taxes on the necessities of life, and reduce
business taxes on small business. We are opposed to the imposition of a national
general sales tax, manufacturer’s tax, and other similar tax, by whatever name
it may be advanced.

“Federal tax loopholes should be closed and sufficient tax rate increases for
corporations and for those groups best able to pay should be levied to balance
the Federal budget.”

“We oppose the shifting of income taxes from high income brackets to low
and middle income brackets and any limitation on the maximum percentage
which may be levied.”

The statement regarding taxes, minimum wages, and social security which
was adopted by the National Dairy Producers Conference at Madison, Wis,,
on January 22 and 23, 1954, is as follows:
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“Inasmuch is it is clearly demonstrated that increasing the purchasing power
of lower-income families results in their increased consumption of dairy prod-
ucts, while equal increases in incomes of higher-income groups do not, we recom-
men: That any tax reduction made by Federal or State Governments should be
tailored to benefit low-income families, preferably by raising the personal exemp-
tion ; that the legal minimum wage should be raised and extended to additional
workers, including agricultural workers; that benefits should be increased, and
coverage extended to additional workers, including agricultural workers, of un-
employment insurance workmen's disability programs ; that social security bene-
fits be increased and extended to additional workers, including agricultural work-
ers and family-farm operators.”

A statement adopted by the Montana Farmers Union convention, Great Falls,
Mont., October 21 through 24, 1953, is as follows:

“Taxation should be considered a means of furthering the aims of our democ-
racy. Meeting the constantly increasing costs of national defense and of
administering our broadening domestic program presents a problem of tax dis-
tribution which calls for an honest tax program.

“Inequitable tax distribution has placed a burden upon low incomes. In-
equitable taxes along with rising costs operate against a high standard of living
which has become an American ideal.

“Plugging tax evasion loopholes would free large sums of money for tax
purposes. Records reveal that life insurance companies have escaped paying
taxes through weak and unworkable legislation. Oil companies evade paying
millions of dollars of tax money through a favored depletion allowance tax
clause and a reduction on oil royalties. Lack of adequate excess profits tax and
income splitting constitute other methods of tax avoidance.

“We ask that farmers be permitted to adjust their net income over a period of
years for taxing purposes.

“We hereby go on record as unalterably opposed to a Federal sales tax. We
also are opposed to a new hidden sales tax on manufactured articles, a tax that
would be added to retail selling price.”

The North Dakota Farmers Union program for 1954 contains a statement on
taxes as follows:

“All taxes for the purpose of raising revenue should be levied according to
ability to pay. This principle rules out general taxes from high income brackets
to low and middle income brackets, and any limitation on the maximum per-
centage which may be levied. This principle requires drastic steeply graduated
gifts and inheritance taxes, and effective limits on individual net income,

Federal tazes

“Cooperative tax structure should be revised to prevent tax evasion and tax
avoidance, to eliminate loopholes, provide tax levies which will stimulate pro-
duction at capacity, particularly by small business, and deter monopolistic
practices. This should include tax policies to encourage the distribution of
income by requiring annual allocation of earnings to stockholders.

“We oppose the proposed imposition of a general Federal sales tax of manu-
facturers sales tax,

“To partially offset the increased and continually rising cost of living we
;icommend that personal exemptions be raised from the present $600 to at least

,000.

“We abhor an economic or fiscal and monetary policy that condones and abets
profiteering in time of war. Therefore, we favor continuance and improvement
of the excess-profits tax that will effectively curb and prevent undue profits
created by pressure from war or the defense program.

“We oppose the so-called millionaire constitutional amendment to limit
income-tax rates to only 25 percent.”

" 1A statement from the Wisconsin Farmers Union program for 1953-54 is as
ollows :

“We believe that taxes should be levied according to ability to pay. We are
opposed to any proposals for either a State or Federal sales tax.

“We reiterate our former statement that we are opposed to the principal of
taxing cooperative savings. We shall continue to oppose double taxation of
patronage refunds. We also oppose the program advocated by the National
Tax BEquality Association to remove the income-tax exemption provision for
qualified agricultural cooperatives.

“We favor a continuation of the excess-profits tax after December 1953, In
the light of corporation earnings, we favor an increase in the excess-profits-tax
rate,
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“We favor the elimination or plugging of all loopholes so as to tax income
derived from present tax-exempt Federal, State, or local secunt_les.

“We are opposed to the repeal of the State tax on oleomargarine. p

“We favor enactment of a State graduated land tax to prevent the growth o

corporation farming. . aditi 1
“We favor restoration of the State surtax on incomes to provide additiona

funds for State aid to rural schools. . .

“We take the position that tax money levied for the building of highways
and roads should be used for this purpose; therefore, we are opposed to any plan
which would destroy the segregation of highway tax income. .

“We also believe that the income exemptions for persqnal 1ncogxes under
Federal taxes should be increased in line with increased living costs. .

The chain reaction of consumer buying that will be set off by an increase
in personal income-tax exemptions will forestall to a great degree the further
deterioration to the national economy. It will enable wage earners and farmers
to increase standards of living and create additional jobs. The trickle-down
theory is, we believe, wrong in concept, wrong in equity, and incapable of curing
our economwmic ills, .

I shall appreciate your including this letter in the record of your committee,

Sincerely, )
JaMES G. PATTON, President.

SAMUEL N. AIN & ASSOCIATES,
New York 5, N. Y., April 9, 195}4.

Hon. EugeENE D, MILLIKIN,
Chairman, Finance Committee,
Senate Office Building, Washington 25, D. C.

DEAR SENATOR: At a recent meeting of a large organization of technical people
devoted to the problems of pension and profit-sharing plans, a panel discussed
the effect of the H. R. 8300 on our field. The purpose of this organization is
to serve as a forum for the dissemination of information on matters affecting
this field. Its bylaws provide that it shall not take any position on legislative
matters. Therefore, I am writing as an individual, an actuary specializing in
such plans for 18 years, transmitting the views I expressed as a member of
the panel,

In preparing to serve on the panel, I made a detailed study of three of the
sections of the bill, sections 403, 501 (e), and 505. The possible effects of
these provisions of the bill, particularly section 501 (e), were so horrifying
to me that I feel the urgent necessity of bringing these consequences to your
attention.

I traced, by example, the effect of the sections on a number of realistic situa-
tions. While I am confident that my analysis is correct, it is suggested that
you have these examples (exhibit A) submitted to the Treasury Department
for its interpretation of the effect of section 501 (e) on the situations presented.
Alternately, you may wish to send all of my statement (exhibit B) to the
Treasury for its comments. Your attention is particularly invited to pages
5 to 13 of this exhibit where marginal references are made to the examples in
exhibit A. It is my opinion that you will find the results and consequences
us alarming as I did.

It should be noted that the examples and views enclosed do not by any
means call attention to all the anomalies, eccentricities, and undesirable results
which will be produced. The full effect of this legislation on a technical, dy-
namie, and growing field, such as that of pension and profit-sharing plans,
will not be known for some years to come., However, it is very clear to me
now that the bill in its present form, particularly section 501 (e), opens the
way to consequences most certainly not in the public interest. I am sure that
you will agree with me after you have had an opportunity of studying the
material submitted, and that you and the other members of your committee
will want to take steps to avoid this unhappy result,

If T can be of any help to any of the members of your committee on the
technical matters involved, please feel free to call upon me.

I am sending a copy of this letter to the other members of your committee.

Respectfully yours,
SAMUEL N. A1, Actuary.
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ExHIBIT A

ExXAMPLES RELATING TO THE APPLICATION OF SECTION 501 (E)—501 (E) (3)
NONDISCRIMINATORY CLASSIFICATIONS

Ezample I.—An employer with 40 regular employees seeks to adopt a_p_ension
plan covering only the 10 highest paid employees who would all be eligible to
receive full benefits.

Question. Would the plan not be deemed discriminatory under the key-
employees test because more than 10 percent of the participants are key
employees?

Question. If so, would the plan nevertheless qualify under the exception to the
key-employees test because of the percentage of regular employees covered?

Ezample II.—An employer with a large number of employees seeks to adopt
a plan providing full benefits to the 1,000 highest paid employees none of whom
own as much as 10 percent of the company’s stock.

Question. Wouldn't this plan be nondiscriminatory because under the key-
employees test the total number of key employees is limited to 100, a result which
cannot exceed 10 percent of the total group of participants?

Question. Is it not true that so long as the plan covered at least 1,000 em-
ployees, the result of applying the key-employees test to this plan cannot be
affected by the number of individuals employed, even if the plan covered as
few as 1,000 of 200,000 employees?

Ezample III.—An employer has 40 regular salaried employees and 200 regu-
lar wage employees. He wishes to put in a plan covering all salaried employees,
but excluding wage employees. The salaried group includes the highest five
paid employees.

Question. Is it not impossible for the employer to eover all salaried employees
in a plan without having the plan deemed discriminatory under the key-
employees test?

Question. Is it not true that the employer cannot have recourse to the cover-
age exception to the key-employees test, since 40 salaried employees represent
less than 25 percent of the total of all regular employees?

Question. If the wage employees were covered under a separate plan with bene-
fits that are not strictly comparable, would the discrimination tests apply any
differently to the salaried group?

Ezample IV.—An employer considers as regular employees persons with 5
or more years of service. He has 14 such employees, 8 of whom earn in excess
of $3,600 a year. He has other employees with less than 5 years of service.
He puts in a plan covering regular employees earning in excess of $3,600.

Question. Will this plan be deemed nondiscriminatory under the coverage
principle even though violating the key-employees test?

After 1 year of the plan’s existence 3 more employees become regular em-
ployees by attaining 5 years of service. None of them earn in excess of $3,600.
The plan then covers 8 employees out of 17 regular employees.

Question. Does the plan then become discriminatory because the coverage
principle can no longer be applied (less than 50 percent of the regular employees
are now participants) ?

Exzample V.—An employer has 800 employees with more than 5 years of service,
200 of whom earn over $3,600, and 300 employees with 1 to 4 years of service,
50 of whom earn over $3,600. The employer wishes to put in a plan covering
regular employees earning in excess of $3,600.

Question. Will the plan be considered discriminatory if it were to cover:

(a) Employees with 5 or more years of service?
(b) Employees with 1 or more years of service?

Ezample VI.—A company employs 4 persons with 5 or more years of service
including the principal stockholder and his wife. A plan is instituted covering
only these latter two persons.

Question. Will the plan be considered discriminatory?

Question. If the only employees with more than 5 years of service were the
principal stockholder and 1 other person, would it be discriminatory to cover
just the principal stockholder?

Question. In the above 2 cases if the benefit is as high as, say, 75 percent of
salary, will it alter the answers?

Ewample VII—A company employes 40 persons including 10 salaried em-
ployees, 1 of whom is the principal stockholder. Assume that all the key
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employees are in the salaried group and that a plan is put into effect covering
only salaried employees.
ianuesElif’m. Would the plan be discriminatory if all salaried employees were
clude
Question, Would the plan be discriminatory if all salaried employees except
the prineipal stockholder were included?

501 (E) (4) RATIO OF CONTRIBUTION AND BENEFITS

Blwample VIII—An employer wishes to set up a plan covering all employees’
and providing 25 percent.of final pay less primary social security. This plan,
in effect, would provide no benefit on the first $4,080 of compensation but it would
provide a benefit of 25 percent of any excess. '

Question. Would these benefits be acceptable under present law?

Question. Would these benefits be acceptable under this section?

Question. If such a plan, qualified under the existing law, is amended to
increase the rate of benefit from 25 percent to 30 percent, will the new benefits
he acceptable?

Ezample IX.—An employer wishes to set up a plan covering only employees -
earning in excess of $6,000 a year. The coverage is acceptable under paragraph
(3) and no other plan exists.

Question. Are benefits acceptable if the plan provides benefits of :

(@) 50 percent of that part of compensation in excess of $6,000?
(b) 50 percent of all compensation?

Ezample X.—A single profit-sharing trust qualifies under paragraph (3). The
plan includes several employees who own 10 percent or more of the stock of the
corporation.

Question. Could the contribution during any year be allocated so that the em-
ployee-shareholders each receive twice the percentage of his salary as any other
covered employne, i. e., if each employee-stockholder receives 20 percent of his
salary, each other employee will receive 10 percent of his own salary; if each
employee-stockholder receives 29 percent of his salary, each other employee will
receive 1414 percent of his own salary?

Bzrample XI.—A large employer sets up several profit-sharing trusts each of
which covers the president of the corporation. Each trust qualifies separately
under paragraph (3). Contributions to each of the trusts are to be allocated
in a manner satisfying the 75- to 25-percent limitation of paragraph (4) (B).
The overall contribution to all of the trusts does not exceed 15 percent of the
aggregate compensation of all the participants.

Question. Is it possible to allocate to the president in each trust twice the
percentage of salary allocated to any other employee in that trust?

Question. By extension of this device would not the percentage credited to the
president be limited only by the number of trusts established ?

ExHIBIT B

Deductions for employer contributions to a pension, profit-sharing, annuity,
or stock-bonus plan are now controlled by section 23 (p) of the code. It would
be replaced by section 403 of the bill. The language of the general rule of 403
(a) is undoubtedly a tremendous improvement over the tortuous language of
the general rule of section 23 (p) which became notoriously symbolic of govern-
mental gobbledegook in a presidential campaign.

The limitation on deductions for contributions to a pension or annuity plan,
now controlled by clauses (i), (ii), (iii), and (iv) of section 23 (p) (1) (A),
would be controlled by subparagraphs (A), (B), (C), and (D) of section 403
(a) (1). The 5-percent limitation in clanse (i) of the present code would be
changed to 10 percent. The reference to periodic examinations by the Com-
missioner at not less than 5-year intervals would be removed. A provision has
been added that where the past service cost with respect to the benefits of some
employees has been fully funded and deducted, the limitation with respect to
these employees, is the normal cost of their benefits. In order to determine
when past service has been fully funded, separate calculations will have to be
made with respect to individual or groups of employees only where different
rates or types of benefits apply or where the nominal rates of benefits are subject
to being offset by benefits under some other plan or program. The committee
report tries to explain this with the example of a plan involving social-security
offsets under which some employees’ benefits will be completely wiped out by
the offset, in which case, it says, no deduction will be allowable with respect

.
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to these employees. The reference to special calculations must go far beyond
this rather obvious example. Suppose the past-service liability with respect
to some employees is very small but in excess of zero, and 10 percent of their
compensation will completely wipe out their past service liability in 1 year.
On the other band the past-service liability with respect to other employees
remaing substantial. It would seem to me that the language referred to con-
templates the elimination, at least in subsequent years, of the compensation of
the employees with respect to whom the past service has been wiped out. :l‘hi_s
provision is open to such strict interpretation that it could require alimost indi-
vidual calculations in some instances.

Let us consider the possible interpretation of this provision in a case where
benefits are 1 percent of the first $3,600 and 2 percent on the excess, The Com-
missioner could say that the actual contributions with respect to those employees
earning $3,600 or less and those employees who are earning in excess of $3,600
are to be determined separately each year, and that the earnings on the asgets
with respect to each of these groups of employees are to be maintained separately
so that a computation can be made to determine whether there is any unfunded
past service cost with respect to the lower paid employees who receive 1 percent
benefits only. When an unfunded past service cost no longer exists, their com-
pensation must be eliminated in determining the 10-percent limitation on con-
tributions under paragraph (A). I do not think that the reference in this
subparagraph to separate computations would give the taxpayer the opportunity
of determining how the contributions are to be allocated for the purpose of
making the determinations as to when the past-service cost of individual groups
has been fully funded. Think of the case where an employer with a group
annuity plan of an offset type or a group annuity plan with different rates or
types of benefits wishes to claim his contributions under paragraph (A). The
insurance company generally funds the past-service cost of those closest to retire-
ment first. The insurance company will need to make additional calculations with
respect to different groups of employees, or even individual employees, in order to
determine when the past service cost for these groups has been fully funded.
Only then can the employer fix his limitation on contributions by adding the
normal cost for benefits for these groups to 10 percent of the compensation of
the remaining participants. In such instances the record work and the compu-
tations might very well become quite detailed and cumbersome. In other instances
it will be very simple.

Why has this complication been added? When the deductions under clause
(i) are liberalized from 5 percent of compensation to 10 percent of compensation,
the door is opened to much tax abuse. If the abuse is to be limited in extreme
cases, such a compensating provision is necessary. The writing of suitable
regulations for this subparagraph will take much patience, forbearance, and
wisdom over a period of several years.

What is the purpose of increasing the limitations on deductions to pension
plans? Is it to correct an inequity existing among employees who have pension
plans? If this were the case, or if it is believed that the employers need a
greater leeway in what they can contribute to bring the plan up to a fully
funded basis as early as possible, then, as all of you who are familiar with the
technicalities of costs and funding know, the logical place to permit greater
deductions would be in the existing clause (iii) of section 23 (p) (1) (A) which
it is proposed to replace with subparagraph (C). This could readily be done there
by increasing the limitation on contributions toward past service from 10 percent
of the past service base to some higher percentage.

Perhaps the purpose of increasing the limitation is to encourage the establish-
ment of more pension plans. This, to my mind, is not the way for the Federal
Government to encourage the establishment of sound pension plans. If this
proposal is effective in encouraging the establishment of pension plans it is more
likely to foster the establishment of unsound pension plans because the employer
who looks for a method of funding unrelated to actual cost, which is the prin-
ciple of paragraph (A), is more apt to adopt a plan which he cannot reasonably
support over a long period of time.

Subparagraph (B) is the same as present clause (ii).

Subparagraph (C) is substantially the same as the present clause (iii) and
establishes a limitation of the normal cost of the plan plus 10 percent of the
unfunded cost. However, in lieu of the use of the unfunded cost as of the estab-
lishment of the plan as the base, this paragraph provides for the use of the
unfunded cost as of the beginning of the current year plus all payments in prior
years in excess of the total normal costs for those years. It thus is very similar

45994—54—pt. 2——bF
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. : i tion’
to the use of the special 10 percent base as described in the bulletin on sectio
23 (p) (1) (A) and (B), except that it includes interest on unfunded lpg;tlo:gf
of the past service cost. I cannot support this change from the speplah epthrh
cent base on theoretical grounds. It is interesting to note that it _w111. an the
effect of granting a larger 10-percent base to taxpayers whose l1qu1dat(119n o :‘
past service is spread out over a longer period of time. Also, depending upll%r
the regulations there authorized, li)t could mathematically result in a sma
contribution than under clause (iii). e tpo e

Subparagraph (C) does not explicitly state that the part of the limitation due
to contributions toward past service will be eliminated when the past service
cost has been fully funded. Perhaps support can be found for this in the general
rule that the deductions must satisfy the ‘expense provisions of sections 2.12
or 162. Perhaps support could also be found in the last sentence of (C) which
reads “Any increase in costs resulting from an amendment to the plan made after
the year of its establishment must be treated as though provided under a dis-
tinet supplemental plan, except that all increases resulting from amendments
made in 1 taxable year of the employer may be treated collectively as though
resulting from one amendment.” If the Commissioner cannot eliminate the 10
percent after the prior service cost has been fully funded this last _sente_nce means
nothing. In any event it would certainly be better to have this point clea‘ry‘
explained. .

Subparagraph (D) of section 403 is the same as clause (iv) of the code andl
leaves any questions with regard to the operation of that provision unanswered,

Paragraph (2) introduces no change. .

Paragraph (3) is to replace the existing subparagraph (e) with respect to the
limit on deductions on account of contributions to a profit-sharing plan. Under
(3) (A) it now becomes possible for an employer with a profit-sharing plan to buy
retirement annuities directly without going through a trust. I must admit thatI
cannot see that this would be a particularly practical device.

Paragraph (3) (B) introduces a new concept which applies to a corporation
which ig a member of a group eligible to file a consolidated tax return. The group
has a common profit-sharing plan. If the corporation has neither profits nor
surplus but another member of the group has, these profits or surplus may be used
for the benefit of the employees of the first corporation. Members with profits will
then contribute (and take deductions for their contributions) in the proportion
that their profits and surplus bear to the profits and surplus of the combined
group. I think this is a desirable provision although the language reminds one of
the present general rule in section 23 (p) (1). ,

Section 403 (a) (8) (C) starts off with “the term ‘stock bonus or profit-shar
plan,’ ‘profit-sharing plan,’ and ‘plan,’ as used in this paragraph, shall not include
any plan or part thereof under which contributions are not paid into a trust or to-
ward the purchase of retirement annuities * * *.” The rest of the subparagraph
is in the present code. It seems to me that the purpose of the quoted provision is
to prevent the contribution into a trust from being based upon the compensation
of employees who are considered part of a profit-sharing plan under 501 (e) but
whose benefit is paid in cash.

Section 23 (p) (1) (B) of the code gives an acerual-basis taxpayer 60 days after
the close of the taxable year in which payment must be made in order to be deemed
made in the year of accrual. Section 403 (a) (6) extends the 60 days to the
time prescribed by law for filing the tax return, including extensions allowed.
This should be particularly helpful to a taxpayer who can have a qualified profit-
sharing plan without a definite formula.

Subparagraph (7) is intended to replace 23 (p) (1) (¥) and contains the
same anomaly, namely, that you can have a greater deduction under a pension
plan alone than under a pension plan and profit-sharing plan combined.

In summary, _then, how does section 403 (a) of the bill, excluding paragraph
(5), compare with section 23 (p) (1) of the code? It adds some flexibility In
the case pf. a profit-sharing plan of an affiliated group. Otherwise, it complicates
tl&e lgrowsmns and makes them a little less logical with no overall beneflcial
effect.

Section _501 (e) of the bill describes the characteristics required of pension,
profit-sharing, or stock-bonus trusts organized in the United States in order
that they be exempt under 501 (a). The characteristics are described in four
paragraphs. The first two paragraphs can be considered to be the same as the
first two paragraphs in the existing section 165 (a). They require that there
be a plan providing for the distribution of the corpus and income of the trust
and that there be a statement that the assets cannot be diverted to purposes other

&
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than for the exclusive benefit of employees or beneficiaries, Paragraph (3)
says that the classification of covered employees must be nondiscriminatory
and sets forth the rules for determining whether they are nondiscriminatory.
Paragraph .(¢) sets forth the permissible allocation of contributions or crediting
of benefits among participants.

The rules set forth in paragraph (3) may be summarized as follows: The
plan will be considered discriminatory only if:
2v1({a) More than 30 percent of the contributions under the plan are used to
provide beneflts for shareholders who own directly or indirectly 10 percenf of
voting stock; or

(b) More than 10 percent of the participants are key employees. Key em-
ployees are defined as the employees who are within the highest paid 10 percent
of all regular employees, but not more than a total of 100.

Except, that even if the classification falls into one of these two categories
of discriminatory plans, it is deemed nondiscriminatory if a sufliciently high
percentage of regular employees participate in the plan. These percentages
work out so that if there are:

Less than 20 regular employees, 50 percent will have to participate; 20 to 40
regular employees, 10 employees will have to participate; more than 40 regular
employees, 25 percent will have to participate.

Regular employees are all employees of the employer excluding those not em-
ployed for the minimum period prescribed in the plan, not exceeding 5 years,
employees whose customary employment ig for not more than 20 hours in 1
week or not more than 5 months in any calendar year.

Participants are those employees included in the classification of participants
who, if they remained employees at their current rate of compensation until
normal retirement age, would be entitled to full benefits under the plan.

If you have read paragraph 3 rather hurriedly you may feel that I have
omitted a very important part, namely the 6 enumerated classes of employees
which may be covered. If you read it more closely, you will see that nothing
follows from the enumeration and whether your group is one that falls within
or without the enumerated classes, it will be acceptable, provided it complies
with the rules.

X would like to illustrate the rules with some examples.

Example 1: Employer A has 40 regular employees. He adopts a plan to cover
the 10 highest paid of the 40. The group has 4 key employees (10 percent of
40) and all 4 are in the plan. Regardless of how the plan works out on the 30
percent rule, it discriminates according to the 10 percent key employee rule,
because more than 10 percent of the participants are key employees. However,
it complies with the percentage of covered employees rule and is therefore
deemed nondiscriminatory as to coverage.

Example 2: Employer B has 10,000 regular employees. He adopts a plan
providing full benefits to the 1,000 highest paid employees. This plan will almost
certainly not discriminate under the 30 percent rule and cannot discriminate
under the key employee rule because there cannot be more than 100 key em-
ployees so that not more than 10 percent of participants will be key employees.
The plan therefore is deemed nondiscriminatory as to coverage, without any
necessity of applying the coverage rule to determine that at least 25 percent
of the regular employees are participants. Similarly, any group as large as
1,000 will qualify.

Example 3: Employer O has 20 salaried employees and 100 wage employees.
He wants g plan for all the wage employees. This plan will be nondiscriminatory
under the 30 percent rule as well as under the 10 percent rule. It will also
qualify under the percentage of coverage rule.

As example 4, let us use the same hypothetical situation as in example 1 under
which an employer had 40 regular salaried employees, 10 of whom were covered
in a plan which is nondiscriminatory under the rules, but, add the fact that
the employer has 200 regular wage employees—a total of 240 regular employees
of whom 24 are key employees. Here he cannot set up a plan to cover the 10 top
employees. In fact he cannot set up a plan to cover all salaried employees
because he will come up against the key employee rule since now more than 10
percent of the participants will be key employees, and he will come up against
the percentage of coverage rule since 40 is less than 25 percent of 240. Suppose
the wage employees are unionized and do not wish to come into the plan. This
employer is in a straitjacket and cannot adopt any plan for his salaried em-
ployees. Thus we see that under example 1, an employer can pick and choose
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3
one-fourth of all his employees—by name if you wish—whereas in example 4;

]

a very reasonable employer cannot adopt any plan. .

Example 5: Is that of an employer who has 14 regular employees (with more
than 5 years of service), 8 of whom earn in excess of $3,600. He also has
employees with less than 5 years of service. He adopts a plan covering employees
with 5 or more years of service who earn over $3,600. This plan would qualify
under the percentage of coverage rule. After the plan is in existence for 1
year, 3 additional employees complete 5 years of service and are therefore
regular employees under the rules but are not participants because they earn
less than $3,600. The plan now covers 8 regular employees out of 17 and ceases
to qualify. (The tests for diserimination thus go into the fourth du.nensx.on
with time as the additional variable and what qualifies today may not qualify
tomorrow.)

Consider example 6, a modification of 5: An employer has 800 employees with
more than 5 years of service, 200 of whom earn over $3,600 and 300 employees
with 1 to 4 years of service, 50 of whom earn over $3,600. He wants to adopt
a plan providing uniform benefits on compensation over $3,600. If he covers
employees with 5 or more years of service, he will have 200 out of 800 and there-
fore it will be deemed to be nondiscriminatory, but if he wishes to cover em-
ployees with 1 or more years of service he will be covering 250 out of 1.100
regular employees and it will discriminate. (Bear in mind that regular em-
ployees in this case would include all employees with more than 1 year of service
if the plan covers some employees with 1 or more years of service.) .Thus we
see by making the plan broader in a manner most people would consider non-
discriminatory, a nondiscriminatory plan becomes discriminatory.

Perhaps more in line with what the bill was intended to cover, is example 7.
that of an employer with four employees including the principal stockholder and
hig wife. A plan covering just these two top employees will qualify as a non-
discriminatory plan from the standpoint of coverage because 50 percent of the
regular employees are participants,

Example 8: Let us consider the case of a corporation which employs 40 per-
sons including 10 salaried employees 1 of whom is the principal stockholder,
If the corporation wishes to set up a plan covering all 10 salaried employees the
plan will be nondiscriminatory as to coverage, even though violating the key-
man rule, since it just satisfies the requirement that 25 percent of the employees
be participants. However, if it is desired to cover only salaried employees un-
der the plan but exclude the principal stockholder, the plan will be discriminatory
because it still violates the key-man rule and can no longer avail itself of the
25 percent participation exception from that rule. Thus we see that the effect
of removing the principal stockholder from a plan is to convert it from an accept-
able one to one which will be deemed discriminatory. o

At this point I would like to refer you once more to the definition of partiei-
pants as those employees included in the classification of participants who, if
they remained employees at their current rate of compensation until normal re-
tirement age, would be entitled to full benefits under the plan. Note the word
“full.” Tt would thus seem that if you are using a step-rate plan, like 1 percent
on the first §X, plus 2 percent on the excess, you cannot include in your partiei-
pants, for testing nondiscrimination of coverage, those employees making $X or
less. I bhave not attempted to explore the ramifications introduced by this word,
but it is worthy of careful consideration, inasmuch as it seems likely that an
effort will be made to qualify many plans under the coverage exclusion principle
rather than under the dual tests laid down by the 30 percent stockholder and
percent key-man rules.

By the way, two employers in the same industry competing in the same labor
market could not necessarily adopt the same plan because what under the rules
is nondiscriminatory for one may be discriminatory for the other.

Paragraph (4) sets forth the measure of acceptability in benefits. In a pen-
sion plan the benefits are acceptable if the contributions or benefits of or on
behalf of employees under the plan do not bear a higher ratio to compensation
for any covered employee than for any other covered employee whose compen-
sation is lower, except that the first $4,000 of annual compensation may be
disregarded.

Assuming, then, that you have a suitable coverage classification, you can
provide benefits in any amount on compensation in excess of $4,000 2 year. For
example, you can provide nothing on the first $4,000 and 75 percent of compensa-
tion in excess of $4,000. Similarly you could provide nothing on the first $3,000
and anything at all on the excess, or 1 percent per year of service on compensa-

"
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tion between $3,000 and $4,000, and 2 percent per year of service on compensation
in excess of $4,000.

You could not eliminate benefits on the first $4,500 and provide 24 percent on
compensation in excess of $4,500 as you probably could under existing integra-
tion rules. On the other hand, if you have a suitable coverage classification, youn
could cover only employees earning over $5,000 and give them full benefits start-
ing at $4,000, or even starting at $1, so that an employee earning $5,000 will get
no benefit and an employee earning $5,001 will get substantial benefits, e. g.,
$3,000 a year. Such a classification would be acceptable under the bill.

The $4,000 exclusion provision would introduce no problem into, many of the
popular type plans but will introduce serious problems as well as encourage dis-
crimination in others.

As example 9, consider a plan providing benefits of 25 percent of final pay
less primary social security. At $4,000 the social security amounts to $1,020
4 year, which is more than 25 percent of pay, so that a $4,000 man would get
no benefit under the plan. This plan would not be acceptable because it pro-
vides less under the plan at $4,080 on the $80 in excess of $4,000 than at $4,100
on the $100 in excess of $4,000. As you know, under the existing rules the plan
would be considered nondiscriminatory. On the other hand, the plan that
provided nothing to employees earning less than $6,000 and 50 percent, starting
at the first dollar of income, to employees earning in excess of $6,000 would be
definitely discriminatory under the existing rules. Until 1941 the most dis-
criminatory plan I saw was of this type, but not so flagrant. It provided nothing
to employees earning less than $3,000, but employees who earned $3,000 imme-
diately started off with very substantial benefits. And it was plans of this latter
type which brought about, in my opinion, the limitations of section 165 (a).

If the proposed social security bill becomes law, benefits and contributions
under social security would be based on the first $4,200 of income. However,
under the bill you could not provide for benefits on compensation in excess of
$4,200 only.

Under the bill there would be no means of taking employee contributions into
account in testing acceptability. A plan providing for no contributions on com-
pensation under $5,000 and 5 percent on compensation in excess of $5,000 with
benefits of 1 percent per year of service on compensation between $4,000 and $5,000
and 114 percent per year of service on compensation in excess of $5,000 would not
be acceptable because you look at benefits only and at the $5,000 level the ratio of
benefits to compensation in excess of $4,000 is greater than at $4,500. Under the
present law this plan could be considered nondiscriminatory. On the other hand
in example 10 where benefits are 1 percent per year of service on all compensation
in excess of $4,000 and contributions 5 percent on compensation between $4,000
and $20,000 with no contributions on compensation in excess of $20,000, the
benefits would be deemed acceptable under the bill but discriminatory under the
present law because higher paid employees get the same benefits for smaller
contributions. If may be noted that this latter situation is not likely to be found
in undisguised form but methods of disguising it can readily be suggested.

I indicated before that a plan providing for no benefit on the first $4,200 or $5,000

and a benefit on the excess would not be acceptable. This may be a general rule
but there are exceptions. Consider as example 11 an employer who has 4 em-
ployees, 2 of whom earn $12,000 and 2 earn $8,000. He wants a plan providing
for 20 percent on compensation between $4,000 and $8,000 and 40 percent of the
excess. This would appear not to be acceptable under paragraph (4). On the
other hand, the employer could establish 2 plans, 1 covering the 2 top people and
the other covering the other 2. Each of the plans would qualify separately under
paragraphs (3) and (4), and paragraph (4) says “Any classification which meets
the reguirements of paragraph (3) of this subsection shall be considered sep-
arately in the application of this paragraph.” TUnder the bill this plan would
therefore be acceptable.
- Before we leave subparagraph (A) I would like to mention another type of
plan which would be deemed acceptable as to beneflts, i. e. zero percent on first
$3,000, 1 percent per year of service on the next $2,000, and 2 percent per year of
service on compensation in excess of $5,000. First we can disregard compensa-
tion under $4,000. An employee earning between $4,000 and $5,000 will get at
least 2 percent on his compensation in excess of $4,000 because he gets the 1 per-
cent on the compensation between $3,000 and $4,000 as well as 1 percent on the
eompensation in excess of $4,000. Participants therefore can be said to get at
least 2 percent on the compensation between $4,000 and $5,000 and 2 percent on
the excess. The plan would therefore qualify.
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I would like to spend another minute on the type of plan permitted by the bill
providing for coverage of all employees earning in excess of $5,000 a year 4
which employees making $5,000 a year or less receive no benefits under the plan, -
but employees earning a cent more will get benefits of 50 percent of pay or $2,500
a year. The present law prohibits this sort of thing on the grounds that die-
crimination exists as between the $5,000-a-year employee and the employee
making $5,000.01. In my opinion this plan is undesirable. It tends to create
deep and wide cleavages between groups of employees, You might say it-is the
employer’s money and therefore up to the employer to determine the patterm@ho)t
his plan is to take. We don’t want Government interference and while this may
be an unwise thing to do you can’t distribute wisdom by legislation. Perhapy so,
but the Government does grant tax advantages and it seems to me that thoge
advantages should be limited to desirable plans. Mgreover, the p'roponents of
the bill cannot escape the criticism with such a disclaimer because if we look at
the profit-sharing provisions we see not only that this thing is permitted, but
there is no alternative. If you cover employees earning in excess of $5,000 a
year in a profit-sharing plan and the plan provides for contributions of 15 per-
cent of compensation, in a year that profits are available the $5,000-a-year
employee will of course get nothing while the employee earning $5,000.01 a year
will get $750. Paragraph 4 (B) of the section 501 (e) is very clear on tl}ls
point, Profit-sharing distributions must be based on compensation starting at
the first dollar for covered employees regardless of who is excluded. o

The rule for allocations under a profit-sharing plan is described in subpara-
graph (B) or paragraph (4). This rule provides that at least three-quarters
of each year's contribution (as well as all forfeitures) must be allocated so
that the raito of allocations to compensation be no greater for any covered em-
ployee than for a lower-paid covered employee. The balance (which would be
no more than one-quarter of each year’s contribution) can be allocated in any
manner at all, on a pick and choose basis if you wish, so long as the radio of
total allocation to compensation for any covered employee be no more than two
times the ratio for any lower paid covered employee.

A profit-sharine plan that allocates contributions on the basis of compensation
only would, of course, qualify. As for the three-fourths of the total contribution
there does not seem to be any room for an allocation formula involving years of
service. Similarly, as for the three-fourths of contribution there does not seem
ro be any room for an allocation based on the amount of employees’ eontribu-
tions as under a thrift plan. Of course, the one-quarter can be allocated in any
way as long as no employee gets a percentage allocation more than twice any
other participant. This one-fourth may or may not give you the necessary elbow
room to adopt the type of plan you could at present. Also, at present you can
integrate a profit-sharing plan with social security so that if you have no other
aualified deferred compensation plan you could adopt a profit-sharing plan which
would provide no allocations on the first $3,600 of compensation and up to 9%
percent on compensation in excess of $3,600. Under the proposed rule this would
not be possible.

Because one-quarter of the pie can be divided any way the employer chooses
(with the limitation factor of 2) there is very substantial room for discrimina-
tion, in the old-fushioned sense, in favor of shareholders and highly paid. There
I8, of course, no reason why the shareholders cannot each get 29 percent of pay
and all other employees 143 percent of pay. It cannot be denied that there
are advantages in giving the employer an opportunity of rewarding individusal
accomplishment by higher deferred profit-sharing distributions. But also con-
gider the opportunities it affords for discriminatory practices.

It seems to me that under the bill there is room for almost unlimited discrimina-
tion in this area, 1. e., not even limited to a factor of 2. 'This could be done by
a large employer who sets up a series of trusts. For example, trust 1 would cover
all employees in division 1, plus the president; trust 2 would cover all employeel
in division 2, plus the president ; trust 3 would cover all employees in division 8,
plus the president. In this way, with 3 trusts, the president would get a total
annual allocation of 6 times the percentage of anyone else, 1. e., he could get 87
percent of his salary, against 1414 percent for anyone else. The bill says that
the 15-percent limitation on contributions also applies te the compensation of all
lc’uvextf;:d employees in all plans but does not seem to prevent this abuse as to

enefits,

On the use of compensations other than basic or regular compensation as a
basis for benefits, the bill would allow less leeway than is currently permitted.
It would permit total compensation only if the total compensation is determined
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under a deflnite formula. Total compensation has, to my knowledge, always been
permitted if it is determined under a formula, and frequently a much more liberal
policy has been permitted, depending upon individual circumstances.

I would like to refer briefly to the problem of the union-sponsored multi-
employer plan for the benefit of workers represented by the union. As you know,
bundreds of such plans have been adopted, and an increasing number of workers
are relying on such plans to fill out their retirement programs. The Internal
Revenue Service has in the past read into section 165 (a) the authorization for
qualification of such plans. Certainly section 165 (a) does not lend itself readily
to this interpretation. Many attorneys feel that it cannot ever be stralned to give
the necessary interpretation in certain instances. Thus, in rewriting the code
there is the opportunity of adequately taking care of this problem. The drafters
of the bill referred to the problem in the committee report but did not deal with
it in the bill itself. The report states that such plans will continue to qualify
as employee plans. There may be serious questions whether the opinions ex-
pressed in a committee report are to be deemed as approved by all the Members
of Congress who vote for the bill and by the President who signs it. Would it
gt;t :)e ?etter to give adequate consideration to this important problem in the

ill itself.

‘What is the effect of the proposed changes to the requirement of qualification
of pensions and profit-sharing pplans? The prohibition against discrimination,
which is the keystone of 165 (a), has been eliminated. The adjective “discrimina-
tory” can still be found in the bill and the report, but it has acquired new mean-
ing. As a result of the arbitrary rules there set forth, a plan established uni-
laterally by an employer to cover all employees whom he can legally cover
(namely those employees not represented by a collective-bargaining agent) is
deemed digeriminatory even when no stockholders are to be covered; a plan
intended to provide nominal benefits (perhaps less than under social security)
to persons earning in excess of $3,600 is deemed discriminatory; a plan which
does not discriminate today may automatically be diseriminatory tomorrow be-
cause of normal happenings which do not remotely affect discrimination. The
addition of relatively low-paid employees on a uniform basis to a nondiscrimina-
tory plan will make it discriminatory, while the addition of a high-paid employee
who is a sole stockholder will make a discriminatory plan nondiscriminatory.
A plan whose participants have been selected on a name basis is automatically
approved and a bona fide plan covering all the employees that the employer can
cover is discriminatory. A plan providing no benefits to some employees and
providing disproportionate benefits to others is approved. * * * What can we
expect if these provisions should become law? The extreme cases which will
be established under the encouragement of these provisions will become national
scandals which might very well engulf the entire fleld of pensions and profit-
sharing and bring it into disrepute. As a result some later Congress will be forced
into a position of adopting legislation much more stringent than that existing

STATEMENT SUBMITTED BY A. E. SHARPE, VICE PRESIDENT CALIFORNIA TExAs O1n
Co., Ltp.,, NEw York 17, N. Y., o RECOMMENDED AMENDMENT OF SECTION
402 (a) (8) (ii) anp SmorION 505 (b) (1) oF H. R. 8300

For the reasons set forth below, we respectfully recommend the following two
technical amendments to H. R. 8300:

(1) In section 402 (a) (3) (ii) change the parenthetical reference from
section 421 to section 505: and

(2) In section 505 (b) (1) change the phrase “more than 50 percent”
to “50 percent or more.”

California Texas Oil Co., Ltd. (hereinafter referred to as Caltex) is a cor-
poration the beneficial ownership of which rests equally with Standard Oil
Co. of California and the Texas Co. The practice under which two corporations
bhold equal half interests in a subsidiary so as to operate as genuine partners
rather than with one having greater control and power than the other is be-
coming increasingly widespread. The practice has many desirable business
advantages.

Caltex has an employees savings plan and an incentive compensation plan
each of which is qualified under section 185 (a) of the Internal Revenue Code as
a nondiscriminatory profit-sharing or stock-bonus plan. Pursuant to these plans,
contributions are made to 2 trustee and are invested in the common stock of the
parents.
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Although such plans qualify under section 165 (a), the provisions of sectidn
165 (b), which defer the taxation of the unrealized appreciation on the
tribution of the securities of the employer corporation, are not applicable be-
cause of the reference in section 165 (b) to section 130A. This latter Eectlon,
which deals with so-called restricted stock options, defines the term ” 'parent
corporation” as one owning “more than 50 percent of the * * * stock” of the
employer corporation. As a result of this definition, the employees participating
in the Caltex plans and their beneficiaries are taxable in the year of distribution
on the unrealized appreciation in the securities of the two parent companies
received under the plans solely because each of the parents owns exactly 50
- percent of the stock of Caltex rather than either one of the parents owning
“more than” 50 percent.

H. R. 8300 as passed by the House of Representatives would not only per-
petuate this discrimination, but would actually compound it by dlsquahfqug a
trust in which the assets are invested in securities of the parent corporations
no one of which owns “more than” 50 percent of the stock of the employer..

Section 402 (a) of H. R. 8300, like section 165 (b) of the code, proposes:to
defer the taxation of the unrealized appreciation in securities of the empléyer
corporation distributed by qualified pension, profit-sharing and stock-bonus plans,
. Like its predecessor, section 402 (a) (3) defines securities of the employer-chor-
. poration by reference to section 421, which deals with restricted stock options.
Unlike the existing code, however, H. R. 8300 contains an entirely new sectien
(sec. 505) dealing with allowable investments for employees’ trusts. This sec-
tion, which would be specifically applicable only to such trusts, includes a
definition of securities of the employer and securities of a parent corporation or
a subsidiary corporation of such employer. We submit that the definition hv
reference in section 402 (a) (3) (ii), dealing with qualified employees trusts,
should be to section 505, which likewise deals with such trusts, and not to section
421, which deals with stock options. This is desirable not only in the interests
of clear draftsmanship but also because policy consideration affecting em-
. ployees’ trusts may, either now or later, be quite different from those affecting
restricted stock options.

Assuming that the reference in section 402 (a) (8) (ii) will be changed
from section 421 to section 505, we further recommend that the definition of
parent corporation in section 505 (b) (1) be changed to cover the situation
where an emplover corporation is owned 50 percent by each of 2 parent cor-
porations. This would merely require changing the phrase “more than 50
percent” to “50 percent or more.” :

This change is necessary in order to permit the continued operation of plans
such as our employvees savings plan and our incentive compensation plan. We
understand that Caltex is by no means the only company that is owned equally
by 2 parent corporations and that our plans are not the only qualified pension,
profit-sharing or stock-bonus plans in which the trnstee is required or permitted
to invest equallv in the securities of the 2 parent companies. .

We know of no reason why an -emplover corporation owned equally by 2
parents should be denied the right to continue qualified employees’ plans and
why the employees participating in such plans should continne to be denied
the right to defer the tax on the unrealized appreciation in the securities of
such parents distributed by the trust when an identical plan of an employer
owned by 1 parent would receive this preferred tax treatment. The changes
in H. R. 8300 recommended herein would remove an existing unreasonable dis-
crimination and would prevent a further extension of such diseriminatory
treatment without adversely affecting the revenues.

It may be noted that the “50 percent or more” stock-ownmership principle is
recognized in section 131 (f) (2) of the present Internal Revenue Code and
section 902 (b) of H. R. 8300 relating to foreign tax eredits for corporate stock-
holders in foreign corporations. The changes recommended herein would follow
this precedent.

STATEMENT BY CYRIL J. C. QUINN, CHAIRMAN oF TAx COMMITTEE, IN BEHALF OF
NATIONAL ASSOCIATION OF INVESTMENT COMPANTIES BEFORE THE SENATE FINANCE
COMMTITTEE

The National Association of Investment Companies respectfully proposes to
the committee a technical amendment to Internal Revenue Code section 362 (b)
(7) (sec. 852 (b) (3) (C) of H. R. 8300) concerning the method of distribution
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lo;fl(clapital gain dividends by regulated investment companies to their share-
olders.

The proposed amendment would involve no loss of revenue to the Treasury,
but is one of great importance in the administration of the companies.

Regulated investment companies obtain funds from the public sale of their
shares and then invest these funds in a diversified list of stocks and bonds of
corporate enterprises. They are designed to afford to 2 large number of in-.
dividuals of moderate means an opportunity to pool their investment funds so
as to secure diversification of risk and experienced investment management.
The companies now have total assets of about $5 billion, but the average value
of each stockholder’s investment is only about $3,000. The companies are sub-
ject to regulation by the Securities and Exchange Commission under the In-
vestment Company Act of 1940,

Because regulated investment companies represent an intermediate corporate
layer betwen the investor and the operating business corporation and thus in-
volve the possibility of triple (rather than the usual double) taxation of cor-
porate income, the code for many years has contained special provisions relat-
ing to the taxation of these companies and their shareholders. Briefly sum-
marized, it provides that if the regulated investment company distributes to its
shareholders at least 90 percent of its ordinary net Income the company then is
not taxed on the income so distributed, but it is taxed currently to the share-
holders. In practice the companies have distributed 100 percent of their ordinary
income.

The statute does not require that the companies distribute their long-term
capital gains. It provides that if such gains are not distributed, the company
must pay capital gains tax of 25 percent on them ; but if the gains are distributed
the company pays no capital gains tax and the shareholders include the distribu-
tions in their individual returns as long-term capital gains. Since the large
majority of shareholders pay an effective rate of tax on capital gains much lower
than 25 percent, the resuit is that because of the need to offer the shareholder so
far as possible a tax position similar to that which he would have if he invested
directly, the companies have generally distributed to shareholders all their net
realized long-term capital gains, This is done for the further reason that if the
gains are retained by the investment company they may be reflected in the
market value of the investment company’s shares and produce a second capital
gains tax whenever the shareholder sells his investment company stock.

Since these provisions of the statute took their present form in 1942, the level
of stock-market prices has more than doubled, with the result that a large part
of the current value of many of the companies is represented by appreciation in
securities which if sold by them will result in capital gains. Under the present
provisions of the code a major turnover in the investment company portfolio
could create a need for distributing to shareholders in the form of a capital gain
dividend a large proportion of the company’s assets. While in certain companies
and in certain situations the distribution of capital gains in cash dividends to
shareholders may be appropriate, particularly where they are not large in amount,
nonetheless in other companies and in other situations it may be quite inadvis-
able and inappropriate for the following reasons, among others:

(1) There is a tendency among stockholders to assume erroneously that capital
gain dividends represent recurring spendable income like ordinary dividends,
rather than a part of their capital fund at work as would be the case with capital
gains if the stockholders invested directly in the operating business corporations.

(2) Misapprehension as to the nature of a cash capital gain dividend may
produce a false stimulus to market demand for the investment company stock.
This has already lead the National Association of Securities Dealers to warn
against investment company stock salesmen placing improper reliance upon
capital gain dividends in soliciting purchasers for the stock. Actually distribu-
tion of realized gains will lead to a reduction in future dividends from the invest-
ment company because there will be a smaller fund at work in the investment
company.-

(3) Capital gains should be retained to offset the inevitable capital losses of
subsequent years. To disburse all gains without reserving for losses which may
occur in later years is obviously unsound.

(4) A number of investment companies have outstanding debentures and pre-
ferred stock. These companies should not distribute to shareholders large
amounts of capital gains and thus weaken the position of the senior securities,

(5) In the only court decisions to date capital gain dividends paid to estates
and trusts have been held to be income, distributable by the executor or trustee
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to the income beneflciary, rather than principal to be held for remaindermen.
Since capital gains realized by an executor or trustee on direct inve§tm?“t:in
the trust funds would normally be held in principal, the need for distributing
to income beneficiaries capital gain dividends received on investment cOMpAan;
shares creates an obstacle to the investment of fiduciary funds in investment com-
panies since it makes the investment company shares a wasting asset for the
estate or trust.

(8) Since the problems attendant upon capital gain dividends do not gxist
if the investment company leaves the gains in unreahz.ed form, the current situa.
tion may tend to discourage management from making substantial changes in
the investment portfolio and thus the interest of the shareholders may be
adversely affected. . . . .

Some of the open-end investment companies—I. €., those companies which are
under a legal obligation to buy back from the shareholders their stock at any
time at approximately the current asset value—have engavored to meet these
troublesome problems in part by paying capital gains dlwdends_elther in st_ock
of the company or in cash, whichever the stockholder selects. Th}s at least gives
the stockholder the option to leave his share of the realized gains in the com-
pany if he so desires. But this procedure has proved to be cumbersom_e, expen-
sive, and difficult to explain adequately to the vast number of small investors
who are stockholders of the companies. It has failed to meet the prineipal prob-
lems mentioned above for so long as cash is offered as a dividend, the distribu-
tion takes on both legally (in the case of shareholders who are executors or
trustees) and practically in the market place the earmarks of a distribution
of ordinary income. Furthermore, for various technical reasons it is not feasible
to use the optional stock dividend procedure in the case of the so-called closed-
end investment companies—i. e., those which are not legally bound to buy in their
outstanding shares.

To remedy the situation it is proposed to amend section 362 (b) (7) of the
code (sec. 852 (b) (3) (C) of H. R. 8300) so as to permit capital gain dividends
to be paid in stock of the issuing corporation. In the case of the open-end com-
panies the payment of capital gain dividends in stock will for practical purposes
of the shareholder be the same as paying them optionally in stock or cash since
the shareholder is entitled at any time on demand to turn in any of his stock
to the company for the cash equivalent. In the case of the closed-end companies
the shareholder would have a ready market in which to sell his stock dividend
shares and thus promptly convert them to cash if he so desires; but, in addition,
in order to provide him with cash sufficient to pay the maximum capital gains
tax to which he would be subject without selling any shares, the proposed amend-
ment would require, in the case of the closed-end companies, that the capital gain
dividend consist of no more than 75 percent stock and no less than 25 percent
cash.

Thus while the shareholder’s personal position would be no different under the
proposed amendment than at present, the character of the capital-gain dividend
would be made clear both from a legal and a market standpoint. As a stock
distribution rather than a cash distribution, it would be clear that it represented
capital funds and would not be confused with ordinary income. If the share-
holder sold the newly distributed stock back to the company or on the market,
he would know that he was liquidating part of his investment funds and not
deriving cash dividend income. The companies would not automatically deplete
their investment funds upon realizing gains and could manage their portfolios
without the problem which capital-gain dividends now entail.

There would be no revenue loss to the Treasury involved in this proposal since
it involves only the method of distributing capital gains. Indeed, because of
the elimination of many problems now involved in changing the investment
portfolio, it is quite likely that there would be a substantial increase in the reali-
zation of capital gains by the companies and a resultant increase in revenue to
the Treasury.

There is no constitutional problem involved in permitting the distribution of
currrent capital gains in stock since Congress can tax these gains of the company
directly to the shareholder whether distributed or not. (Cf. I R. C. secs. 331-340,
relating to foreign personal holding companies; I. R. C. secs. 391-396, relating
to personal service corporations; I. R. C. sec. 169, relating to common trust
funds, ete.) Furthermore, the entire provisions of Internal Revenue Code, sec-
tions 361 and 362 [Secs. 851-855 of H. R. 8300], relating to regulated investment
companies are elective with the companies ; and if desired as a protection agajnst
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any possibility of constitutional challenge, a new election by the company to have
the new provision applicable in its case could be provided in the enacting statute.

1t is, therefore, respectfully proposed that section 362 (b) (7) of the Internal
Revenue Code [sec. 852 (b) (8) (C) of H. R. 8300] be amended so that capital-
gain dividends could be paid not only in cash, or optionally in cash or stock, but
could also be distributed in stock of the company if the stock is redeemable at
the election of the shareholder or if it is accompanied by a distribution of cash
amounting to at least 25 percent of the total capital-gain dividend. The amend-
ment could be made in simple form by adding at the end of Internal Revenue
Code, section 362 (b) (7) [sec. 852 (b) (3) (C) of H. R. 8300] a sentence reading
as follows:

“As used in this paragraph the term ‘dividend’ shall include a distribution
payable in the company’s stock which the recipient is entitled to redeem for
approximately his proportionate share of the company’s net assets or the cash
equivalent thereof, or which is accompanied by a capital-gain dividend in cash
equal in amount to at least 25 percent of the sum of such cash and the fair-
market value of such stock at the time of the declaration of the dividend.”

ABSTRAOT AND TITLE GUARANTY Co.,
Detroit 26, Mich., April 9, 1954.

Re H. R. 8300, Revised Internal Revenue Act of 1954

Hon. EveENE D. MILLIKIN,
Chairman, Senate Finance Committee,
Senate Office Building, Washington, D. C.

DEAR SENATOR MILLIKIN : This company is an insurance company organized
under the insurance code of the State of Michigan and under the supervision
of the commissioner of insurance. Its corporate powers are to examine titles
to real and personal property, furnish information relative thereof, and insure
owners and others interested therein against loss by reason of encumbrances
or defective title.

Our income taxes are computed at the usual corporate rate. We receive
no favored treatment. On the contrary, even the reserves set aside for the pay-
ment of losses under our policies are computed as earnings for the purpose of
taxation, although such funds while beld in reserve for losses are not available
to stockholders for dividend purposes.

Our income and excess profits taxes for the year 1953 amounted to approxi-
mately 71 percent of our net earnings bhefore taxes, as computed on the report
required by the commissioner of insurance.

Under sections 34 and 246 of House Resolution 8300 now before your com-
mittee, the individual and corporate stockholders of this company would be
denied the credits against dividends provided for other classes of corporations.
The greater part of the capital stock of this company is held by a private cor-
poration which now receives an 85 percent credit against dividends paid. If
this credit is to be removed and a 52 percent tax is to be assessed against our
dividends after we have already paid a full tax on our own earnings, the amount
of those earnings which will eventually trickle down to the private stockholder
of the parent corporation will be very small.

It is respectfully suggested that the provisions of sections 34 and 246 of
H. R. 8300 should be amended to void the discrimination which would be im-
posed upon this and similar insurance corporations as the sections are now
drafted.

Sincerely yours,
FraANK 1. KENNEDY, President.

(Whereupon, at 12: 30 p. m., the committee recessed, to reconvene
at 10 a. m., Monday, April 12, 1954.)
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UnNrITED STATES SENAT