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THE INTERNAL REVENUE CODE OF 1954

FRIDAY, APRIL 16, 1954

UN1TED STATES SENATE,
Coamrrrer, oN FINANCE
Washington, b.c.

The committee met, pursuant to recess, in room 812, Senate Office
Building, at 10:10 a, m,, Senator Eugene D. Millikin (chairman)
presiding,

Presont: Senator Millikin, Flanders, Carlson, Frear, and Long,

Tho Criramaan, Mr, Herrmann, will you identify yourself for the
record, plensef

STATEMENT OF DAVID W. HERRMANN, PRESIDENT, NATIONAL
ASSOCIATION OF SHOE CHAIN STORES, ACCOMPANIED BY ED-
WARD ATKINS, EXECUTIVE VICE PRESIDERT

Mr. HerrmanN, Mr, Cheirman, Senators of the committeo, my
name is David W. Heremann, 1 am vice president of the Melvills
Shoe Corp. of New York, which oporates 794 stores throughout the
United States and 12 factories in New Humpshire and Masgsachusetts.

‘T'he CriairmaN, How many stoves?

Mr, HERuMANN, 704,

The Cramman. You make your shoes where{

Mr. HereManN, Primarily in factories located in New Hamp-
shire and Massachusetts, New England,

I am president of the National Association of Shoe Chain Stores,
and am appearing in behalf of that association, and the American
Retail Federation, representin%their position on section 859 and re-
i:}teg sseé:(!);;')ons of the Internal Revenue Code of 1954, designated as

Descriggions of both of the aforementioned reteil groups and their
memberships m-e.ns)pended to this stntement.

Those responsible for H. R, 8300 are to be complimented on the
magnitude of the task they assumed, and the general results of this
giq;mtio effort, in effecting n major rovision of the existing code,

H. R. 8300 is to be more commended than criticized, but it is in-
evitable that in drafting volumes of tax legislation, a number of flag-
rant inequities will appear.

Ithough ssctions 851 to 873, undor the title of “Corporation Or-
ganizations, Acquisitions, and Separations,” contnin & number of
clarifications helpful to taxpayers, our opposition is directed to the
provisions of section 359 and related sections, dealing with mergers,
consolidations, and corporate acquisitions, I will hereaftor use these
terms interchangenbly.

11581



11562 INTERNAL REVENUE CODE OF 1054

As a result of these provisions, relatively large corporations can no
longer acquire the nssets, or the stock, of relatively smaller corpora~
tions in a tax-freo statutory merger or consolidation, Two publicly
held corporations may merge or consolidate in a tax-free transaction.
However, even in this instance, many corporations whose securities
are traded on the major stock exchanges would not fall within the
definition of a “publicly held corporation,” which states:

A corporation will be deemed to be publicly held unless 10 or feswer shareholders
own wwore than 60 percent elther of the total comblned voting power or of the
total value of all classes of stock of the corporation,

A Publicly held corporation could not consolidate tax-free with a
closely held corporation unless the stockholders of the transferor cor-
poration received at least 20 percent of the participating stock—after
consolidation—of the acquiring corporation, .

This imposes an almost impossible, if not purely academic, require-
ment which virtunlly outlaws consolidations or mergers between
publicly held corporations and closely held corporations.

The Cuamman, Give me some idea of the stock structure of your
association, Who owns your stock?

Mr. HerrmanN, The association is made up primarily of chain-
store organizations, operating in the shoe business,

The Cuamrman, Is it a true association, or do you have stock

Mr, HerraannN. It is a true trade association.

The Cuarrman, Very well, go ahead.

. Mr. Hegraann, It is incorporated and tax-exempt under the code,
gir.,

I am not an attorney, but as a businessman, will address myself pri-
marily to the equities and economics invelved in those provisions of
section 850 relating to consolidations and mergers,

Most statutory consolidations or mergers take the form of acquisi-
tion by a corporation of the stock, or assets, of another in exchange for
part of its voting stock.

Under the provisions of section 359, few mergers, involving closel
held or privately owned corporations, would ever have been eﬁ'ectm{
In only exceptional and isolated instances would the glfeatest portion
of these mergers have qualified for tax-free status, The tax impact
would have precluded most of them. .

In o majority of instances, a closely held corporation is consolidated
or merged with a publicly held corporation. It is this ¢typical transac-
tion most adversely affected by the restrictions imposed in section 839,

Consolidations or mergers are undertaken for a number of reasons
recognized by law, and recognized as sound, economically. Considera~
tions accruing to the advantage of the stockholders of a closely held
corporation include the following:

1. Additional financial resources. '

2, Acquirsigf capital for business needs and expansion,

8. Increased efficiency through an exchange of personnel, methods,
and research, which a small corporation might not be able to afford.

4. Acquisition of more readily marketable stock.

5. Continuity of the business in the event one or'more key executives
die, and heirs are incompetent to run the business.

6. Insuring the ability to meet estate taxes, without sacriflcing the
business through forced sale. A

’
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Advantages to the acquiring corporation include:

1, Diversification,

2. Acquisition of capable management.

8. Expansion which might othierwise require many years to effect.

4, Economies resulting from combined operations, resulting in
incrensed net profits.

8. The elimination of losses usually incurred in launching a new
enterprise,

All of these considerations are vital to the business involved, and
generally result in higher taxable corpornte income for the Govern-
ment.

In the report of the Committee on Ways and Means, the sole justifi-
cation for section 369 is contained in the following statement::

Publicly held corporations usually have a corporate exlatence separate from
that of thelr shareholders and, as a rule, do not merge or consolidate with a view
to the tax advantages which may result therefrom at the shareholder level,
There 18 anple evidence, however, that closely held corporntions may undertake
these transactions solely in the hope of distributing earnings to sharcholders at
capital gains rates.

It appears from the aforementioned statement, that Government is
requesting legislation to kill dozens, maybe hundreds, of legitimate
transactions, when it already possesses moro direct means to deal with
the situation which section 339 attempts to reach by indirection,

Section 102 may be invoked in cnses of unnecessary accumulation of
surplus, which mny be taxed ns provided in the act. If surplus is

*necessary in the conduct of a business, it will not be paid out, in any

event, and no tax will arise at the stockholder level.

The CratrMaN, Give us an cxnmp]o of your operations,

Mr, HerratanN. The operation of the corporation that Y——

The Cuamman (interposing). Your National Association of Shoe
Chain Stores.

Mr, Herraann., Our Nationnl Association of Shoe Chein Stores
represents practically all of the accredited shoe chaing in the United
States. We endeavor to implement a program of research for the
benefit of the association members. We endeavor to interpret legis-
lation for the benefit of the associntion’s members. Wo run a style
show each year for the purpose of creating general style uniformity
in the industry, and ﬁiving the association’s members the benefit of
research by expert stylists who are hired to do a job which some mem-
bers could not afford to pay for.

The CuamrMan. What is the financial relationship between your as-
sociation and the Foot Comfort Shoe Store of Keokuk, Iowa ?

Mr, HerrmanN, The financial relationship of the association to the
average shoe store is on a basis of dues, very low dues, which are
predicated on covering the expenses of the association. It is & non-

rofit association, and it is an association that is run entirely for the

enefit of its membership.

The Cruamman. Do you direct their operations?

Mr. Herrsany, We have an executive secretary, Mr, Edward At-
kins, who actively directs the operation. We elect new officers, every
2 years, who are representatives of the association’s member com-

anies,

P The Cuuarrman, What is the obligation of the shoe store toward the
association ?
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Mr. Hrreyanx, The obligation of a shoe store toward the associa-
tion is voluntary. The stores, or the chains, pny dues up to approxi-
mately $2,000 for the larger chains, based on the size of the company
and starting with $100, which is a nominal membershi;).

The Cramman, You don't own any of the stock! Do you have
any ownership interests, stock or otherwise, in any of the companies
that you serve!

Mr. ATriNg, Mr, Senator, may I interrupt?

The CHAIRMAN. Yes.

Mr. ATeins. I am Edward Atkins, executive vice president of the
association, I think I sense the direction of your question. May I
say this: No officers of the association, neither paid or unpaid, own
stock in other members of the nssociation, except the companies which
they happen to be offiliated with, The nssociation, itsolf, controls no
stock in any member company, Is that your question?

The Cuamman, I believe so. I am still somewhat confused.

Mr. Atking, We are just a typical trade nssociation like soveral
thousand others. The association, itself, has no financial control over
any of its members,

he CiatrMaN, Proceed, please.

Mr. HerrMANN, Thank you.

Up to the present time, it has been regarded economically and logally
sound to put one's estnte in good order, to create maximum liquidity,
so that the heirs and, incidentally, the Government’s interest in cs-
tate taxes, are adequately protected. . )

If section 850 becomes lnw, two lamentable results are inevitable,
A business, which might otherwise bo merged with nnother, will not
be, because of the tremendous tax impact on stockholders. It will face
the possibility of sale subsequent to the death of one or more key stock-
holders, in order to meet estate taxes. It may be sacrificed under
pressure, a lower estate valuation will result, and the Government will
Incur a loss in revenue. .

Or, the business may be merged with a publicly held corporation;
the profit to the stockholders of the transferor corporation will be
taxed at capital gnins rates based on the market value of the stock
exchanged, and more often than not, a large block of the stock received
will be sold within the fiscal year to satisfy the tax liability accruing,
This might ensily depress the market, affecting thousands of innocent
stockholders. As a result, stockholders of many companies, aware of
these consequences, will become reluctant to approve mergers, regard-
less of corporate advantage. )

In the case of highly desirable acquisitions, purchase prices would
have to be stepped up to meet the tax linbility resulting from the ex-
change. Itis twibe conceivable that in the cases of many closely held
corporations whose stocks carry a characteristically Iow base, the

urchase Price would have to be advanced as much as 33 percent.
his would tend to make many worthwhile mergers impossible to

complete.

M?m{ closely held corporations, eay;ecially the type most likely to
be involved in mergers, are relatively large, with their shares activel
traded on the exchanges, or over the counter, and with their stoo
widely distributed and held by thousands of stockholders, and I am
at this point citing an example with which I am very familiar,

]
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The following example is by no means unusual in the case histories
of consolidations or mergers, ~ Corporation X, a closely held corpora-
tion, according to the definition in section 85*_), wag merged, in 1052,
wi]tl’:l corporation Y, a publicly held corporation, in n statutory con-
solidation,

Corporation X had approximately 475,000 common and preferred
shares outstanding, & net worth over $7 million, and a list of about
2,000 stockholders, Corporation Y had 2,400,000 common shares out-
standing, a net worth of $23 million, and over 15,000 stockholders,

There were . number of advantages for both organizations inherent
in the merger: Diversification, & new medium of expansion, and the
ecquisition of management with e fine record of nchievement, evidently
motivated the larger corporation, Incrensed efficiency, the backing
of larger resources for an expansion program, and greater marketa-
bility for the stock evidently motivated the smaller corporation,

If section 859 were then law, the merger would not have occurred.
Stockholders of the smaller corporation would not have assumed the
tax burden, Stockholders of the larger corporation would have been
reluctant to crente a situation whereby large blocks of stock would
have to be thrown on the market to meet the tax obligation. Thou-
sands of stockholders would have been penalized.

The real loser, however, would have been the United States Govern-
ment.

The annual dividends on the common shares of stock of the X
corporation have been incrensed from $1.45 per share annually to
$1.80 per shade, The value of the common shares of the X cor-
poration has rigen from $17 to $29, with an obvious comparable in-
crease in potential estate taxes .

There 1s no greater justification for taxing stockholders because
they changed certificates pursuant to a statutory consolidation, or
merger, under section 112 (g) than there is to tax a stock dividend.
No real profit can acerue in either instance until the stock is sold.

The stated purpose of section 359 is to prevent the distribution of
earnings at capital gnins rates, But despite this statement in the re-
port, the section then proceeds to impose & tax on the exchange at
those very capital gains rates, not only on accumulated earnings,
but on the entire amount of stock received in the exchange, to the
extent that the value of such stock represents an accretion in value
overits original base, |

Actunlly, this section imposes a tax on capital. The surplus, and
even that part of the capital stock which might have resulted from
a transfer of surplus to capital, was taxed at normal and surtax rates
in the years in which the earnings occurred. It is now in danger of
being doubly taxed at capital dgains rates before a share of stock is
gold, or a dollar of real or liquidated profit is realized.

The proposed section is invidious in its implications. It differ-
entiates between small business and big business. It forbids, or
penalizes, the stockholders of a closely held corporation from realizing
greater markembi]itlx; for their stoci holdings throufh consolidation,
or merger, and in the same section, gives a green light to publicly
held corporations, . L

We should not labor under any illusion about publicly held cor-
porations. They merge for the same justifiable business reasons; but
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there are fow morgers wherein the stock of both corporations enjoy
equal marketability, Certainly, the stockholders of the publicly held
corporation, whose shares ave less active, less marketable, and would
tend to depress the quotation on any sizable offering, should not be
necused of attempting to distributo surplus ut capital gaing rates
through the device of the merger. There is no more justitieation
for impugning the motives of a closely held corporation,

Section 350, in essence, singles out” stockholders of closely held
corporation, and states: You can't make your stock more market-
able througi\ consolidation, unless you pay the full tax on the co-

yornte Bm'?]us and any capital aceretion beforo you died.  On evalua-
ion, the Government might discover this to be an expensive philos-
ophy. Stocks of closely held corporations, with debatable market
values, are always difficult to appraise. They are oflen the subject
of controversy, compromise, or litigntion, for the lovying of an cstate
tax, Stocks of a publicly held corporation have a specific market
value, which minimizes the problem inhovent in uppraisals and sub-
uent collection of tax.

'he provisions of section 350, and related sections, insofar s they
apply to consolidations and mergers, are unjustifiably punitive, "They
are more regulitory than revenue producing, and will stifle nornwl
business practices which have built some of our greatest industries,

An even greater iner]uit.y exists in the caso of a contemplated merger
botween 2 closely held corporations whercin the stockholders of
1 corporation would not receive in oxchange at least 20 percent of
tho stock—after consolidation—of the acquiring corporation. The
stockholders of the transferor corporation would be confronted with
a capital-gnins tax on all of the stock received in exchange, without
the availability of a ready market to liquidate sufficient stock to meet,
their tax linbilxt¥. )

To illustrate the vital interest of the retail industry, the following
statistics are important: .

According to information of the Securities and Exchange Com-
mission, there are 250 retail companies listed on the exchanges, and I
might ndd at this point, Mr, Chairman, that np)])lies to corporations,
rather than companies. A number of these might not meet the defi-
nition of “publicly owned.” The latest available compilation of the
Internal Revenue Division indicates 112,000 retail companies filed
returns in 1048, Section 850 may appropriately be construed as legis-
lation inimical to the interest of over 111,000 retail companies, These
go-called small business establishmonts constitute the major portion
of the retail industry.

I hiave been informed that witnesses who appeared before the Senate
Finance Committee have advocated postponing the effoctive date of
section 859, which is specified as March 1, 1054, This suggestion hus
evidently beeen offered in the spirit of compromise. I could not, in
due conscience, oppose a postponement. Undoubtedly, a number of
mergers and consolidations were in process as of March 1. We all
know, that as & result of SEC regulations, such transactions require
considerable time for consummation. Any type of retroactivity
wounld involve tromendous losses and undue hardship to the parties
involved, who had good renson and justification to rg‘{ on the statu-
tory provisions of section 112 (g) in the Revenue Code, as it existed
prior to March 1, 1954. :

s e T
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ITowever, the provisions of section 359 are inequitable, opl)rossivo.,
uneconomic, and unsonnd ns a revenue-producting device. They are
either right or wrong, and should be completely stricken from the
ieode. There should be no compromise with poorly conceived legis-
ation,

I sincerely doubt if legislutors responsible for the inclusion of this
section had suflicient time to evaluate its effects properly, I think,
oventually, it will be realizecd that the results of these provisions, in
no way, carry out their intentions, or represent the solution they hope
to achieve. Although it represents a perfectly obvious conclusion, at
this point, I would like to state that the substance of the present pro-
visions of section 112 dealing with mevgers and consolidations should
be rencwed and retained in the code,

Mur, Chairman, we have requested time to express our opposition to
section GU10, relating to the declnration of estimated income tax by
corporations,  We believe that this section directly effects an increase
in corporate taxes at a time when reductions were anticipated and,
incidentally, deferved.  Ilowever, in the interest of time, and to avoid
duplication, the views of the National Associntion of Shoe Chain
Stores will be presented by the Ameriean Retail Federation, sched-
uled to appear before this committee at a later date,

Senator Loxa, Might I {'ust ask you to give me an illustration of
what you have in mind when you tell me how these conselidations
would be affected under the lnw as it stands, and how it would be if
section 359 becomes law? 1 would just like for you to illustrate the
difference so I can get it straight in my mind,

Mr. Heruarann, Well, reverting to the example contained in this
presentation, preferred stock was exchanged for preferred stock;
common stock was exchanged for common stock. The stockholders
received stock in identically the same proportions as they held stock
prior to the consolidation in the truns}erox' corporation, and none of
that stock which was received in accordance with the plan of statutory
tax-freo consolidation was taxable to the stockholders,

Senator Lona. Was that a corporate reorganization or n merger?

Mr. HerrmanN, That was a merger. 'The transferor corporation
was subsequently liquidated and became part and parcel of the ac-
quiring corporation. .

The total of 450,000 shares of common stock, which was the capitali-
zation of the transferor corporation before the merger, and 25,000
shares of preferred stock, would not have constituted the 25 percent
requirement before consolidation, or 20 percent subsequent to consoli-
dation of the 2,400,000 shares outstanding in the acquiring corpora-
tion.

Consequently, stockholders would have been confronted, in that par-
ticular situation, with the necessity of rejecting the merger. That
merger never would have been concluded because it would have been
folly to file an application or a plan of statutory consolidation, there,
in view of the fact that all of the stock received by the stockholders
of.thettrnnsferor corporation would have been subject to a capital

ains tax. '
8 Senator Lona, Now, if I understand you correctly, as it stands
today, that transnction is n tax-free transnction; there is no profit or
ain on it; it is a simple consolidntion or merger of two corporations,
18 that right ¢
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Mr. HerrmanN, That is exactly right, sir,

Senator Lona. If certain stockholders own more than 25 percent of
the stock in the corporation, then under section 859 that would no
longer be a tax-free transaction. Am I correct in assuming that1

r. HerrmaNN., Well, it would qualify for a tax-free transaction if
all of the stockholders of the transferor corporation owned 25 percent
of the stock of the ac?mring corporation before consolidation, which
through the process of mathematics, becomes 20 percent of the stock of
the corporation after consolidation.

Now, in this particular situation that I am referring to, the tax

_impact would have been so great becauso this corporation would not
qualify for tax-free consolidation, that the consolidation never would
have taken place. The tax linbilit that situation would have beon
somewhere around $4 million to $4.5 million, in view of the fact that
the transferor corporation, even though it was a large corporation
with a surplus an cqpltni of over $7 million, actually was started
from a very small business,

The major stockholders had a very low base. The capitalization
was increleused, from time to time, as & result of transferring surplus
to capital,

Now, even though the surplus of the corporation represented a
minor portion of the capitalization, practically the entire amount, or
the entire value of the stock received in exchange, represented a capi-
tal gain to the majority stockholders, because of their low base,

ho CiratraeaN, Thank you very much, indeed.

Mr, HEreMaNN, T wish to thank you for the privilege of appearing
before this committee, '

The Cuamnaan. We have been glnd to have you here.

(Tho appendix to Mr. Horrimann’s statoment follows:)

APPENDIX

The Natlonat Assoclation of Shoe Chain Btores 18 a group of 47 companles
operating approximately 6,000 retall shoe stores and departments in 48 States,
Thelr annual volume of business is in excess of $600 milllon,

The assoclation headquarters are at 61 East 42d Street, New York, N. Y.

A list of the memberalip i as followa:

A, 8, Beck 8hoe Corp.,, New York, N, X.

The Beriand 8hoe Stores, Inc,, 8t. Louls, Mo,
Block's Shoe Stores, Beattle, Wash.

Books Shoe Co,, Plttsburgh, Pa.

Brasley-Cole Bhoe Co,, Ltd,, Los Angeles, Calif,
Butler's, Inc, Atlanta, Ga.

The Dan Cohen Co., Cincinoati, Ohlo

Dial 8hoe Co., Inc,, Philadelphla, Pa.

Edison Brothers Stores, Inc., 8t, Louls, Mo.
Endlcott Johnson Corp,, Endicott, N, ¥,
Entroth Bhoe Co., Toledo, Ohlo

Epko Bhoes, Inc,, Toledo, Ohio

Eppenberger 8hoe Co., 8t. Louts, Mo.
Fashlon-Thimble 8hoe Co., Inc., Bt. Louis, Mo.
Robert Fellich 8hoe Co., In¢,, B¢, Louls, Mo,
The Felaway Bhoe Corp., New York, N, Y,
Gallenkamp Stores Oo., Los Angeles, Callf,
General Retail Corp.,, Nashville, Tenn.

Karl's Bhoe Btores, Ltd., L.os Angeles, Callf, 3
Ke‘:mne Bhoe Btores, Inc, Pittaburgh, Pa,
0. R. Kianey Co,, Inc,, New York,N, Y.

Kitty Kelly 8hoe Corp,, New York, N, Y,
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The Krohngold Shoe Co., Cleveland, Ohlo
Lee’s 8hoe Stores, Inc,, St, Louis, Mo,
Liberty 8hoe Stores, Inc., Buftato, N, Y.
Maling Bros, Inc, Chicago, 111,

Marilyn 8hoe Corp., Augusta, Ga. .
Melvllle 8hoe Corp., New York, N, Y.
Mliles 8hoes, New York, N. Y,

Miller-Jones o, Columbus, Ohlo

Morasoe 8hoe 8Stores, Boston, Mass,
Morton's Bhoe Stores, Boston, Mass,
National 8hoe Co., Ltd,, Los Angeles, Calit,
National 8hoes, Inc,, Bronx, N. Y,

The Nobll 8hee Co., Akron, Olilo

The ILouls Ostrov 8hoe Co., Akron, Oblo
Roo Bros, Stores, Inc,, Beverly Hlilla, Calif,
Sears, Roebuck & Co,, Chicago, Ill.

S8hoe Corporntion of Amerlea, Columbus, Ohlo
The D. M, 8ift Rlioe Co., Akron, Ohlo

1. 8tmon Co,, Inc,, New York, N. Y,

Spencer 8hoe Corp,, Boston, Mass,

Thrift 8hoe Stores, Wilkes-Bnrre, Pa,
Tradehome 8hoe Stores, Ine, 8t. I'aul, Minn,
Triangle 8hee Co,, Inc., Witkes-Barre, I'a,
Uncle Ram's 8hoe Stores, Paterson, N, J.
Wilkerson Bhoe Co,, 8t. Louls, Mo.

The Amerlean Retail Federatlon s a foderntion of 28 nationa! retafl trade
nsaocintions and 34 State retull associations represonting approximately 700,000
retnil stores, Hendqunrters are at 1025 Eye Street NW,, Wushington, D. C,

Mcembers of the Amerlean IRetail Federation follow

American Natlonnl Retall Jewelers Association
Amertenn Retall Conl Assoclntion

Arizone Federatlon of Retall Assoctatlons
Arsoclatlon of Credit Apparel Stores, Ine,
Assoclatedd Retallors of Indiana

Assoclated Retnllers of Jowa, Inc,

Assoclated Retnllers of Washiugton

Calitornln Retnllers Associantion

Colorndo Retnilera Assaclntlon

Council of Texns Retnllers' Associntions
Delaware Retallors’ Council

Florida State Retallers Association

Georgla Mercantlle Agsoclntion

Idako Councll of Retallers

Illinols Federation of Retail Associntions
Institute of Distribution, Inc,

Kentucky Merchants Associntlon, Ine,

Limited Price Varlety Stores Assoclatlon, Ine.
Loulsiana Retallers Associntlon

Mail Order Assoclatlon of Amerlea

Muline Merchants Association, Ine,

Maryland Councll of Retall Merchants, Ine,
Maasgrachusetts Council of Retull Merchants
Michigan Retnllers Assoclation

Minnesota Retail Federation, Ine,

Missour! Retallers Assoclation

Natlonel Appliauce and Radlo-T'v Dealers Assoclation
Nationnal Assoclation of Chain Drug Stores
Natlonal Assoclation of Food Chalns

Natlonal Assoclation of Music Merchants, Inc.
Natlonal Assoclation of Retall Clothing and Furniture
National Assoclation of Retall Grocers
Nntlonal Assoclation of 8hoe Chain Stores
Natlonal Foundation for Consumer Credit, Ine,
National Industrial Stores Assocliation
Natlonal Jewelers Assoclatlon

Natlonal Luggage Dealers Assoclation
Natlonal Retall Dry Qoods Association

43094 —~54—pt, §——2
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National Retail Farm Equipment Association
National Retall Furniture Associntion

Natlonal Retail Hardware Assoclation

Natlonal Shoe Retafiers Assoclation

Natlonal Sporting Goods Association

Natlonat Statlonery and Oltice Equipment Assoclation
National Tea and Coffee Merchants Assoclation
Nevadn Retail Merchants Assoclation

New York State Council of Retail Merchants

North Carolina Merchauts Associntlon, Ine,

Ohlo Btate Council of Retail Merchants

Oklahoma Retall Merchants Association

Oregon Rftate Retallers’ Council

Pennsyivania Retallera' Associution, Ine,

Retail Merchants Associntlon of New Jersey

Retail Merchants Assoclation of South Dakota
Retnll Merchunts Associatlon of Tennesses '
Retail Paint and Wallpaper Distributors of America, Inc.
Rhode Island Retall Assoclation

Utah Councll of Retallers

Virginia Retall Merchants Assoclation, Inc.

West Virginia IRetailers Association, Inc,

Mr. Kable, be seated and identify yourself to the reporter, please.

STATEMENT OF, CHARLES W. KABLE, JR, CHAIRMAN, TAX COM-
MITTEE, AMERICAN COTTON MANUFACTURERS INSTITUTE

Mr, KanrLe, My name is Charles W, Kable, Jr., of 240 Church Street,

New York City. I am associnted in business with Durring, Millikin &
Co. Weare commission merchantsselling textile produots of all types.
I am also chairman of the tax committee of the American Cotton
Manufacturers Institute, with principal oflices in Charlotte, N. C.
. 1 appear bofore your coriunittes on behalf of the institute. The
institute also is o voluntary nssociation, a nonprofit group, and includes
in its membership about 85 percent of the tota manufacturing capacity
of the cotton end of the textile indust(;‘g6

This industry empleys about 500,000 workers and it is essentially
an industry of small enterprises, no one of which constitutes more
than 4 percent of the total, Since the average cotton textile manufuc-
turer operates on the basis of a minor fraction of 1 percent of the
industry’s total business, lis resources are necessarily limited.

The Crarraran, What is the total business of the industry$

Mr. Kaore. I would have to give you a guess on that.

The CuairMaN, (ive me an estimate,

Mr, Kanre, It would be $6 billion to $7 billion,

When Chairman Reed and the House Ways and Means Committes
first undertook the complete revision of the Internal Revenue Code
which had, over the years, evolved into a patchwork of unworkable
legislation and & myriad of confusing and contradictory regulations,
most observers felt that an impossible task had been undertaken,
Novertheless, H. R. 8300, completed within an incredibly short period
of time, for the most part represents a vast improvement over the
present Internal Revenue Code,

The CratrxaN. I might say that the House Ways and Means Com-
mittes worked on this for over a year. :

Mr, Kasre, I know, sir, -
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The Cuamrman. And their efforts followed questionnaires which
were widely spread througout the country, so it isn't a case of “Lot’s
sit down, boys, and write a new revised tax bill, overnight.” There
was o lot of work put into this bill, whether you like it or not.

Mr. Kante. I understand that. .

In an undertaking of this mognitude, it is only natural that all con-
siderntions could not have been taken into account. Suggestions for
improvement of certain sections of subchupter C of chapter 1 of H. R,
8300, relating to corporations, ave, therefore, offered for your con-
sideration,

The first section of subchapter C to which I shall refer is 300, For
the past 10 years, under applicable case law and rulings of the Internal
Revenue Service, stockholders were permitted to receive a preferred
stock dividend on common tax free, in cases where there was no prior
outstanding preferred stock. Suhsequently, when such preferred
stock was redeemed or sold, litigetion ensued as to the question of
whether such sale or redemption constituted capital gnin or a dividend.

That is the renson for the enactment of section 300, undoubtedly.
Section 300 now proposes an 85-percent transfer tax on such corpora-
tion when and if it redeems such preferred stock within 10 years of
issuance, or January 1, 1954, whichever is later, with certain excep-
tions. There are certain exceptions, as stated in the section,

1f these provisions of section 300 are permitted to remain in the bill
they will paralyze many legitimate business functions. It appears that
they will also nullify the intended outcome of many transactions
originated prior to January 1, 1954, under the present code, and ap-
proved by the Trensury Department. The problems of small business,
operating on the basis of limited capital and limited credit, at times
require rapid changes in corporate structure, which are not predictable
at the time earlier transactions are made,

Our reaction to section 300 is threefold. First, there should be no
tax imposed on the corporation. Such a tax is intended to penalize
the majority stockholder whose stock is redeemed, and it would also
severely punish the minority man who has a few shares, and is really
not involved in the transaction. .

Secondly, from the standpoint of our experience as businessmen, it
would appear that a 5-year maximum period of prohibition as to re-
demption of preferred stock under these conditions would be more
than ample. . .

Finally, the arbitrarg provision that the period of prohibition
start on J’anuary 1, 1954, rather than the date of the issuance of the
p}:'efgrrecz stock dividend itself, should certainly not be accepted by
the Senate.

Corporations who issued nontaxable preferred stock dividends on
common prior to January 1, 1954, and in some cases ag much as 30 or
ever 40 years ago, should not be trapred in this fashion, particularly
if business considerations indicate the desirability of retiring pre-
forred stock within the next few years, I am referring to the possible
desirability of retiring stock because of the present easy money, and
if there was continuance of it, you could probably borrow at 8 percent
when your preferred stock might have a 514 percent rate,

Even without tax considerations, that would be good business. In
1061, when section 112 (b) (11) (iealing with the spin-off situation
was before the Senate, Senator Humphrey of Minnesota discussed
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the problem of tax avoidance and the possibility that turning ordinarz
income into capital gain might be done through the disposal of stoc
or assets, At that time, he proposed a 8-yoar holding period to pro-
tect the Government from tax avoidance.

Senator George opposed the 8-year period on the ground that here
again, it might unduly intorfore with genernl business practice. I
&oto in part from Senator George’s statement nt that time, in the

ngressional Record, volume 97, No. 181, September 27, 1051, pages
12450 through 12462, Mr. George stated:

That {8 true; but why put in a time element, which would make the section
unworkable? In these uncertain tiines, we cannot foresce how long we can
carry on a business, or when we may have to sell the atock, I bellevo that the
Senator's amendment is wholly unneccessary. .

It is & matter of record that Senntor George’s reasoning provailed
in the Senate at that time, '

The looshole as reprosented by the recent Chamberlin case, which
gection 309 intends to close, still exists. In that ease, tho stockholder
who received a nontaxable preferred stock dividend sold it the next
day to an insurance company and was allowed to pay tax at capital
gains rates. That is what the court held.

The House bill denls only with redemption of preferred stock
dividends and not with their sale. A dividend tax should bo levied
on the gain derived by the recipient of preferred stock, whether he
redeems or sells the stock within 5 years from the date of its issue,
Therenfter, any gain derived by him should bo taxed as a eapital gain,
and that is the way we view 1t. And I think that would plug the
loophole, Mr. Chairman,

(] sge%gest & 5-year snriod, ns being unreasonable—6 months is
considered a proper holding period for ordinary capital gains. A
transfer tax upon the corporation is unjustified and the retronctive
feature with respect to the holding period contained in the egresent
House bill, to our way of thinking, is completely unwarranted.

Our next suggestion refers to section 859. In general, it amends
section 112 (b) (1) (b) of the present code, which has already been
covered by Mr. Herrmann, whereby it has always been possible for
a corporation to exchange voting stock for at lenst 80 percent of the
stock or assets of another corporation in tax-free rcorganization.
This is something that has been in the code for a long time, and has
been found to be thoroughly workable.

Time didn’t permit me personally to make the necessary researches.
I don't know when 112 emerged into the code, but I would like to have
reviewed the reason-why philosophy that underlay the section 112

uping, at that time, However, I was in Mr, Gemmill’s office a
ew days ago, and he gave me to understand that the technical ad-
visers of the committee recognize the need for basic changes in this
section of the statute and, therefore, I won't discuss them.” It is re-
quested, however, that my written statement be made a part of the
record, I have something on it here, but I don’t think I need burden
you with the length of that.

Fhe CuarmaN, It will appear in the record, ! .

Mr. Kanrx, Subsection (a) of section 359 contains & definition of
s publioly held corporation by defining a closely held corporation
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as one having 10 or fewer stockhalders, owning more than 50 percent
of the combined voting power of all classes of stock. Here, aguin,
thero appears in proposed tax legislation specific discriminations
against small business,

Under present lnw, no gnin or loss is recognized to n large or small
corporation which consolidates a mcrqcr, under State lnw, into
anothor corporation,  As Mr, Herrmann ls alvendy gointed out, this
principle is retnined only for statutory mergers and consolidations
now in H. R. 8300, for the Pnbliclv held corporation,

It appears that in deafting this provision, the Honso Ways nnd
Means Commiitteo lost sight of its own objectives, which appear to be
set forth on page 2 of the committeo roport nccompanying }l-I R. 8300
whero it is stated :

The bil contalns mauny provisions which are lmportant to the growth and
survival of small business.

Thoe enactment. into lnw of gections 300 and 359, as woll as such other
sections of subchapter C, I1, R, 8300, which depend upon the definition
of “publicly held corporations’ will seriously impaiv the competitive
position of the small American businessman, seviously tmpnir the
marketability of the equity stock in his company, which will reflect in
due time in the reduced denth taxes collected by the Governmont
becauso the stock isn't worth as much, and, over a period of time,
greatly increase the incidence of failure of small businesses where a
timoly reorganization is not effected beeause it cannot bo effected, ns
pointed out_by My, Herrmann, due to the restrictions imposed by
subchapter C. -

A man who i3 the head of one of the small mills in Sonth Carolina
may just have a wife and minor children when he dies. It would be
a vory serious matter for that man, if he woren't able to capitalize on
the results of a life work, by merging with a much larger unit.  Why
shouldn’t the owner of an open hearth furnace employing half a
dozon people be willins{ and anxious to merge with a much Inrger cor-
poration and take his holdings out in somothm% that is liquid, about
which there will be no argument whatever at the time of his death,
a8 to valuation? When such a transaction is completed, the small-
business man has readily marketable securities, received in exchange
for his closely held stock—no cash.

We, therefore, recommend that the definition of publicly held
corporations set forth in section 859 (a) be stricken from the bill, as
well a8 the tax concept reflected in sections 354, 882, and many others
in H. R. 8300 that rely on this concept.

I appreciate very much the oppor umtﬁ you have given me to speak,

The CamyMaN, Thank you very much,

Mr, Warter J. Myzrs. I will ask the remaining witnosses to plense,
while you are waiting, reviow your remarks, We will haye to shorten
the length of them. We have spent almost an hour with two wit-
nesses. That is not too long from the standpoint of our desire, but
it is too long for the time limit within which we have to operate.

If you can just give us a summary of your paper, the paper will be
digosted by the staff and nothing will be lost, and a lot will be gained,
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(Mr. Kablo’s prepaved statement follows:)

BTATEMENT oF CIARLES W, KABLE, JR., CITAIRMAN O 1RE Tax COMMITTEN,
’ AMERICAN COTTON MANUFACTURERS INSTITUTR

Mr. Chairman, my name {8 Charles Y¥. Kable, Jr,, of 240 Church Street, New
York City. I am chalrman of the tax committee of the Americnn Cotton Manu.
facturers Institute, and appear hefore your committee on hehnlt of the lnstitute,

The institute, a trade nssoclation, includes in ita membership about &8 percent
of the total manufacturing capaclty of the cotton-textlle Industry, Our Indns.
try employs about 800,000 workers, and 18 essentinlly an industry of smnll enter-
priscs, no one of which constitutes more than 4 percent of the totnl, 8lnce the
averare cotton textile manufactuver operatea on the has(® vf n minor fraction
of 'ngercGM of the Induatry's total husiness, his vesourcea arve necessarily lmited,

en Chalrman Reed and the House and ‘WWays and Means Committee first
undertook the complete revision of the Internnl Revenue Code, which had, over
the years, evolved into & patchwork of unworknble legistntfon and a myriad
of confuaing and contradictory regulationg, most obrervers felt that an fmpos.
rible tark had been undertaken. Nevertheless, IT. R. 8300, completed within
an Incredibly short perlod of time, for the most part represents a vaat fmprove
ment over the present Internal Revenue Code,

In an undertaking of thls magnitude, it fz only natural that all conslderations
could not have bheen taken into nccount.  Ruggestions for Improvement of certain
sectiona of aubchapter C of chapter 1 of 11, R, 8300 relating to corporations are,
therefore, offered for you conslderatton,

The firat séction of subchapter C to which T ghall refor is 300,  For the paat
10 yenrs, under applicable case law and rulings of the Internnl Revenue Sorviee,
stockholdera were permitted to recelve n preferred atock dividend on common
tax free, in enses where there was no prior outstanding preferred stock, Sub-
moquently, when such preferred stock waa redeemed or rold, litigaton ensued
as to the queation of whether such sale or redemption constitnted caplital gain
or a dividend,

Bectlon 800 now proposes an 85 percent transfer tax on such corporation when
and If it redeema such preferred rtock within 10 years of issunnce, or January 1,
1084, whichever Is later with certnin exceptions.

If these provisfons of section 300 are permitted to remain in the hitl, they wilt
paralyze many legitimnte huainess functions. It appears that they wiil also
nullify the intended outcome of many transactiong originated prior to Janunary
1, 1934, under the present code, and approved by the Treasury Departent,
The problems of amall business, operating on the basig of limited capltal and
limited credit, nt times require rapld changes In corporate ateucture, whlch
are not predictable at the time earlier transactions Are made,

Our reaction to section 800 ia threefold. First, there should be no tax imposed
on the corporation, Such a tax, intended to penallre the mnjority steckholiler,
whose stock !a redeemed, would also severely punish the minority stockholder,
who {8 not involved in the transaction. Recondly, from the standpoint of our
experience an businessmen, it would appear that a B-vear maximum period of
gerohlbluon as to reden;ptlon of preferred stock under these conditions would

more than ample. Floally, the arbitrary provision that the perfod of pro.
hibition start on January 1, 1054, rather than with the date of the {ssunnce of
the preferred atock dividend shounld certninly not he accepted by the Senate,
Corporations who issued nontaxable preferred-atock dividends on common prior
to January 1, 1064, and in some cases as much aa 80 or even 40 yeara ago, shonld
not be trapped in this fashifon, particularly 1€ husiness conaiderations indieate
the deelrabdllity of retiring proferred stock within the next few years.

In 1081, when section 112 (b) (11) dealing with the spin.off altuntion was
before the Benate, Benator Humphrey, of Minnerota, dircussed the problem of
tax avoidance and the bility of turning ordinary income into capital gain
through the disposal of stock or assets. At that time, he proposed a 8-year
holding perfod to protect the Government from tax avoldance, Senntor (eorge
opposed the 8-year perfod, on the ground that it would unduly interfere with

neral business practices, T qnote in part from Senator Georpe's statement at

t time in the Congressional Record, volume 97, No. 181, September 27, 1081,
pages 12450 through 12462, Mr, George stated:

“That Is true; but why put in a time element, which wounld mnke the ascctlon
unworkable? In these uncertain times we cannot foresee how long we can

'
‘
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carry on a business, or when we mny have to gell the stock. I belleve that the
Senntor's amendment 18 wholly unuccessary.”

It Is & matter of record that Seuntor George's reasoning prevalled In the
Benate at thnt tlwe, '

The loophole as represented by the recent Chamberlin' case, which sectlon
800 intends to close, il exists, In that case the stoekholder who received tho
nontaxable preferred stock dividend sold It the next dny {o an Inguratice come
pany and was allowed to png' tax at capital galn rates. The House bl deals
only with redemption of preferved stock dividends and not with theie sale, A
dividend tax should be levied on the gain derived by the reciplent of the pre-
terred stock whether he redeeins o gellR the stock within § yeava from the dnte
otllts {ssue. Thereafter any geln derived by bim should bo taxed as a capital
galn,

We suggest a 8.yenr period as belng reasonnble—8 months is considered a
proper holding perlod for ordinary capital gains, A transfer (ax upon the cor-
poration [s completely unjustified, and the retroactive feature with respect to
the holding perfod contatned in the present House blll I3 completely unwarranted,

Our next suggestlon rofers to section 3060 of kH, R. 8300, In genera!, it amends
soctfon 112 (g) (1) (b) of the present code, whereby It s nlways been poxsible
for a corporation to exchange vating stock for at least 80 pereent of the stock
or assels of another corporation in tax free reorgantzation.  Subsections (b) and
(c) of seetlon 88D require that lmmedlitely after such transaction, shareholdera
of the corporation whose stock In acquired may not own lexs than 25 pereent
nor more thin 400 porcent of the stock of the fssulng corporation held by its
stockholders immedintely prior thereto,  This new requirement appears to raiso
an unwarranted obstacle to the merger or consolldation of n very small wlth a
very Inrge corporation, IHere ngaln it must he emphusized that the sali busi-
ness and the clozely held corporntion would e the sufferers.  Kimall businessmen
must constantly face questions ay to whether thelr businesses can survive their
death,  I'rohlems of ostate llquidity, managerinl anceession, and stabllity of
the Income of the survivors of the hend of the bustuess often force declslons to
merge small businesses with large onea,  Due to the unpredictabllity of husiness,
and liviug as well, in many Instances the smull burinessman must make such de.
cisions overnight, Thesre rulea may have heen propoged by the Ways and Meaus
Coremittee beeaure they conzidered (hat very small corporationn were actunlly
making anlea and not effecting mergers with large corporations,  However, after
Ruch reorgatlzatlons oceur, the ownera of the amall corporations who gell out
thelr intereats for stock in the larger corporations urually dirpose of thelr lsted
securitles In whaole or in part, and pay capital gatns taxes,  SBuch small businessea
are usually hot controlled by young men, and even it no portion of the lsted
sectirities were sold, the death taxes on the market value of ruch securities would
fuexorably bring appropriate revenues to the Government within a relatively
ahort perlod of time. The impariment to the finaucial mobility of the amall
businegsmen of the Natlon Ia too great a price to pay for this type of leglsintion,

Bubsection (a) of section 300 contnins the definition of a publicty held corpo-
ratlon by defining a closely held corporativn as one having 10 or fower stocke
holdera owning more than 80 percent of the combined voting power of all clarscs
of stock, Here again, there appears for the firat time in propored tax leglelation,
specifle dlserlmination agalnat sinall business,  Under present law, no gnin of
tora IR recognirzed to a Iarge or small corporation which consolldates or merges
uuder State law into another corporation. Under 11, R, 8300, this princlplo is
retained only for statutory mergers and consolldations of publicly held corpora-
tionr,  Closely held corporations may not reorganize by merger or consolldation
without recognitlon of galn or logs, Even in cases where there are a group of
publicly held corporations Involved In a reorganization trausaction, if one closely
held corporation {r involved, it appears that thoe transaction would glve rlse
to taxable gain or loas,

In the rush of drafting an BT page tax blll, it appears that the House Ways
and Mcans Commlttee here lost alght of Its own objectives as set forth on page 2
of the committee report accompanying H. R, 8300, where it is atated “The biil
containg many provisions which are important to the growth and survival of
small business.” )

The impnet of the ennctment into 1aw of sections 300 and 350, as wel) ag such
other sections of subchapter O of H, R, 8300 which depend upon the definition of

1207 Fed, (24) ¢02 (C. C. A, 6th, Oct, 14, 1058),
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"gubllcly held corporation” will serlously impair the competitive position of
the small American buslnessman, serfously impair the marketabllity of the equity
stock in his company, and over a perlod of time, greatly increase the tncidence of
failure In small business corporations, where timely reorganigatlon steps are not
taken because of restrictions imposed by subchapter O, It is therefore recom-
mended that the definition of “publicly held corporation” set forth in sectlon 359
(a) be stricken from the bll), as well as the tax concept thereof reflected in sec-
tion 384, 882, and others in H, R, 8300,

STATEMENT OF J. WALTER MYERS, JR.,, EXECUTIVE SECRETARY,
FOREST FARMERS ASSOCIATION OF ATLANTA, GA.

Mr. Myers. My name is J. Walter Myers, Jr., and I am exccutive
gecretary of the Forest Farmers Associntion of Atlantn, Ga., which is
an association of timberland owners in 15 Southern States. Qur peo-
ple are primarily the people who actually own the land. Our 1,300
members in 15 States own 20 million acres of timberland, and we are
interested primarily in the revisions to the Internal Revenue Code as
embodied 1 H. R. 8300, as thoy will affect timberland owners and
their properties,

The forests of the United States are one of our most important nat-
ural resources ind play 2 vital part in our economy. There has been
a lot of money spent in developing these resources, and thero has deo-
veloped a great interest in better forestry practices in recent yeurs,

However, there is still a tremendous development job to be done,
and the importance of this development job is emphasized by the fact
that there are still 10 to 15 million acres of cutover forestlands in the
South, alone, which must be glunted.

While I speak for the South, the same situation generally prevails
over the Nation. I was checking yesterday with the United States
Forest Service to be certain of m{ figures, While naturally it is im-
possible to pinpoint it down to the precise number of acres, becauso
there are constant changes, and surveys are not able to keep up with
the situation, except as on an estimated basis, there are about 75 mil-
lion acres over the United States that need replanting, even yet,

Much is being done to foster the rebuilding of these forests, and
we are planting millions of trees every year. Last year we planted
more trees in the South than had ever been planted before in that
area—480 million of them ; 450 million trees, however, will only plant
about 450,000 acres, so with an acreage of 10 to 18 million, needing
plnnting in the South, it becomes rather obvious that it will take us
about 85 yoars just to complete the development job,

Senator Lone, My understanding in Louisiana, at the rate we have
been goingo—-and we have been making considerable effort—it would
take over 60 years to replant the cutover land,

Mr, Myzrs. That is r‘i{;ht, Senator Long. ‘I am & native of Loui-
glana myself, and a uate of the LSU foreatrly school, and I am
familiar with the fact that Louisiana unfortunate
land than certain other States,

I think we have in Louisiana one of the most progressive State
forestry commissions, but the job there is larger, because originally
they had very rich forests, and they were harvested quite heavily.

S';anator Loxo. In some of those cutover areas, the old-age pension
is the biggest payroll in the entire area. o

y has more cutover

)
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Mr. Myxrs. That is a point we would like to present for the com-
mittee’s consideration, the fact that thers are lands like that where
capital needs to be interested in putting those lnnds back into use,

ha Crairman. What do you want to see in the act? What are
you after? What do you want us to dof

Mr, Myers. We would like an amendment to tho present code, or
an addition, '?!ou might say, a new section which might possibly be
numbered 617, to subchaptor 1, part I, to follow exploration and de-
velopment expenditures—those two items are now shown as sections
615 and 616, respectively. We suggest this new section read as
follows:

Bxpenditures for forest development and protectlon. A taxpayer owning,
leasing, subleasing, or operatlng forest tracts which are properly managed for
sustained wood production, and who mukes expenditures primarily for forest
grotecnon. consorvation, or hnprovement, or for forestntion or reforestation, at

is option, may treat any such expendlitures paid or accrued in the taxnble year,
elther (1) as a capital charge to be recovered through depreclation or depletion,
a8 the ense may be, or (2) as a deductible expense in such year, FProper forest
management I8 the application of sultable and economically sound forestry
principles relating to protection, utilization, and reproduction of forest tracts,
This subpnragraph shall be effective for taxable years commencing aftor Decem-
ber 81, 1033,

The CuamrmaN, Have you discussed the matter with our Joint
Committee on Internal Revenue Taxation?

Mr, Myers. Beg vour pardont

The Criamman, Have you discussed this matter with our staff, the
Joint Committee on Internal Revenue Taxationt ‘

Mr. Myers. No; but it has been discussed with various attorneys
and other :aterested parties, .

The Cuaryan. Let me suggest that you talk to Mr. Stam, Joint
Committes on Internal Revenue Taxation, 1011 House Office Building,

Ses that gentleman sitting aﬁainst the blind, there? You get in
contact with him and he will make a date. He is head of our technical
staff which advises us on such matters, and it would be & good idea if
they had a detailed notion on this, if they haven't already. They will
givo you a good hearing, and I hope you will see them.

Mr. Myzrs, Rather than Fo into the ramifications of this now,
possibly I could discuss it with him,

The CHArMAN, Yes,

Mr, Myers. There is ons other change we would suggest for the
committee's consideration, Section 272, of H. R, 8300, in our opinion,
should be changed to restrict the expenses to be a plied agoinst capital
gnins to such expenses directly attributable to the quantity measure-
ment and to the making of contracts for the disposition of timber,

The Cramman, When you ses Mr. Stam, you tell him about that,
too, will yout

Mr, Myers. Yes, sir,

The Crarytan, Thank you very much for coming.

Senator Lona. I would like to see something of that sort put in the
law, Mr. Myers, .

The only thing that concerns me about it is, I believe as proposed
that could be a comrletely open-end proposition. In other word
the man who owed the Government a million dollars in taxes—if
understand it the way you explained it—-might invest the whole million
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dollars in reforestation, and thereby avoid tho tax on it. If it were
not n completely open-end proposition, I would be interested in sup-
porting that, .

Mr, Myers, There is a tremendous amount of capital that needs to
be intevested, and this is one possible way to do it. He might avoid
taxes for a short time, but when that timber was cut, there would be
o substantial nmount of newly developed taxable income——it is similar
to an oil exploration situation, where you want to develop areas which
are not bringing in any return, now.

As o matter of fact, a lot of these areas are, or have been until
recently, tax-delinquent lands. They are not only not producing
anything, they are actually & drain on the State. The State is often
not collecting anything from them. Seventy-flve million acres—well,
that is roughly the size of the entire States of Mississippi and Louisi-
ann.  So you can see how large the problem is.

The CriairMan, Thank you very much for coming, and have a good
talk with Mr, Stam, .

Mr. Mvers. Thank you, sir.

(The prepured statement of Mr. Myers follows:)

STATEMENT oF J, WALTER MYERS, JR,, EXRCUTIVR SKCRETARY, FOREST ITARMERS
ABBOCIATION, ATLANTA, (A,

My name is J. Walter Myers, Jr. I am exocutive secretary of the Forest
Farmers Association of Atlanta, Ga,

The Forest FFarmers Associatlion I8 an organization of timberland owners iu
1% Routhern Btates. Our 1,300 mewbers own approximately 20 milllon acres
of forest land in this area, Hence, our conslderable interest in certain proposed
changes to the Internal Revenue Code as embodied in H. R, 8300 and the possible
effect of these revislons when applied to timberlands owned by our members and
similar properties, not only in the Bouth but over the Nation.

The forests of the United States represent one of our most important natural
resources, These forests supply the basic raw material to the lumber, naval
atores, plup and paper, and other wood-using industries which constitute a large
part of our economy. Tho products of our forests are vital to the economy and
security of our Nation, Tle future growth of our forests will depend upon the
manner In which the forest farmers improve thelr methods of producing and re-
producing trees and protecting them from forest fires, insects, and disease.

Tlmber owners and public agencles are spending substantial sums of money
in the Southeastern Btates to promote and Increase the growth of this natural
resource. In cooperation with the Federal and Btate Governments, experimental
tree farms and research statlons have been established to utllize sclentific
knowledge and develop factual data in the growing and utliizatlon of wood. The
owners are building firebreaka and other fire-control tachlitles to reduce damage
to their timber from fires, They have fostered educational programs to stimu.
i;te"mtereut in protectiug our forests and In the opportunitles of timber pro.

uction.

It our timberland owners are encouraged to continue thelr development work
by a favorable tax program, it has been estimated that over a reasonnbly short
mrlod of years, the annual growth of our timber might well be doubled, Past

crease in the use of foreat products and authoritative predictions of future
needs indlcate that this will be required, The provisiona of our tax laws, par.
ticularly those relating to the treatment of forest expense, will encourage or dis.
courage such improvements in forest management ovelogment and protectlon,

The importance of this development job is emphasized by the fact that there
are still some 10 to 15 mlition aeres of cutover forest land in the South, alone,
which must be planted before they can go back into full production.

Much Is being done to foster the rebuilding of these forest areas, but even
it we continue at our present rate it will take an estimiated 35 years to complete
the gromm. 80 tremendous is the job,

Therefore, it becomea clearly apparent that every encouragement to the re.
bultding of these forests is of vital necessity and will coritinue to be for quite a
number of years to come, ,
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Al the present thme, xome advantages are accorded for the development of
uxtural rerources, of which thmber 18 one of the more Important. It has been
found that such treatment Is in the publie interest hecause the exploration,
discovery, development, and growth of our natural resources are thus encournged
and enhance the natlonal wealth,

Bullding up and maintrining our forest rexources at a high level requires
substantinl and continuing tinnnelnt investments. Even so, a considerable in-
terval of time must elapse between the (nvestment and the return on that Invest.
ment.  Meanwhille, the forest is subject to the hazards of fire, Insects, disease, and
storma, which may completely wipe out the owner's investment and operating
costR at any time prior to the realization of any income. KEquitable tax treat-
mon{, to the forest owner is therefore essentiil to continued good forest manage-
ment.

Under the prexent income-tax law, expenses Incurred relating to the cutting
and disposal of timber are deductible against ordinary income., Under . R.
K300 (sees, 272 and 631) the deduction of these expenses may only be applied
agajust capltal-gain fncome,

For the rearons previously stated, the owners of forest properties who make
expenditures primarily for forest protection, conservation, or {mprovement, or
for reforentation, urgently need as much tax incentive as posalble,

Accordingly, it 18 suggested that the propored Internal Revenue Code be
amended by adding a new section 617 to Rubchapter I, part 1, to fotlow exploras
tlon and development expenditures, which nre shown ns sectlons 615 and 618,
respectively.  We ruggest this new section rend as follows:

“EXPENMITURES FOR FORRBT DEVKLOPMENT AND PROTECTION.—A taxpayer, 0wne
ing, leaxing, subleasing, or operating forest tracts which are properly mannged for
sustained wood production, and who makes expenditures primarily for forest
protection, congervation, or improvement, or for forestntion or reforestation, at
his option, may treat any such expenditures pald or ncerued in the taxnble year,
oither (1) as a capltal charge to he recovered through depreeclation or depletion,
aa tho case may he, or (2) as A deductible expense In anuch yenr, Proper forest
management §r the application of sultable and econvmically sound forestry
principles relatlug to protection, utilization, and reproduction of forest tracts,
This suhmrﬂgmph shall be effective for taxable years commencing after Decams

r 81, A

Furthermore, section 272 of H, R, 8300, in our opinion, rhonld be changed to
restrict the expenses to be applied agalnst capitat gains to such expenses directly
attributalle to the quantity mensurement and to the making of contracts for
the dlsposition of the timber,

The CuamrxaN, Mr. Schillin,

STATEMENT OF JAMES G. SCHILLIN, CANAL BARK & TRUST CO0.,
NEW ORLEANS, LA,

Mr. ScnmaN, My neme i James G. Schillin. I am an attorney,
of New Orleans, Ln,, and I am here on behalf of the Conal Bank &
‘I'rust Co., in liquidation, which is one of the old State banks which
\vengaglto statutory liquidation at the time of the bank holidny back
in 1033,

Wa are concerned nbout the possible effect of the effective date that
the Houso bill has fixed as to corporate liquidations and reorganiza-
tions,

The House bill provides that distributions made pursuant to a plan
of complete or partial liquidation, ndopted after March 1, 1954, shall
be covered by the new bill, Now our situation is & peculiar one in this
respoct. We were in no sense o voluntary liquidation, In other word
we didn’t go into liquidation for the purpose of taking advantage o
any of the liquidation provisions of the law.

As I have said, we were forced into liquidation in 1088, From 1033
until 1948, over a period of 15 years, the State bank commissioner
liquidated our bank and we were able to pay off all of the depositors in
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full. Besides we paid a substantial amount of interest on these de-
ferred payments on deposits. .

In 1948 when we had accomplished what we thought was this very
satisfactory result, the State bank commissioner delivered, under our
local statute, the assets of our bank to the shareholders, and from there
on, the gharcholders took charge of the liquidation, .

The Su{n‘eme Court of Louisiann, in 1948, appointed three receivers
to complete the liquidation,

These receivers over a period of 2 or 8 years commencing in 1051,
were up here negotiating with the Internal Revenue Burenu, looking
to the obtention of a ruling which would permit us to liquidate as far
as we could and then to enter into a plan of reorganization. We were
negotinting, as I have said, for probably 2 or 3 years,

innll{y, in November 1953, we filed with the .Bureau, our final
application, .
he Bureau, on January 6, 1984, approved our application and
issued this ruling. We immadiately. went into the local roceivership
court—I sny “immediately.” We got our ruling down in New Orleana
on January 8, or Junuary 8, and on January 11, 1054, we wero in the
receiverslu;]l court with our plan of liquidation and reorganization,
Under the local practice in Louisiana, the court issued its notice of
publication and %nve all of the shareholders until February 15, which
was approximately 30 days—the court fixed that period as the period
during which any shareholder might object to this plan, Not n single
shareholder, or any other party interested in it, objected, On Febru-
ary 15, 1954, we had n hearing before the court, the matter was sub-
mitted to the judge. Unfortunately, the judge did not enter his decreo
gproving and ratifyving our plan, which was not a'pproved by the
overnment, by the Treasury, until March 8, 1054, which as you will
s0e, Mr, Chairman, was 8 days after the effective date of this bill,
which is March 1, 1054,

Now, T have discussed this matter with members of the staff and T
believe they are in sympathy with our position.

’l;h]tia C;!Anmas. Havo there been many complaints along that gen-
eral line :

Mr. ScaiLrin, Yes, Mr, Chairman.

The CramMaN, As I understand, the staff is giving considerable
attention to that.

Mr, SonmuiN. The statement of Congressman Reed ia to the effect
that it was not intended that the new bill wonld prevent the consum-
mation of plans which had been adopted by the shareholders prior to
March 9, 1064,

Now, i the bill as ﬂnalli‘endopted provides an effective date of
March 9, 1054, then we are taken care of, But, of course, the bill must
literally make that change, itself, it would seem to us, Mr. Chairman,

If the bill doesn’t do that, then we have proposed an amendment to
the effective-date provision of the new bill which provides that if in
any receivership or liquidation or similar proceeding a plan has been
submitted to the court prior to March 1, that jt will be considered as
having been adopted prior to March 1, aithough it may not have been
actually signed bmudge until after March'l, We don’t think that
Congress or the r{l intended to affect adversely, certainly not
oyr particular plan which we have been working on over a period of

'
'
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years, and which we finally got through on January 6, and unfortu-
nately the judge omitted—of course, none of us knew until March 9
what the new bill provided. ’

‘The CnamaaN, You have no control over that. You cannot tell
a judge when he must put in his decree,

Mr, Scutuuin, That is correct, sir.

The Cuamman, I misxht say right off the bat, and without complete
committal, and until I hear what tho staff has to say, it seems to me
you have a good case, .

Mvr. ScuiLriN, Thank you, sir,

Senator Lona. As I understand it you have around 3,000 stockhold-
ers, don’t yout .

Mr. Scitnuuan, I am glnd Senator Long mentioned that. We have
around 3,000 shareholders and all the shareholders have been acting
on relianco of the fact that this plan was going int) eflect.

As a matter of fact, in the over-the-counter market down in New
Orleans, the stock in the new corporation is actively being traded in,
in relianco on what we thought would be our plan.

Senator Lona, You have been working for 3 years on this reorgani-
zation, nnd now this bill comes out which will change the whole picture.

Mr. Seunurin, It will change the whole picture,

Senator l.one. And there will be a very injurious effect to your

eople, '
P h})r. Soun.uin. We have gone to a great deal of time and effort and
expense to have this rlan evolved; it is the result of many years of
effort on the part of the receivers and their attorneys, Mr, Chairiman.,
and we don’t think you intend to penalize us by saying that because the
jut(l‘ge didn't sign his decree 5 days after March 1, that we don't come
under the present law,

The Cuatruan. As I say, there have been a number of complaints
on variations of your situation and we are very well acquainted with
them, I believe there is a general sympathetic feeling toward doin
something about it, although I cannot say what the committes wi
finally decide.

You have submitted your case to the staff, have yout

Mvr., SeminriN, We have seen the staff several times,

The Cuamman, I think you have done everything j'ou can do.

Senator Lona. I want to compliment you for your ilifenoe in this
matter, Mr. Schillin. As one who practiced law, myself, I think there
would be an inclination on the [:nrt of a lot of attorneys to check the
law and if the law was favorable to think that theﬂ were safe, but
you were very diligent to see that retroactively it might affect all your
shareholders and K{ou have explained it to ConFress.

Mr. SonmtiN, Mr, Chairman, we got this ruling on January 0 and
we worked fevenshlq to get it in court on January 11, and we did
everythir:ig we could humanly do to get our plan into effect.

I would like to ask permission to file in the record a petition which
has been sworn to by the receivers, and a brief appendix, giving a
synopsis of the things that we did.

The Caraimrman. It will be put in the record.
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(The document referred to follows:)

CANAL BANK & Truat CO,, IN LIQUIDATION,
New Orlcans, La., April 8, 1954,
T'o the chairman and members of the Senate Commitéce on Financc;

Canal Bank & Trust Co., in llquidation, New Orl¢uns, La,, hag proposed
an amendment to section 801 of the revenue reviston blll (I1. It, 8300), In order
to make certain that Canal Bank's plan of partial llquidation and reorganiza-
tion, which was approved by the Internal Revenue Bureau on Januury ¢, 1054,
fn a favorable tax rullng, and which was submitted to the local court on Jau-
uary 11, 1084—long lLefore March 1, 1034, the effective date of the new reveune
bill, although the judgment of the court was not rendered and signed March b,

At the outset we emphasize that Canal Bank receivership has never, in any
sense, been & voluntary lquidation or recelvership. The bank, along with maoy
others, was pluced fn llquidation in 1933 nnud has been under court supervislon
ever gince, It has over 2,000 stockholders, most of whom are loeated in and
around Loulsiana, The bank was ultimately able to pay off its creditors in full,
and, for the past several years, the receivers have been workliug actively
toward liquidating and winding up the bauk's affairs. After detalled study ot
the many difiicult probtems involved, and Innumerable conferences with the
Internal Revenue Service and others, the recelvers determined that the bank's
affairs could be best terminated by a plan involving a partial liquidation and
reorganization,

On November 26, 1063, this plan i{n {ts finnl forn was submitted to the
Commisgsloner of 1nternal Revenue for an advance ruling. On January 0, 1004,
a ruliug favorable i all reapects was Issued by the Internal Revenue Rervice,  On
January 11, 10084, the recelvers filed a petition in the local court with respect to
sald course of procedure, and the necessary notices were thereupon published
In the New Orleans newspapers. On February 10, 1054, the court held open hear-
fng at which no objections of any kind were Interposed by any sharcholder or
other person,  Oun Marceh 5§, 1084, the court's final order was slgned, approving and
accepting Iu every respect the receiver's petition nsofar us the tax ruling was
concerned,

The proposed revenue biil, If enncted In its present form, would apply to dine
tribmtions under a plan of complete or partinl liguldation unless the plan was
adopted prior to March 1, 1034 (sec. 881 (a) (1)), and might adversely nffect
the tax consequiences of thie bank's plan which, as indlcated, the Internal Revenne
Service has already approved unter presently exlsting law. Although Canal
Bank's plan was adopted, in the real sense of the word, long hefore March 1, 1054,
and In fact possibly as early ns May 80, 1060, the technicul objectlon might be
raised that the plan was not adopted within the meaning of the new Inw until
the slgning of the court’s order on March 5, 1054,

We understand that March 1 was inserted In the revenue biil as the cutoff
date because cominittee press releasesg were (rstied on that dute, and we take it
that neither the Treasury nor the Congress intend, or want, to disturb the tux
cousequcnices, under presently existing law, of plans of liquldation ndopted prior
to the time that & taxpayer could have had publte knowtedge of the provisions of
the proposed revenue blll, The undersigned hnd no knowledge of the contents
of the revenue revision bill of 1054 until Maych 9, 1054,

It In apparent from section 386 (c), page 81, of the new hill that a plan under
that section is to he consldered adoplted when a resolution I8 adopted by the
shareholders or a board of directors. We feel that some language should be used
to make it certain that under section 801 (a) (2) a plan should be considered as
adopted when recelvers, llanldatnm. or other representatives of a corporation or
it shareholders have made application to the Internal Revenue Bureau, and
obtained & favorable ruling long before March i, 1054, although the court may
not have approved the plan, as in our case, untll March 8, 1054,

plan approved by the local court on March 5, 1134, is the result of many
years of study and effort on the part of the recelvers and Its attorneys, and
was accomplished at considerable expense, and the receivers are under court
order to complete the program described ahove, Long before March 1, 1084,
the shareholders had full knowledge through newspaper gnd other publelty of
the plan and have acted In rellance upon ita consummation.

1The form of the pro, amndimt and synopsls of the bank's activitie 3
Ing ARG presenting 1o plan s contained i aanered anpend! ctivitle: In formulat
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We trust that the Congrexs will appreciate the fairnesa and equity of our
position by enacting the proposed amendument joto law,
Very respectfully yours,
J. Epaar Moxgor,
. Gronuy E. Buscess,
Joun F, Fixkr,
Reecivers, Canal Bank o T'ruat Co., in liquidation.
JAMES (1, RCMILIN,
Altorncy,
Arripaviry .
STATE OF LOUIBIANA,
Parieh of Urlcans,
City of New Orlcans, 88
Before me, the undersigned authority, persottally came aidd nppeared J, Fadgar
Monroe, George I3, Burgess, and John F. Finke, recelvers, Canal Bank & Trust
Co.. in llquidation, each of whom belng duly sworn, deposen ntnd says:
That he hins read the foregoing petition; that all the atlegations and statements
contained therein are true and correet.
J. Epuar Moxgos,
Gronox B, Brrurss,
JOouN F. FINKE,
Receivers, Canal Dank & Trust Co., én liguidation.

Sworn to und subscribed before me, this 0th day of April 1054,
Micuaer M, Inwix,
Nutary Pudlio,

APPENDIX

AMENDMENT DProvoskp ny CaNaL Bask & Trusr Co., 1¥ LIQUinaTioN, NEW
ORLEANK, LA, TO KEcTION 391 oF INTERNAL REVEXUE Cobg or 1054 (H. R. 8300,
UNION CALENDAR No, 4108)

Antend sectlon 301, Kffective date of subichapter C, by adding subsection (c),
g0 that sald section 801, ar amended, shall read In {ts entirety as follows:
“8kc¢, 301. BFFECTIVE DATE OF 8UBCIHAPTER C.

“(n) This subchapter shail be effective with respect to distributlons or trans-
fors oceurring after March 1, 10534, exe. pt that—

(1) Part 11 of this subchapter shall be effective only with respeet to dis-
tribution made In pursuance of a plan of partial or complete liguldation
adopted after March 1, 1054 and

“(2) The tax Imposed by section 309 shall be applicable only with respect
to amounts distributed after the date of enactment of this Act.

“(b) CERTAIN NrT OPERATING Loss CArRvOoviks, For purposea of applying the
apeelal timbtation on net operating loss carryovers in section 382, the beginuing
of the taxable years spectited in snbrections () (1) and (b) (1) and (2) of
such rection shall be considered to be the beglnning of such taxable years or
March 1, 1034, whichever occurs later,

*(¢) I'taN, For the purpose of subsection (1) (1) a plan shall he consldered
/8 having been adopted prior to March 1, 1064, i, in any receivership, liquida-
tlon, or shullar proceeding, pending In any court of competent Jurisdiction, the

lin i& rubmitted by the shareboldera or their legal representative to the court
or approval prior to March 1, 1034, atthough the decree upproving said plan is
not rendered until after that date,'

Between May 30, 1033, and May 1, 1048, Canal Rank & Trust Co. was in process
of statutory Hqutldution by the State banking commissioner of Loulsiana. At a
stockliolders’ meeting on Muy 1, 1148 (recesxed to May 10, 11048}, the assets of
the bank were delivered by the State hank commirsioner to the bank's share-
holders, Some stockholder litigation ensued, and finally, on November 7, 1(M0,
:)he ‘fupmmo Court of Louislann appointed the undersixned as recelvers for the

unk,

Under date of May 31, 1030, on the petition of the receivers, the State court
slgned a Judmnent ordering a complete liguldation of all of the assets of this
bank. On March 20, 1031, the receivers applied to the Commissloner of Internal
Revenue, and on Muy 14, 1061, the Commissioner Issued his ruling approving for
tax purposca & partial liquidation und tax-free reorganization of the bank.
October 31, 1051, a supplemental application to amend the ruling of May 14, 1951,
wus filed, which supplemcutal application was withdrawn on January 14, 1052,



1174 INTERNAL REVENUE CODE OF 1054

After further consultation with the local court, the receivers, on Aprit 14, 1052,
filed & new application for a new ruling, which contempinted creatlon of an ofl
trust and anotlier plan of reorganization: on September 4, 1052, a supplementat
appllcation for ruling was filed with the Commissioner materiaily modifying the
plan previously proposed on April 14, 1052,

After many conferences with the Bureau a favorable rullng was izsued under
date of April 80, 1053, appraving the crention of Canal Bank Trust and holding
that it would not be taxable as a corporation or az an assoeintion,

On November 23, 1053, the undersigned recelvers presented their finnd appitea.
tion for A ruling on their plan which called for the crention of an oll trust to be
known as Canal Bank Trust, a plan of partinl llquidation aud tax-free reorgane
fration, which plah was approved by the Comtuissloner of Internal Revenue under
date of January 8, 1034,

" A copy of this favorable rullng having heen received by the receivers In Now
Orleans, La., on or about January 8, 1054, the undersigned recelvers, through thele
attorney, imnedintely and withont any delay whntsoever worked foverishly on
a petition to the local court, which petition was titel on January 11, 1084, 2 dnys
atter the recelpt of the favorahle ruling from the Commissioner,

The clvil distriet conrt for the parlsh of Orleans, State of Louislana, New
Orleans, La,, the local court having Jjurisdiction over this receivership, fixed
Fobruary 15, 1854, as the day upon which the hearing weutd be had and evidence
tnflte“‘r; on‘the petition of the recelvers recommending wholeheartedly the adoption
ol 8 plan,

The court allowed a delay from the filing of the petition on January 6, 1054,
until February 18, 1054, within which any shareholder or other Interestedl person
might file oppositions to the ptan. No opporitlon having been filed by any share-
holder or other person, the pian was submitted to the court on February 10, 1034
(which was, of coucse, before the effective dute nffized by sec. 801 (a) (1) of
the revenue revision bill (H. R, 8300) ).

A certiied copy of the ‘jud(ment of the local court dated March 5, 1034, is
annexed to the original petition being filed with the S8enate Comnyittee on Finance,

J. Epoar Monrok,
Qrorax K. Bunoras,
. JouN F, FINKR,
Recclvers, Canal Bank & Trust Co,, in Liquidation,
amee G, ScHILLIN,
Attorney,

L
EXTRACT OF JUDGMENY

Civll District Court, Division “E" (Docket 5)
No. 283-5632
Ruby L. Dowling v. Canal Bank & Trust Co., et ab, in re liguidation Canal Bank
& Trust Co.

JUDGMENT

-
This matter came on for hearing on the petition of the Recelvera filed on Janu.
ary 11, 1084, their supplemental petition filed on February 1, 1054, and the rule
embodied In sald supplemental petition on February 1, 1054,
Present: James G. Schillin, Fishman, Reuter, Rosenson & D'Aquin, Warren M.,
Biag:). A“:tm"h' tolr Recem ln?.d " a
en, after hearing the plead.ngs, evidence, and argument of counsel, and
considering the certificates of the clérk that t'he pellt:f):a and app\lcntlo'na of
the Recelvers have been placed upon the Receivership Order Book and duly
s:blluhod. for the time and in the manner prescribed by law, and consldering
rther that no oppositions have been filed to sald petitions and appiications,
the Court, for the reasons assigned, being of the opiniop that the law and the
&vlf:z\‘e‘e‘:r l? ma:: n&:kluu:zboolnto e.t’ku; mlg 1l tc:; 0‘1!1 February 1, 1054, and
[ 4 19 Ay or eceivers to n
hot(‘il)nllﬂer stated: for the reasons Bm day hlnd’e'd down: the extent
T 18 ORDERED, ADJUDGED, AND DECREED that petitioners be and they are
hereby authorized, empowered ‘and directed, pursuant to the plan of complete

liquldation heretofore inaugurated, to distribute on or atter May 8, 1 to’

i
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eneh stockholder of Canal Bank & Trust Company, in Liquidation, owning stock
a8 of record date hereby fixed as April 20, 1854, who holds o Definitive Receipt
of The Nutional Bank of Commeree in New Orleans (based on a deposit on or
prior (o sald record date of the stock represented thereby with said The Na.
tional Bank of Commerce in New Orleans) on the form heretofore authorized
hy this Court by ix order dated Jununry 24, 1050, for stock in Canal Bank &
Prust Company, in Liquidntion, or to his or her assigns, or to such other owners
of stock of Canal Bauk & Trust Company, In Liquldition, as of sald record dnte,
as mny ke adequate proof of thelr respective ownerships of stock on said
record dute, for each ghare of stock in Camil Bank & Trust Company, in Liqule
dution, so ewned and so shown to be owned () the sum of $2.00 In eash, and (b)
one share In Canal Bank Trust, hereinafter referred to, the distribution of snid
cash and Trast zhares (o be the fifth distribution pursuant to the plan of
complete Haguidution,

(2) 10 I8 FUNTHER ORDERED, ADIUDGED, AND DECREED that petitioners be and they
are hwereby authorized, empowered, and divected to enter into a contract with
The National Bank of Camnneree in New Orleans, which contrnet will provide
(a) thut petitioners shall deposit with the said Bunk the sum of $R08,700.00 in
caxh, to be hield in trust by safd Bank in an account styted “Cannl Bank & Trust
Company, in Liquldation, J. Edgar Monroe, George E. Burgess and John F,
Finke, Recelvers, The Natlonal Bank of Comnierce in New Orleans, 'I'rustee,
Stockholders Distribution No. 8, which deposit shalt be fully secured as a
Trust Deposlt, (D) that In cage of nny dispute concernlng sald securlty, snine
ahll be settled by the Civil Distriet Court for the Parixh of Orleans, (¢} that
from snld depogrit, The Natlonat Bank of Conmmerce in New Orleans shall, on op
after May 3, 1054, pay to perxong proving to he stockholders of record of Cannl
Bank & Trust Company, {n Liguldation, as of April 20, 10534, the sum of $2.
per rhare, whthout interest, for cach rhnre of stock In Canal Iinnk & Trust
Company lield by sald stockholder, respeetively, upon complinnee with the terms
and conditlonr gubstantinlly set forth in the contracts previously authorized by
Judgments of thls Court, nnd (d) that the compensation of The Natlonal Bank
of Commeree [n New Orleang for services In handling the cash distribution afore-
anld shall be $0.33 for each check Igzued, and £0.15 tor ench Detinitive Certifiento
stamped showing the aforesatd Afth distributton, said Bank to be relmbursed
forlnn corts expended or Incurred in the purchase of supplites, stationery and
portage.

(3) IT 18 FURTHFR ORDFRED, ADJUDGED, AND DECREED that petitloners be and
they are herehy authorized, empowered, and directed to teansfer, In accordnnee
with the aforesaid contract to the said The Natlonal Bank of Commerce in New
Orleans, as Trurtee, the sum of $808,700.00 in cush, and to take, or cruse to he
taken hy The Natlonnl Bank of Commerce in New Orleans, or otherwise, all
the actlon, and to do all of the things contemplated and provided for by sald
contraet ; that petitloners are further authorized, empowered nndd directed to do
and perform, or to caure to be done and performed, any and all things, and to
take, or eause to he taken, any nnd nll ateps, and to sign, execute, acknowledge
and dellver, or cause to be sfgned, executed, ncknowledized and dellvered, any
and all documents, stock cortificates, receipts and othier papers necessary or
appropriate, to completely carry out this judgment, and to nnke to the stock-
holders entitled thereto the distribution above referred to,

(4) IT 18 FURTIIER ORDERED, ADSUDGED AND DRCREED thnt potitioners be nnd they
are herchy anthorized, empowered, and directed, pursuant to and in aceordance
with the plan of complete liquidation heretofore inrugurated, to transfer, assisn,
and convey, In kind, to a Trust with The Natlonal Bank of Commoree ‘In New
Orlenns, 18 corporate Trustee, and Francis C. Doyle, ag {ndividunl Trustee, sald
Trust to he established and operated in nceordance with the terms and conditions
of the Truat Indenture fdentified as “Exhlhit 1, annexed to nnd made part
of thiz judgment, those nineteen certaln royalty Interesta belonging to this re-
celvership extate, described as follows, to wit:

1. 1/8th rovaltles on ofl and gas; $1.00 per long ton on rulphur: 1/10th on
other minerals ont of and from that certain mineral lense from Cannl Bank &
Trust Company, In Lignidation, Lessor, to Humble Ol & Refining Company,
Tessee, dated April 5, 1037, covering 200 acres (owned in fee), more or less,
in 8t. Mary Parish, Loulalana, recorded In Book 8~J, under Entry No, 61810,

2. 1/8th royaltles on oll and gns: $1.00 net per long ton on sulphur; 1/10th on
other minerals out of and from that certain lease from Canal Bank & Trust
Company, in Liquidation, Lessor, to O. B. Pennington, Lessee, dated July 81,
1940, covering acres (owned In fee), more or leas, in 8t. James Parish, Louls-

46094—54—pt. 3——3
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fana, recorded in Book 76, follo 308 of the Conveyance Itecords of anid Parish, as
modified by agreetuent between Lessor und Huwmble Qil & Refining Compuny,
asslgnee, dated February 10, 1844, recorded lu Book 80, follo 451, and amend-
ment between the same parties dated February 26, 1046, recorded in Book 82,
follo 403, and as moditied by release of 505 ucres, more or less, between tlie afore-
said parties, dated December 20, 1040 and recorded in Book 83, follo 222 of the
Couveyance Records of 8t. James Parish,

8. 1/8th royalties on oll and gas and other minerals, except sulphur; $1.00
net per long ton on sulphur plus paywent up to $30,000.00 out of an additlonal
1/4%th on oll, distillate and gas out of and from that certain mineral lease by
Canal Bank & Trust Company, in Liquidation, lessor, to Humble Oll & Refining
Cowpany, Lessee, dated July 27, 1045, and covering 400 acres (owned in fee),
more or less, in 8t. James Parish, louisiane, and recorded in Book 83, follo 178
of the Conveyance Records of suld Parish,

4. l%th royalties on oil from wells producing less than 500 barrels per day and
16th royalties on wells producing 500 barrels or more per day; 4th on gas;
royalty on sulphur aud other minerals in an amount equivalent to the highest
royalty Leing paid in the Gulf Coast tlelds of Louisiana and/or Texas, for sul-
phur and/or other minerals, as the case may be, at the time of the discovery of
sulphur or other minerals, as the case may be, provided that same shall, in no
event, exceed 20% on such sulphur and/or other winerals, or the value thereof,
and in the case of sulphur, shall in no event be less than $1.00 per ton, sald
royalty interests arising out of and from that certaln mineral lease from Mulvey
Irrigation Company, Lessor, to I’ure Oll Company, Lessee, dated Junuary 9, 1030,
covering an undivided 3 interest in 800.57 acres, wore or less, in Vermilion
L’arish, l.ouisiana, recorded in Book 08, follo 801 of the Conveyance Records of
sald Parish, as moditled by release of 320.37 acres, more or less, duted January
%2. ll:ﬁl&. recorded In Book 137, follo 621 of the Cunveyance Records of sald

arish,

8. lth royalties on oil and gas or other minernls, except sulphur; $1.00 net
per long ton on sulphur, out of aud from that cortain tineral lcuse from Mul-
vey Irrigation Company, Lessor, to C. 8. PPowers, Lessee, dated July 20, 1930,
coveriug an undivided 4 Interest in 320.37 acres, more or less, in Vermilion
Iarish, Louislana, recorded In Vol, 142, follo 261 of the Conveyance Records of
gldj é“qlrlsh, as modltied by release of £16.87 acres, more or less, dated October

, f

8. ith royalties on oil, gas and other minerals, except sulphur; $1.00 net per
long tou on sulphur out of and frow that certalu mineral lease from Canal Bank
& Trust Cowpany, in Liquldation, et als.,, Lessors, to Sun Oil Company, Lessee,
dated May 11, 1050, covering an undivided % interest in 210.87 acres, more or
less, in Vermillon 'arish, Louisiana, recorded In ook 218, folio 837 of the Con-
veyauce Rlecords of said Parish, as amended by instrument dated July 16, 1932,
recorded under act #111,911 and C. O. 8. 237, follo 569 of the Conuveyance Records
of sald I'arish, together with the poolling ugreement dated October 8, 1932
recorded under original act #112,252 and C. O. 13, 241, follo 213 of the Conveyance
Records of sald Parigh.

7. %th royalties on oll, gas and other minerals, except sulphur; $1.00 net per
long ton on sulpaur out of and from that certain minernl tease from Canal Baok
& Trust Conpany, in Liquldation, Lessor, to Superior Oli Company, Lessee dated
March 8, 1830 covering and effecting an undivided Interest of 000370 in 1280
acres, more or less, in Terrebonne 1’arlsh, Loulslana, recorded ln Book 173, un-
der Entry No. 88012 of the Couveyance Records of sald Parish,

8, l4th royalties on oll, gas and other minerals, except sulphur; $1.00 net per
lol'xgrton on sulphur out of and from tbat certain mineral lease Lrom Canal Bauk
& Trust Company, in Liquldatlon, Lessor, to the S8uperior Oll Company, Lessee,
dated March 6, 1930, covering an uadivided interest of .000376 In 2880 acres,
more or less, In Terrebonne Parish, Loulstana, recorded in Book 173, under
Entry #88911 of the Conveyance records of sald Parish, as modified by act of
release dated January 10, 1081, of 1280 acres, more or leas.

8. '4th royalitles on oll, gas and other minerals, except suiphur; $2.00 net per
long ton on sul&mr. out of and from that certain minernl lease from Canal
Bank & Trust Oowmpany, in Liquidation, Lessor, to Kepmit Wurzlow, Lessee,
dated November 20, 1061, covering an undivided 000875 interest in 800 acres,
iore or less, located in Terrebonne Parlsh, Loulsiana, recorded in Book 187,
under Eatry No. 100,617 of the Conveyance Records of sald Parieh,

10. 34th royaltles on oll, gas and other minerals, except sulphur; $2.00 net
per long ton on sulphur out of and from that certaln mineral lease from Canal

13

-—
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Bank & Trust Company, in Liquidation, Lessor, to Unlon Oil Company of Call-
tornila, Lessce, dated May 0, 1031, covering an undivided .000375 {uterest In 1258
acres, more or less, located in Terrchonne Parish, Lousiann, recorded in Book
150, under Entry No. 90,800 of the Conveyance Records of sald Pavish,

11, 14th royalties on oil, gas and other minerals, except sulphur; $2.00 net per
long ton on sulphur, out of and from that certain mineral lease from Canal
Bank & Trust Compnuy, in Liquidation, Lessor, to the Californla Company,
Lessee, dated August 20, 1051, covering an undivided 3 Interest in 1731 acres,
niore or less, located In Bt. Martin Varish, Loulsiann, recorded in Book 217,
follo 303 of the Converance Records of said Parish, loss 1608 acres relensed by
act of partial relense dated Angust 13, 1958, recorded under Entry No. 80,253 of
the Conveyance Records of raid Parlsh,

12, 3%th royaltles on ofl, gas and other minerals, except sulphur: $1.00 per long
ton on sulphur, out of and from that certaln minernl lease from Canal Bank
& Trust Company, In Liquidation, lessor, to the Callfornin Company, Lessce,
dated March 27, 1030, covering an undivided % tuterest {n 177 ucres, more or
less, in St, Martin Parish, Louisiana, recorded in Book 210, folio 253 of the Con-
veyauce Records of said Parlsh.

13, %th royaltles on oll, gas and other minerrls, except suiphur; $1.00 net per
long ton on sulphur, out of and from that certain mineral lenge from Canal Bank
& Trust Company, in Liguidation, Lessor, to A, B. House, Lessce, dated February
27, 1950, coverjng an undivided 619 of an undivided 14 Intereat In 1327 weres,
more or less, located in Lafourche Parish, Loulslann, recorded in Book 181,
follo 284, under Entry No, 83,309 of the Conveyance Records of snld Parlsh,

14, 3th roynlties on oil, gax and other minerals, except sulphur; $3.00 net per
leng tou on sulphur out of and from that certain minernl lense from Canal Bank
& Trust Compnny, iu Liquidation, Lessor, to M. P. O'Meara and James F,
O'Meara, Losseey, dated May 22, 1052, covering an undivided ¥th interest in 50N
acres, more or less, located In Caleasleu Parish, Loulsiana, recorded under Untry
No. 530,001, Bock 623, follo B85, et seq, of the Conveyance Records of sald I'arish,

15. %th royaities on oll, gaa and ather minerals, except sulphur: $1.00 net per
long ton on sulphur, plus }m.\‘mont up to $150,000.00 out of Yasth on oll, gas
and dlstillates, out of and from that certalu mineral fease from Canal Bank &
Trust Company, in Liquidntion, lessor, to the California Company, Lessev,
dated March 22, 10530, covering 5,500 acres, mure or less, located in Jelferson
Parish, Louisinann, recorded in Book 7, follo 286 of the Couveyance Records of
sald Parish.

16. 34th royalties on ofl and gas: £1.00 net per long ton on sulphur: Yoth on
other minerals, out of and from that certnin minernl lease from Poltevent &
Favre Lumber Company, Lessor, to Inrle H. 8hort, Lessce, dated April 5, 10560
as of March 8, 1070, covering 42,188.20 acres, more or less, in St. Tammany
Parlsh, Loulslana, recorded In DBook 104, follo 75 of the Conveyance Records of
gald Parlsh. Under which lease Cnanal Bank & Trust Company, fn Liquidation
acquired & 500/4000ths undivided interest in sald lease under instrument
{’ec(;rded in Book 132, Entry 4, Page 4 of tue Conveyunce Records of sald

arish,

17. %th royaltles on oll and gns; $1.00 net per long ton on sulphur: Yath
on other minerals: ont of and from that certain minerat lease trom 'oltesvent
& Favre Lumber Company, Lessor, to Enrle 11, Short, Lessee, dated Aprit 3§,
1000, as of March 8, 10M), covering 18,177.85 acres, mord or less, In 8t, Tawmany
Parish, Loulslana, recorded In Book 104, follo 88 of the Conveyance Records of
said Parish. Under which lense Cananl Bank & Trust Company, in Liquldation
acquired a 500/4000ths andivided intercst in snild lease under instrument re-
corded in Book 132, Entry 4, 'age 4 of the Conveyance Records of sald Parlsh,

18. lath royalties on ofl, gas and other minerals, except sutphur; $3.00 net
E;r lotig ton ou suiphur; out of aud from that certaln mlnerat lease from Canal

nk & Trust Company, in Liquidatlon, Lessor, to John J, Cosner, Learee, dated
Qctober 24, 1053, coverlng &30 acres, more or less, In St. James Parish, Louisiana,
{’ecr;:llled In Book 63, under Entry No. 10,870 of the Conveyance Records of anid

arish,

19. 14th royaltles on oli, gas and other minerals, except sulphur; $2.00 net

r long ton on sulphur; out of and from that certain mineral lease from Canal

ank & Trust Company, In Idquidation, Lessor, to Unlon Oil Company of Call-
fornia, dated January 80, 1008, covering an undivided 000375 interest In 185737
acres, more or less, located ln Terrehoune Parlsh, Louislang, recorded in Book
196, under Entry No. 118,038 of the Conveyance Records of sald Parlsh.
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To all of which oil, gas and mineral leases, pooling agreements, nssignments
and transfers refercnce 18 hereby macte for all purposes as though fucorporuted
herein in exteuso,

In conglderation of the [ssuance to petitloners of a certifleate of beneficlal
interest representing 404,350 shares In sald 'Trust, and that petitioners thereupon
transfer said certificate of beneficlal interest In the Trust to The Nutional Bank
of Commerce In New Orleans, under the plan of complete Hquidation herctofore
ipaugurated, the sald The National Bank of Comumierce in New Orleaus to dis-
tribute the 404,330 shares In sald Trust, represented by sald certiticate of bene-
ficlal interest, pro rata to Canal Dauk sharcliolders under and by virtue of
approprinte contracts and arrangements substantially similar to the coutract
above provided with reference to the cash distribution; that sald arrangements
will provide for proper compensation to The Nationa! Bank of Comwmerce in New
Orleans for services rendered,

(5) 1T 18 PURTHER ORDERED, ADJUDGKD AND' DECREFD that, Lefore any step ls
Initiated to transfer this Liquidation's resldual assets to the new corporation
and otherwise accomplizh a tax-free reorgunlzation, which Is herelnafter pro.
vided for, petitioners are authorized, empowered and directed to caunecl, or
cause to be cancelled, 80 percent In number of ench sharcholder's shares in
order that 80 percent in number of each sharchiolder's shares may be colipletely
cancelled and retired, so that there shall remain only 80,870 shares of Canal
Bank & Trust Company, in Lignidation ; that, in order to effectuate such a result,
each sharcholder, at the time he recelves the llquidating distribution heretofore
provided for, shall present the Definitive Receipt held by him, which was Irxsued
under the stock plan previonsly adopted by the Court, to The Nationnl Bank of
Commerce In New Orleans at the time sald shareholder receives the distributlon
in liquidation, previously provided for herein, and that, at such time, stid The
Natioual Bank of Commerce in New Orlenns shall issue to sald sharcholder a
new Definitive Receipt for tivo-tenths of the number of shares in Canal Bonk &
Trust Company, in Liquidation, which sald shareholder had theretofore beld;
that appropriate provision may be muade for the Issuance of scrip certifientes to
take care of fractionnt shiares: that as to those sharcholders who have not
deposited with The Natlonal Bank of Commerce in New Orleans thelr certifl.
cates of stock In nccordance with the stock pian herctofore Inaugurated, it Is
now ordered, ad}udged and decreed that 80 percent In number of aald undeposited
shares are hereby declared to be conipletely cancelled and retired to the same
extent and for the same purpose as I8 heretofore provided in the case of shares
which have been deposited In accordance with the stock plan.

(8) IT I8 FURTHER ORDERED, ADJUDGED ANN DECKEED that, petitioners be and they
are hereby authorized, empowered and directed to do and perform all things
appropriate and necessary to effectunily cancel, or entige to he cancelled, 80
Bemm In number of ench shareholder's rhares In order that 80 percent of Canal

ank shares shail be cancelled and retired,

(7) 1T 18 FURTHER ORDERED, ADJUDGED AXD DECREED that, petitioners are nuthor.
{zed, empowered and directed, follow!ng the consumination of the above partinl
1iquidatton, to.adopt and consummate a plan of reorganization, and to effectuate
sald ptan of reorganization, they are authorized, empowered and directed:

(a) To form, or caure to he formed, n new corporntion called “Canat
Assets, Inc.,” organized under the General Business Corporation Lawa of the
State of Louisiana, and having an nuthorized capital stock of 80,870 shares
of common stock of the par value of $1.00 per share, a copy of the Articles
of Incorporation to he executed by petitionera lielng annexed hereto and
made part of this judgment, and marked “Exhibit 2”;

(b) To transfer and convey to sald Cannl Arsets, Inc., all of the nssets of
every kind, character, and description owned by this Liquidation agr of the
date of the transfer and conveyance thereof, which snid corporation will
assume the liabilities of this Liquidation of every kind, character, and de-
scription ; the real property to he transferred to Canal Assets, Inc, 1s more
fully described herelnafter In this judgment;

(e) To cause Canal Assets, Inc. to lssue, in consideration therefor, all of
its aunthorised capital stock of 80.870 shares to petitloners, and petitloners
therenpon shall distribute said 80,870 shares of capltAl stock of Canal Assets,
Inc. to Canal Bank sharcholders in proportlon to thelr relative interest In
Canal Bank & Trust Comypany, in Liguidntion;

(@) To cause the remalning 80,870 Canal Bank shares to x: cancelled, to
completely dissolve sai@ corporation, and mrrende,r {ts charter.
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(8) IT 18 FUKRTHER ORRERED, ADIUBGED AND DECREED that, petitioners mantl notice
of thiz Judgment to nll Canat Bank sharcholders with the direction that Detlnitive
Recelpts issued to represent shaves deposited be presented to The National Bunk
of Commerce in New Orleans, us Agent for petitloners; that, for all purposes
and fn all events, S0 percent fn number ot ench sharehotder's shures, and hence
80 pereent in mtmbier of all of Canal Bauk shares shall stand completely can-
celled, sald cancellatlon to he eftective seventy-dive days following the dete this
Judgment 18 rendered ; thiat petitioners are directed to deposit with The National
Bank of Comimeree In New Orleans, under an approprinte contract und arrainges
ment, docuuentary evidence of the vights, benetits, aud privileges whieh tnure
bereunder to the shareholders of Canal Bank & Trust Compuny, in Liguidation,
who have not deposited their stock, disiributions heretofore made and those made
in this judgment to remain with the suld The Natfonal Bunk of Commerce in
New Orleans, for the account and benefit of all undeposited shares, untll the
further orders of this Court,

(U) IT 18 PURTHER ORDERED, ADJUDUFD AND DECREED that, the finnl fees and com-
pensation to be paid to the Receivers and thelr attorneys be fixed before the
Recelvers are discharged, thelr bonds cancelled, and the Recelvership finally
terminated,

{Descriptlon of real property omitted.)

JUDGMENT READ, RENDERKD AND 8IONED I open Court this 5th day of March 1034,

Frank J. 81icH, Judge.

A true copy.
[8rar] E. L. McCarrny,

Deputy Cicrk, Clvil District Court, Parish of Orieans, Blate of Lou(siana.

Senator Lono., Will there be taxes due under this reorganization
plan as you proposed ?

Mr. ScHiLLiN, Yes, sir: there would be taxes due,

Senator Lona. They will be due at the caf)iml gains rate.

Mr. ScrirLin, Yes, they will be due at the capital gains rate,

The CrarMaN, Mr. Hausserinann, will you idlentify yourself to the
regorter, please. '

fr. HauvssermanN, My name is Oscar W. Haussermann; my

address is 15 State Street, Boston, Mass. T am a director, the secre-
tary, and counsel of American Research & Development Corp., a Mas-
sachusetts corporation with its principal offices in Boston,  American
Rescarch has presented to this committee, along with a draft of its
proposed amendments to the new code, a written statement dated
April 14, 1954, and an April 16, 1954, addendum to the first written
statement. ‘ :

P

STATEMENT OF 0SCAR W. RAUSSERMANN, AMERICAN RESEARCH
& DEVELOPMENT CORP., BOSTOR, MASS.

Our amendment involves subchapter M of the proposed new code.
Subchapter M deals with regulated investment companics, It says
that if an investment company desires to obtain the tax benefits of
subchapter M, it must elect to become a regulated investment com-
{mny. To become a regulated investment company, two sets of condi-

fons or requirements must be met, one relating to income and the other
to assets, Our proposed amendments have nothing to do with the
income requirement, but solely with the assets requiicment.

Benator Franpers, Excuse me, Mr. Haussermann. I wonder if you
might just indicate very briefly the nature of this particular corpora-
tion, because that is pertinent, I think.

Mr. HavsserMaANN, Our corporation comes within the purview of
the definition in the new code and in the old code of a deveiopment in-
vestment company, which is defined as an investment company which
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is principally engaged in the furnishing of capital to other corpora-
tions, which'in turn are principnlly engaged in the development or
exploitaton of invention teclmo]oglcnl improvements, DeW Processes,
or products not previously generaliy available,

he Cratrman. Senntor Flanders is particularly interested in this.

Mr. HavssersanN. He is one of the founders of American Research
& Development Corp., and he was its first president. The corporation
will always be indebted to him for starting us out on the right track.

asset requirement is to the effect that every investment company
which desires to become a regulated investment company must show
that 50 percent or more of the value of its assets is represented (1) by
cash, receivables, government securities, and securities of other regu.
lated investment companies, and (2) by securities, with respect to any
one issuer, which represent not more than 5 percent of the value of the
total assets of the investment company and not more than 10 percent
of the voting securities of the issuer.

Now, these requirements apply to ordinary investment companies,
and they also apply to American Research’s type of investment com-
pany, with ong exception. That exception is that in computing 50
percent or more of the total value of its assets, an invostment com-
{)any such a8 American Research may include securities of any one
ssuer, even though they represent more than 10 percent of the votin
securities of that issuer, provided they don't represent more than
percent of the total value of the investment company’s assets,

Our proposed amendment is to change that 5 percent to 10 percent.
Our reason for our proposal issues from our experience since we
started business late in 1946.

In at Jeast half a dozen cases we have advanced money to new proj-
ects and the securities which we received for such advances cost us
in each case much less than & percent of the value of our total assets,
By assisting the new projects throngh the furnishing of managerial
and financial advice, giving it financial help in a time of need, and
furnishing, from our own personnel, persons for its board of directo
we have contributed materially to the a?precintion of the value o
the securities held by us in the new project to an amount considerably
in excess of § percent of the total value of all our assets,

For exnmple, we made an early investment in Tracerlab, Inc. The
cost of our investment stands us at $236,000. By staying with that
concern from its early days to the present time, and assisting it in
the solution of many problems, we have seen the value of our invest-
%%t Ogsow until it is now about $727,000 as against a cost to us of

,000.

Another example is Tonics, Inc. Our investment in that entorprise
cost us $400,000 and now has a value of almost $800,000,

Another example is High Voltage Engineering Corp. The cost of
our investment in this enterprise 18 $200,000 and its present value is

y . R
There are other examples of our buyin? into new enterprises at a
cost amounting to less than 5 percent of the valus of our total assete
and working with these enterprises and contributing to their rise in
value until our investment in each has grown in value to an amount
greater than 8§ percent of the value of our total assets. With these
examples in mind, I should like to point out that the more successful

»
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we are in helping to develop a new enterprise, the harder it is for us
to qualify as a regulated investment oom]pnny._ We feel that this
result wus not intended by the code and that roising this 5 pereent
limitation to 10 percent would be consistent with the aim and spirit
of section 851 and would be fair und helpful to development invest-
ment companies.

I might point out that the renson American Research hasn’t asked
for a change hitherto i8 because we weren't selling our apprecinted
investments and we weren't asking our projects to pay us great divi-
dends. Hence, although we operated at a profit.in the past 2 years,
our net income in 10562 was small and in 1053 was small,  However, it
is much larger for the first quarter of 1054, It looks, therefore, thnt
we are now appronching a time when we may be ready to distribute
earnings and, therefore, ready to become a regulated investment com-
pany and to serve a8 u conduit through which our earnings may be
passed on to our stockholders as dividends,

Our other proposed amendment is simply this——

The Cuamman. Will you pause ﬂust o moment, please.

Has the staff considered that problemi

Mct Smirh. Yes, sir; a group was in the other day, Senator, on that
matter.

The Craexan. Have you been in touch with the staff?

Mr. Haussenaann, No: but I shall,

The Crammax. Get in touch with Mr. Stam, 1011 Now House
Office Building. They are studying all the technical fentures of this,
fh think you will ind them sympathetic and they will try to work some-

ing out. .

Mr. HausseeMaNN, I shall go there. Thank you, sir.

Now, as to our other proposed amendment. The present language
of section 851 of the proposed new code and of section 301 of the exist-
ing code defines a development investment company as one “prinei-
pally engaged in the furnishing of capital to other corporations which
are principally engaged in the development or exploitation of inven-
tions, technological improvements, new processes, or products not
previously generally available.” .

We would like to change the word “principally” where it is used
the sccond time in section 851 ge) (1) and in the two places where it is
used in section 851 (e) (3) to “substantially.”

The CHAmMAN. You would like to do what?

Mr. HaussErmMaNN. We would like to change the word “principally”
to “substantially” in the places indicated so that a development invest-
ment company would be defined as an investment company “princi-
pally engaged in the furmsl‘un% of capital to other corporations which
are substantially engaged in the development or exploitation of in-
ventions, technu o¥1cal |mrrovements, new processes, or products not
previous&_y generally available.”

Changing “principally” to “substantially” in the places indicated
would encourage a development investment company to furnish funds
for a new enterprise launched by an old company prior to the time
when the old company could be said to be “principally” engaged in
the new enterprise; and would obviate the present practical difficulties
inherent in determining annually whether each corporation to which
a development investment company has furnished capital, thoagh
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clearly “substantially” engaged in new things, is “principally” en-

gaged in new things.

Bear in mind that the changing of the word “prineipally” to “sub-
stantially” in the places requested doesn't mean that we could arbi-
trarily say, “Any corporation in which we have invested funds is
‘substantinlly’ engaged in new enterprises,” The SEC would he the
final judge as to this, As you know, in order for us to become n regu-
lated investment company, we would have to get ench yenr a certificate
from the SEC, nddressed to the Secretary of the Treasury, to the
effect that the SEC deemed us to be principally engaged in furnishing
capital to other corporations which are “substantinlly” engaged in
new enterprises, .

The CrarMan, Thank you very much,

(The prepared statement of Mr. Haussermann follows:)

BTATEMENT OF AMIERICAN REAEARCE AND DEVELOPMENT CORP, ( HEREINBELOW
REFERRED TO A8 AMPRICAN REBEARCH)

The amendments sought by American Research are annexed hereto. They
pertain to section B51 of the proposed new revenue law (H. R. 8300) and old
section 361 of the existing Internal Revenue Code.

New section 851 and old section 361 (which are now substantially the same)
each contains a subdivision relating solely to that type of investment company
which Is a “development company,” that is to say, & company “principally en-
gaged in the furniahing of capital to other corporations which are principally en-
gaged in the development or exploitation of inventions, technological improve-
ments, new processes, or products not previously generally avallable.” (The
term “development company” as used herelnbelow refers to the above type of
investment company.)

As now written these sections, among other things, first specify the conditions
as to assets which an inveatment company, other than a development company,
must meet in order to become a regulated investment compaoy and then specify
the conditlons a8 (o arsets which a development company must meet in order
to become a regulated investment company. The two sets of conditions as to
asseta are the rame, excepit ax helow indicated.

Under new section 851 (b) as now written, for an investment company, other
than a development company, to quality as a regulated Investment compuny the
following conditions as to ita asscts must he met:

“(4) At the close of each quarter of the taxable year—

“{A) at least 50 percent of the vatue of {ts total assets is vepresented hy—
“(1) cash and cash {tems (including recelvahles), Government secu-
rities, and securities of other regulated investment companies, and
“ (1) other securities for purposes of this calculation limited in respect
of any ohe [raner to an amount not greater in value than 8 percent of the
value of the total assets of the taxpayer and, except and to the extent
provided in subsection (e), to not more than 10 percent of the outstand-
ing voting securities of stich issuer, and"

Under new aection 851 (¢) as now written, an investment company which is
a development company and which derires to guallfy ns a rezulated {nvestment
company must meet all the abova requirements, with the exception that, In com-.
puting 50 percent or more of the value of its assets, securities of an issuer repre-
senting more than 10 percent of the voting securities of such issuer may be
fncluded, provided the securities of ruch {ssuer do not represent more than 5 per-
cent of the total value of the development company's assets. The effect of the
attached amendments proposed by American Ressarch would be to raise the last.
mentioned figure of § perceut to 10 percent,

REASONS FOR ATTACIED AMENDMENTS

Development companies by advancing capital to and assisting in the develop-
ment of new enterprises contribute to the increase of new business and to the
increase of employment Iun new flelds and are thus helpful to our nationnl econ-
omy and our indnstrial progress, Legislation that facilitates a successfol de-
velopment oompany's qualifying as a regulated investment company Is legis-
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lation In the nationa! interest: legislation tbat virtually preventa a successful
development company's qualifying as a regulafed Investment company is not in
the pudlic interest. .

The exlating provisions of new section 851 (b) (4) and section 851 (e), if not
revined ng proposed by American Research, wonld Justity the charge (as do the
existing provislons of old sec. 861 (¢)) that the more successtul a development
company I8 In developing new enterpricea and Increasing the value of its invest-
ments in such new enterprises the harder it Is for such a development company
to qualify as a regulated Investment company.

Amerlcan Research Is a case in point,  With respect to some half doven or more
new enterpriser, Amerlean Rexearch (@) has bought gecurities of the new enter-
prise at a cost amounting to less than § percent of American Research's total
assets and (3) has directly caused a material Increase in the value of its hold-
ings in such new enterprise to an amount greater than § percent of the value of its
total assets hy contributing to the new enterprise managerial and financial advice
and thmely financlal aid and by furnishing one or more experienced directors
(taken from Its own personnel) for the board of such new enterprise,

The very success of Amerlean Research in thus developing new enterprises
and increasing the value of Its investments in some of these new enterprises far
above original cost has made It Increasiugly havder for American Itesearch to
qualify as a regulated investment company under the existing provisions of old
section 361 and new section 851,

It Is submitted that the attached amendments or reviajons would be equitahle
and helpful from the atandpoint of a development company such as American
Research and would be {n the public intereat.

Respecttully submltted.

Groroes F. Dorior,
Preatdent,
Q80AR W, HAUSSERMANN,
8eorctary, Director, and Counscl.

Arrin 16, 10534, ApDENDUM TO ArRit, 14, 1004, STATEMENT Firep With SkENATE
FINANCE COMMITTEE

In additlon to the amendments to sectlon 831 (e) of H. R, 8300 propored by
Autertean Research and Development Corp. (herein enlled American Research)
1n itr April 14, 104 statement already submitted to the Senate Finance Com-
mittee, American tesearch respectfully subinits one further amendment to rees
tion 851 (e). Thia further amendment and the amendments to section 851
glrondy submitted by Amerlcan Research are all emhodled in exhibit A annoxed

ereto.

The additlonal amendment hereln propored consists of changing the word
“principally” found In the sIxth line of section 851 (e) (1) to “substantlally” and
of changing the word "principaliy" {n the two places in which It 18 used In section
851 (e) (3) to “substantially,” ’

Bubstituting the word “subatantially” for the word “nprineipalls” in the places
fhove indicated would obviate the practical difftculties inherent In determining
aununlly as of the end of each quarter whether each nnd every corporation
to which a development inveatment company hes furnlahed capltal and swhose
securittes are then In its portfollo {8 engagedl to the extent of K1 percent or more
in the “development or exploitation of inventiong, technological Improvements,
fiew processes, or prodducta.” Ta deterinine whether a corporation Is “substanti-
ally” 8o engaged 18 not n difficult matter schereas to determmine whether it is
“principally” so engaged luvolves a mathematleal problem for which there Is no
recognlzed formula,

In this connection It might be polnted out that the question schether an enter-
prise I8 “mitlistantinlly” engaged in the development or exploitation of inventions,
technological Imrrovcmonts. new procesases, or produtets not previously generally
available would have to be officlally consldered and passed upon by the Securitles
and Exchange Commiasion and would not be left to the arbltrary determination
of the Investment company itself.

In the nature of things, & new enterprise latnched by an existing corporation
engnged In other netivities may need capital advances from a development inveats
ment company at an early stage of the new enterprise—at a stage when the
activitles devoted to the development or exploitation of Its new enterprise coh-
stitute less than 51 percent of the total business In which jt Is then engaged.
Virtually to prevent a development investment company from furnishing funds
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to help such a new enterprise at a criticul time of need, solely because the new
euterprise dues not at the time represent 51 percent or more of the needy cor-
poration’s activities, runs counter to the aln and spirit of seetion 851 (e). The
encouragewent of jnvestwent commpunies furnishing capital to developiuent enter-
prises, wiilch sectlon 831 (e) almig to glve in the interest of the national econoiy
and of industriul progress, would actually be furthered, rather than retarded,
by permitting un juvestment company to fuvest its funds in concerns which are
substantially euguged In uew enterprises even though doubt may attach to the
question whether they are principally so enguged at any given time,
Respectfully subwitted.

AMERtCAN RrsearcH aND DEVELOPMENT CoRP.,
By Oscak W, LAUSBERMANN,
Neorotary, Dircctor and Counsel,

Exumr A

Revisions or Skotion 851 of Tite Proruskp New RevENUE Law (H. R, 8300)
PROPOSED DY AMERICAN LIESEARCM AND DEVELOPMENT Cowr,

American Research and Development Corp. proposes that the provislons of
subdivislou (11) of parngraph (4) of subsectlon (b) of section 831 of the pro-
posed new revenue luw (H, R. 8300) be revised to rcad as follows (the revislon
consisting of the trunsposition of the exception clause italiclzed below) :

*“(i1) other secyrities for purposcs of this calculation limited, ereept and fo
the extent provided {n subscction (e), In respect of any oue Issuer to an amount
not greater {n value than 5 percent of the value of the total assets of the tax-
payer and to not wmore than 10 percent of the outstanding voting securities of
such issuer, and”,

Americun Research and Development Corp. proposea that the provislons of
subsection (e) of said section 831 be revised to read as follows (the revisions
being Italicized hereinbelow) :

“(e) INVESTMENT (COMPANIES FURNIBIIING CAPITAL TO DEVEIOrPMENT CoORPO-
RATIUNS.

(1) GrNemAL RULe, It the SBecurities and Exchange Commission determines,
in accurdunce with regulations issued by it, and certifies to the Secretary or
his delegate not less than G0 days prior to the close of the taxable year of a
registered management (nvestment company, that such investment cowmpany is
principally engaged in the furnishing of capital to other corporations which are
subatantinlly engaged in the development or exploitation of inventlons, tech-
nological lmprovements, new processes, or products not previonsly generally
available, such Investment company wmay, in the computation of 60 percent of
the value of fts assets under subpuragraph (A) of subsection (b) (4) for uny
quarter of such taxable year, include the value of any securitles of an issuer
in an anount not greater in value than 10 percent of the valuoe of tho total
asseis of tho tarpayer, notwithetanding the foct that such investment company
holds miore than 10 percent of the outstanding voting securitles of such issuer,
but only it the Investment compuny has not continuously held any security of
such Issuer (or of any gredecessor company of such issuer as determined under
regulations prescribed by the Secretary or his delegate) for 10 or more years
preceding such quarter of such taxable year.

“(2) LiurrarioN, The provisions of this sibsection shall not apply at the
close of any quarter of n taxable year to an investment company if at the close
of such quarter more than 25 percent of the value of Its totnl nssets is rep-
resented by securitles of issuers with respect to each of which the Investment
company holds more than 10 percent of the outstunding voting securities of
such Issuer and in respect of each of which or any predecessor thereof the
investment company has continuously held any security for 10 or more years
preceding such quarter unless the value of its tocnl ussets 8o represented s
reduced to 28 percent or less within 80 days after thie clcse of such quarter.

“(8) DETERMINATION oF 8TATUS, For purposes of this subsectlon, uniess the
Becurities and Exchange Commission determines otherwise, a corporation shall
be consldered to be substantially engaged in the development or exploitation of
inventiuns, technologleal improvenients, new processes, or products not xre-
viously generally avallable, for at least 10 years after the date of the firat
acquisition of any securlty in such corporation or any predecessor thareof by

investment company if at the date of such acquisition the corporation or
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its predeccasor was sudstantially so engaged, and an investment company shall
be consldered at any date to e furulshing capltal to any compny whose securl-
tles it holds If within 10 years prior to such date it has acquired any of such
securitles, or any securltices surrendered in exchange therefur, from such other
company or predecessor thereof. For purposes of {he certificatlon under this
subsectlon, the Sccurltles and Exchange Cotmmission shall huve authority to
{sgue such rules, regulntions and orders, and to conduet such iuvestigutions uod
hearinga, elther publle or private, as it may deem approprinte,

“(4) DeriNITIONS. The term used in thia subsection shall have the same
meaning ns in subsections (b) (4) and (¢) of thls section.”

The CaarMaN. Mr, McDaniel, please.

STATEMENT OF GLEN McDANIEL, PRESIDENT, RADIO-ELECTRONICS-
TELEVISION MANUFACTURERS ASSOCIATION

Mr. McDaxier, Iam Glen McDaniel. T am president of the Radio-
Electronics-Television Manufacturers Associntion, an organization of
880 companies, which is celebrating its 30th anniversary today. We
were incorporated on April 16, 1024, This isn’t the way I would
huve chosen to have a birthday celebration, Senator, coming down
here to testify on a revenue bill,

The Crarmax. It isa holiday and a good day for a good deed.

Mr, McDaxtrr, I was here a month ago and testified on H. R. 8224,
the excise tax bill. Toduy, I want to talk very briefly—I have quite o
short statement—-

The Cnamyan. Tell me just a little about your corporation, What
exactly do ;vou do—irhat are your nctivities?

Mr. McDaxiern. I am talking, Senator, for the radic-electronics-
television manufacturing industry., The association is & nonprofit
organization and I am talking for the interests of its various com-
panies, particularly from the excise-tax point of view.

H. R. 8300 recodifies etrtain provisions of the excise tax on tele-
vision and radio receiving sets and I wanted to talk about those.

Senator Frear. Are these companies in an association and is the
association a corporation?

Mr. McDaxteL. It is a nonprofit corporation; yes, sir.

Senator Frear. Where is it incorporated ?

Mr. McDanter. In Illinois,

Senator Frrar, Well, I can’t say too much for it, then, I guess.

Mr. McDanier. The incorporation in Illinois was because of a
historical accident, Senator Frear,

I wanted to make clear where we stand on excise taxes, because the
industry is very disturbed about it. We are the only consumer-goods
industry which does not benefit from an excise tax reduction, either
this year or next year, under the Revenue Reduction Act of 1054 that
has just passed. I want to take 1 minute to have the record show
our view,

We think that television is an instrument of public enlightenment
and it ought not to have a selective excise tax any more than news-
gapers ought to hnve one. We think Congress recognized this fact

y refraining from levying the tax on television until the Xorean
war broke out in 1950, Even then, the committee report said that one
of the reasons—I am talking about the Finance Committee report—
said that one of the reasons the excise tax was levied on television was
to equnlize competition with the movies. Now, Congress has prac-
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tically removed the tax from the movies but it hasn't done anything
to equalize competition this time with television.

The Cuairman. Well, you have almost put them out of business,
Ther haven’t put you out of business.

r. McDanten,” But this committee snid in 1950 that it was unfair
competition to tax one and not the other of these closely competitive
forms of entertaiment, Now, that is just what Congress haa done in
the last month,

At the sama time, Congress voted a reduction of 10 porcent to 8
percent on refrigerators and other houschold applinnces and left
telavision and radio sticking out. very conspicuously as the one type
of houschold product that didn’t got a reduction. Our products are
the only consumer durables left that aro taxed at 10 percont,

Senator Lona., Do you know what it would cost to remove the tax
on television{ ' '

Mr. McDanme. $150 million,

Sonator Lona. Television and radio.

Mr. McDanikn, Television and radio, yes.

Senator Frear, Tho excise tax.

Mr, McDanien, Tho manufacturers’ excise tax, To remove it would
oost $150 million a year.

Senator Loxa, On radio nnd telovision,

Mr. McDaxizn. To remove it entirely, and we think that is what
should be done,

The Ciramsman, I doubt very much that this committes in connec-
tion with this bill would fool with excise-tax rates. If you have any
administrative problems, that would be something else agnin,

Mr. McDanign, I will proceed with those. We want to go on roc-
ord as opposed to the nccelerated corpor  on-tax payments in sections
6016, 6152, and 6154, We oppose this because we regard it as a tax
increase of muEhly 10 percent over 5 years, and in our particular in-
dustry we think it will create very difficult problems, particularly for
tho smaller companies. That is because in marketing television and
radio sets you have in the 1ast 3 months of the year your big market.
You propare all year for that market. If you guess wrong you ean
g:t into difficulties, If you have paid to the Government, your taxes

foro you start, then it greatly increases the hardship that smaller
companies find themselves in, 1f the desives nnd the whims of the
purchasing public go the wrong way. \ . .

Wae think it would be n lot sounder and a lot more in keeping with
the administration’s 1}‘)rofes.sml desire to encourage investment and
to encourage the working of the free enterprise system, to leave the
tax collections the way they are. . . )

Now, I will go to the structure of this radio-television exciso tax.

The House, in recodifying the oxcise-tax .provisions—I am not
talkin%nbout rates, now, Senator, I am talking about the provisions
of the bill, . .

Senator Fraxpers. You will excuse me just a moment{

Mr. McDaNmL. Yes, )

Senator Franozrs, With regard to this new pay-as-you-go plan
which at the end of X years, at the cost of 5 percent a year, brings.
the corporation into a current tax payment position, I might ﬁust say,
Mr, Chairman, that I have meditated on the possibility or the desir-
ability of doing away with the forward estimate and paying each
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quarter, on the estimated profits of that quarter, instend of trying to
guoss in March what things are going to be like in December,

I don’t know whether there is uny possnl_ullti' of that, or any desir-
ability of it, but I would like at leist to raise the question. .

The Cuairaan. In other words, you are raising the question, “Will
you lovo mg in December as you did in May " .

Sonator Franoers, That is what was in my mind but I didn’t men-
tion it beeause I knew you would, )

Mr, McDaNien, Your proposul would be more accolerative than
the present plan,

Scenator Franpers, There would have to be acceleration in it but I
haven't figured out whether it would require more or less. I wouldn’t
want you to pay niore than 5 percent anyway but it strikes e as a bit
more equitable to pay it as you get it than to pay as you hope to get

it.

Mr, McDaniew, Well, we think that the bill as now written puts
corporations in n_guessing game about revenue which would present
some very unworkable fentures, just the way the old declared-value
excess profits tax did.  Congress finally rc&)enlcd that as being unwork-
able, beenuse a taxpuyor was guessing on the declnred value which was
based upon his guess of revenue, and it was just not workable. In
our industry you cannot guess your income even in Sep(omber, because
it depends on events ocenrring in the last 3 months of the year. Iam
sure there are other industries that have seasonable factors of that
kind which cause the snme sort of difficulties,

Senator Frear, How do you compare that to an individunl’s guess
Do you think it is fair for an individual to estimate his incomoF '

Mr, McDanien I assume that the gerat bulk of the people can
estimate very well what they are going to make, Most lwoplo receive
a {ixed wage or salary but no corporation has that much certainty of
income, unless it is perhaps some kind of public utility.

Senator Frear. 1 suspeet you are right but there nre probably as
many individuals who would be in the same classification that you
are talking nbout as there nre corporations,

Mr, McDanttL, Are there not special provisions for then, such as
the farmers and others?

Senator Frear, I didn't know the farmer got anything very special
attributed to him, but it might be.

Mr, McDanien. Now, on the recodifying of the excise tax pro.
visions, the House took n needed stop in reasserting the original inten-
tion of Congress that our excise tax should apply only to so-called
entertninment types of articles, That is the home set, the home radio
set, the home television set, and not the marine and mobile equipment
or the complicated police systems of communications that have
developed sinee the time the tax was first enacted,

However, the trouble is that the House didn't go far enough.

On page 433 of the bill, the radio-television tax is codified under a
new subchapter, C, of chapter 32, entitled, “Intertainment Equip-
mont,” but the bill’ carries over into scction 4143, an exemption for
snles to the United States of so-called communication, detection, and
navigation receivers. This exemption was added to the Internal
Revenue Code by section 482 of the Revenue Act of 1951, at a time
when the Internal Revenue Service was improperly seeking to impose
the tax on nonentertainment equipment sold to the United States,
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" There is no need for section 4143 of the new code, provided it is
made absolutely clear that the tax imposed by section 4141 applies
only to entertainment equipment as indicated by the title of sub-
chapter O, Our recommendation is thevefore that the position of the
House be strengthoned by the deletion of section 4148 and the addition
of a clarifying amendmeént to section 4141, which makes it clear that
the tax dose what the hending of the chapter says it does, and a sug-
gested form of amendment is attached to my statement, .

Senator FLANDRRS (Jmsiding). This section 4143, on tho basis of
what you have just said, seems to be unnecessary, but is there any pos-
itivo calm that flows from it! .

Mr. MoDan1ge. In the sense, Senator, that it casts an implioation
that a non-home-entertninmgnt type of receiver, that is not sold to
the United Stntes, is still taxable. Such as one 'sold to a shippin
Jine or a complicated transmitting and receiving appnratus in whic
the Revenue Service tries to select out the receiver components, This
results in a terrible headache which we think costs the Government
more money to administer than the revenne derived from it,

‘Woe think it was a very badly framed amendment and it was enacted
at a timoe when' the Revenue Service said, “We will relieve inec}uitiua
and make clarifications, providing they don’t cost any revenue,” since
it was certain that tai:mg money out of one of the Government's
pockets and putting it in another didn’t cost the Government any
Tevenue, 80 it was passed in that form.

Senator Fraxpers. I would like to have the staff ihform the com.
mittes if there was any positive reason for putting that in,

Mr, Surrit. In 1951, the committee adopted this provision which
exempted purchases by the Government. I think there might be a
Joophole there if we did take it out as the witness suggests.

‘ -Mr, MoDaniz. It isn’t & loophole; it is & question of coverage,
We think thers was never any intention to impose the tax on these

rtions of complicated equipment that are not home receivers. The
itle of subchapter C as it now appears in 8300 indicates ns much. It
is the entertainment type article that it was intended to tax.

Mr. Surmt. The way the present law is drafted I am not so sure.

_ Mr. McDanter. Thers are a fow articles which have receiving com-
ponents in them or are in part receiving sets which in turn are parts
of technical communications apparatus, Thess should be removed
from the tax.

Senator Franpeas, What you are “"'“{‘,’, in effect, is to indicate
that the exemptions apply to everything that is not entertainment
oqu;mm { whether or not it is sold to the United States Government.
+ Mr, MoDawnes, That is correct,

1 Senator FraNpess, And in your point of view it is too narrow and
you would like the broader exemptiont :

3o, ierom. M, Cairman, T might say that th
« Mr, Sxerrm. - Me, Chairman, I might say that the committes in goin
Sy GRS
- or: FLANDERS, at time, howevor weren’t exemptin
other noneritértainment apparatus, Now yoﬁ .’;m : prng
i thihk- €hat is- the bu’zg of Mr. McDiniel’s suggestion, It has

e Mo Divn, e, oun pro factd to the staft
72 sy MoDANI,, ‘We can present more to the about it,

The: revarivyloss!in wlm;’m ate talking aboat s, we think, smallar
b ' ! '

!
v !
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than the cost of administration. The cost of administiation to the
companies is tremendous, ‘I'here are nover-ending layors of complexi-
tios as to what constitutes n receiver or something that is suitnblo for
use in a receiver-—whon you ave trying to upply a tax, that was enacted
to apply only to home-typo sots, to a very different.article,

Sunntor FLanosrs, Youn witl tako that np with the staff and the staf?
will listen sympathetically but without any statements in advance ns
to what it is going to do.

Senutor Lona, Mr, MeDaniel, I will offer you n little encomrngo-
ment in your ‘:mpmul to take the oxciso tax off television sets, [
have been thinking about offering an amendment to vemove that ex-
oise tax. I did not vote for it on the floor before becnuse 1 didn't
want the provious bill to bo one that lost the Government more revenuo
than it ralsed it,  Inasmuch as there is going to be a tnx-veduction bill
anyway, I have been thinking about offering this proposal, along
with some other excise tax reductions,

You will find somo support for your position by Prof. Sumner
Slichtor, who is regnrded us one of the best sconomists in the conntvy,
Ho wrote an article that appearad in the magazine section of the New
York Times last week, in the Sunday edition, Ho urged that this
would bo just about the type of antirecession device that wo would
need to encournge more production.

Do you think it would mean ndditional employment of any con.
giderable degree if this oxcise tax wore mnmvm\ from television sets?

Mr, McDanen, Wo think it would mean additional employment
for this reason: Qur greatest manufacturing center happens to bo
Chicago. The union which has the organization of the employea
there has sufferod a 85 percent. drop—that is veported in n aurvey of
the plants—in employment in January and Iebruary of this year
that is to a point equal to 63 percent of employment when cmupumd
to a year ago.

q Of course, our industry is showing pronounced recessionary ton-
encies.

Sc;n'ator Lona, Do you mean you are 65 percent down in employ-
men :

Mr. McDanrre, No, Senator, down to a point equn! to 65 percont ofy
a year ngo.

enator Lona. Only employing one-third the number of people you
were employing this time a year agof

Mr, McDan~ier, Noj; only employing two-thirds the number in that
Iarge center.

ow, I presented many charts and other information here a month
ago on that and we can bring those up to date. Our inventories are
swollen, They were up 85 percent at year-end, as compared with
the previous period, and our production was off 35 or 40 porcent over
the previous year.

Senator Lono. What is your prospect of marketing color tele-
vision in large mensure?

Mr, McDanteL, We have created a production which costs a thou-
sand or $1,200, and we are concerned because we are afraid the public
won't buy it—certainly they haven’t bought it so far because it costs
too much, and we are afraid that they wonst buy the black and white
either because they want to wait for color, and we are afraid of a stale.
mate. '
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Sountor Luna, You have built up a huge demand for your product
and slowed down the demand for the one you have on the market.

Ny, MobDanien, We mie facing a technological vevolution which t
st afraid is going to do the industry o grent deal of dumage and rosult
in the loss o? a lot of employment,  Now, it depends on the publis
whim, agnin, but we nead in the worat way to get the prices of theso sets
down, buth color and black and white, 'I'hat is thoe reason we neod
the tax off in order to combat these stalemato possibilities,  Wo have
had quite a numbor of Jayotls in the industry.

Senator Lona, 1 just peceived word from New Orleans that theve
ave more televizion sots in New Opleans than there arve telephones,

Mr, MoDawir, We understand in West Germany theve nro more
now than there are buthtubs,

Senutor Frean. Mr, McDaniel, you don’t attribute this inercase in
unomploymoent entively to peaple’s thinking that color tolevision will
comoont I mean the sales of black-unc-white television sets stopped
anticipating lowsee priced coloy tolovision sots?

Mr, hlUSAN"".Ia. Vell, it isn't quite that simple, Seantor Fprear,
What has happened is that we had n swallen inventary sitnation at
tho time the ll"(‘{,‘v authorized the new color system,  Wao then had
what T think was a bit of concern on the part of the indusiry
executives, beenuse of tho situation they were }xwing. Wo thon had
distress salss from inventery, coming at the samo tine as a sharp
drop in production, Manufacturers have tried to eliminate their
inventory and they have done it at price-cutting figures which ean
no profit to them, ~ We, thevefore, have a situation very diffovent from
Inst year, which was a profitablo year. Our figures now from our
various companies, on tho results of 1943, ave profitable, but. the
results of 1004 are going to be very different, bocauso of these
diffienlties.

How soon this is going to pick up, T don't know, but there is a
scramblo now to make cheap sets of $130, $140, to cut the price, to
got tho price down,

The sets that. sell above $130 or 150, for example, are not. moving
and you have a seramble to get the price down so you can sell thew,
1n other words, you have to offer morve inducoment, pricowiso, to sell
your black and white, while the color threat overhungs the market,

I don't frankly know whether it is going to work into a serious
stalemato or not. I think wo will know by next fall, However, we
noed the tax off in the worst way to make surve it doosn't happen,

Senator Lona. What you are preducing in the way of colov {ole-
vigion costs around $1,000¢

My, MoDanter, 1t sells for around $1,000, Some sets are $1,200,
the color telovision sets, That is for a 12-inch tube,

Senator Feear. You have already stopped manufacturing the
18-inch tube? . .

Mr. McDanirn. Yes; in black and white. The publio waunts a big-
ger picture than that. . .

Senator Frear. Isn’t that true in color televisiont

Mr. McDanixr. We haven't yot put on the niarket a bigger tube
than & 12%4-inch horizontal picture. That is becauso of the tremen-
dous cost and technological problems involved in making a bigger

tuhe,.
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It is folt by many in the industry that we will nover be able to
market. color tolovision successfully until we have n picture tubs of
around 20 inches for u_price mueh less than wo are able to sell a
12-inch tubo for now, With all of the appeal that color has to the
publie—and it is & wonderful thing—it is going to bo a great. thing
when we ean finally overcome theso diffienltics—but if we can'’t keop
our back-nnd-white sales going, meanwhile, we aro not going to over-
come them,  Wo nre going to have o very dificult situntion,

Senator Freane M. MeDaniel, do you find that where color tolo
vigion is now put on the air where it ean bo received by black-and-
whito sots, that it improves the receiving of tho back-nnd-whito setd
Doesn’t it make tho picture sharper in f)lnck and white even though
it is televired in colort

Mr. MeDanien, 'There have been a great. many comments to that
offuct, The principal reason for it is, however, that when color is
put ou the air the angineers nre swarming over the apparatus to mnke
sure that evervthing is in perfeet tune, you see, beeause of the close
tolerances and the dillenlt y of color transmission, and therefore it
does give n better-looking pieture,

Senator I'ksare. You don'’t think, then, that that is going to help
in the sale of black-and-white zots?

Mo, MeDanien, 1 honestly don’t think it is something that yon can
use us o merchandising factor, beeauso it isn't always troo.

Senator I'rean, Thank you,

Mr, MeDanigr, We collaborated in a booklet with the Nutional
Botter Business Buvean on that subject and that is the position we
took there,  Wo den't think it would be honest to n-lprusout it as a
better picture, beeause it may not be, depending upon the transmittér,

"Tho rest of my statement is on exeise tax administrative problems,
Senator, I know you ave pressed for time and 1 will just file the
statement and, if wo may, we would like to take those up with the stail,

Thoe Crtateman, Feel frve to do that,  We will bo very glad to have
you do that,

Mr, MeDawnn, I greatly appreciate your stafemoent. about your
intentions, Senntor Long, and 5 would like to call on you Iater and
give you some of our figuves on that, 1 think you would be interested.

Thank you very much,

('The prepured statement of Mr. MeDaniel follows:)

STATEMENT OF GLeN  McDANIEL,  DPRESIDENT,  RADIO-BLROTRONICS-T'HLEVISION
MANUFACTURRRS A880OCIATION, ON H. R, 8300

My name 18 Qlen MeDantel, 1 am president of the Radio-Electronles-Toles
vislon Manufucturers Associntion, which cotisists of 880 tuanufucturing com-
panlea, A month ago I appeared hevo on H. R, 8224 and asked for 8 reduction
10 the excise tax on radlo and telovislon setz, Today I will address yselt to
certnin of the provislons of H. R, R3O0 us they nffect this industry.

Before doing wo, howoever, 1 want the record of this hearlng to show that the
members of aue hiduatry ave greatly disturbed, and rightly so, about the position
{u whlch the pussage of the Kxelae Tax Reduction Act of 1034 leaves them, Qurs
{8 the only consumer products lndustry not recelving immedinte or prospective
tax reductions under this act,  We strongly urge that this injustice be corrocted
at the earlicat possible time. .

1 would Hke to take 1 minute now to make onr views clear. Telovialon is an
fustrument of public entightenment and nows dissemination, and an excise tax
on it Is as contrary to wise publie policy as a tax on newspapers would be,
Oongrese recogtiived this fact by refrajniug from levying a tax on telovislon until
the Kores war broke ont. Hven thon, the report of this committee ludleated

45004 —84—pt, 8-——4¢
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that the tax was Imposed partly to cqualize entertninment competition with the
movies, Now Congress hus in practicnl effect removed the tax from movies but
hns done nothlug this time to equalize competitlon, Congress alsoe reduced the
tax on refrigerutors and other home unppliances from 10 to § percent, to
stimulnte employment and combnt recessionavy tendencles, but voted down a
sinillnr amendinent on radlo and televiglon where the danger algus—reduced
production, layoffs, and swollen Inventories—are more pronounced. This volec
tive exclse tax on televislon nnd radlo should beo entirely removed.
I will now turn to the provislons of H, R. 8300.

THE ACOELERATION OF OORI'ORATE TAXPAYMENTS

Sectlons 6016, 61582, and G154 of the bill provide for the accelerntion of cor-
porate income tax lnbility through a new cdecinpation of estimated income tax
procedure, ‘The new system purports {o put corporations on o “pay aa you go”
basla without any “forgiveness” feature rich as was uged when Indlviduils were
placed on such a busla, It amounts to a substantlnl Inerease in the corporate
tax rates over the next § years and wlil correspondingly reditee corporate worke
ing eapital. The inordinate diMeulties of estimnting a corporation’s profita from
8 to 6 months before the end of {ts fiscal year aro reminiscent of the problems

resented by tho thoroughly discredited declared-value excess-profits tax which

ongress saw Mt to repeal n8 unworkable, This plan 18 in direct confilet with
the avowed purpose of the bill to stimulate Lusiness Investiment and expansion,
This new requirement wiil place a particularly onerous burden on the smnll o=
panies which comprisd 72 percent of our industry, These companies are finding
that more and wore money ia being tled up In the complieated equipment and
addltional working capital required to keep ahreast of the rapld developmenta
fn the lndustry, such as color televirlon, This current taxpaymwent plan for core
porations should not be adopted at this time.

THRE STRUCTURE OF THR RADIO-TELRVISION EXCISE TAX

In recodifying the radlo-television excire tax provisions, the Houne took a
much-needed step in reasserting the original intontion of Congresa that the tax
applies only to so-called entertainment type sets and not to complicated pleces
of electronic equipment which have developed aince the tax was first enncted In
1082. Certain minor changes In these provislons should be made in order to
make the House actlon completely effective,

On pa%e 488 of H. R, 880&. the radlo-television tax is codified under a new sub.
chapter C of chapter 82, entitled “Entertainment Equipment.” The House bill
however, carries over into section 4148 an exemption for sales to the Unltod
States of so-called communication, detection, and navigation recelvers. This
exemption was added to the Internal Revenue Code of 1030 by sectlon 482 of the
Revenue Act of 1001 at a time when the Internal Revenue Service was improperly
seeking to Impose the tax on nonentortainment type equipment sold to the United
States. There I8 no need for section 4143 of the new code, provided it is made
ahwlntet{ clear that the tax Imposed by section 4141 applies only to entertain-
ment equipment as indlcated by the title to subchapter O, We recommend, there-
fore, that the position of the House be strengthened by the deletion of section
4148 and the addition of a clarifying amendment to section 4141 which mnkes it
clear that the tax applies only to entertainment type equipment. A suggested
form of such an amendment is attached.

IMPROVEMENT OF RXCISE TAX ADMINISTRATIVE PROVISIONS

A group of experts of which Mr. Maurlce G. Paul, of Philco Corp., was chair-
man, m-& a thorough study of the present exclse-tax provisions and submitted
to the Ways and Means Committee at its hearings lnat summer, extensive recom-
mendations of necessary administrative changes In the excise-tax law. Prior to
that, the Ways and Means Committee and the Treasury had declined to include
any such changes in the Technical Changes Act of 1058 on the ground that they
were proper matter for the anticipated revenne revision blil. The President,
in his tax message this year, recommended that steps be taken to slmplify “the
administrative provisions of the exciss taxes,” which recommendation is not im-
gemntea by any of the changes to be made b{ H. R, 8300, We were then in-

rmed that there wonld be no excise tax administrative changes accomplished
by H. R. 8300 because of the forthcoming Exelse Tax Reéduction Act of 1004,
When, however, the House committes was considering H. R. 8224, 1t refused to

. I .
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inelunde any such changes because there was not enough time to adequately con.
slder such proposals. ‘Uhix geemed to effectively kill the possibility of nny Housg
constderation of theso problems, Thus.the need for Henate consideratlon of
theso ndwinistrative matters Is now urgent,

During the hearings on general rovenue revision beofore the House Ways and
Means Comtittee last summer, we polntedd out thnt mnny of the costly and
tronblesome adminigtrative prohlems uhder the radio-television exclso tnx could
be eliminated {f the tax was not applied to radio and television components other
than tubes,  We submdtted data to the staft of the juint committee which showed
that such a change In the statute would invelve o loss of revenue of less than
1 pereent of the colleetions of this tax and that the savings In adntadstrative
coxrtr woulil lnrgely oftset such loas, 170 House (alled to take action on this
matter and we urgently requeat thuat your commitiee give consideration to it
at this thue,  We will not duplieate here the testimony we gave before the House
cotmittey and the duta we sulinitled to the Joiut committee stafr,

We are submitting a list of other ¢hunges in the athuinistrative provisions
under these manufucturers’ excise taxes which should receive attention in this
flrrt genernl revenue revislon of the Internnl revenue lnws In wany years. ''hne
does not perinit a detalled explanation of these ftews,  Although the Houre
comuittee did not act upon the exclge tax administrative provislons generally,
it did make an nadvertent error in the course of recodlfylng the credit and
refund provisions which should be specifically called to your attention.  Sectlon
3443 (d) of the old cade prohiidted refunds to mpnutacturers (other than those
resulting feom price readjustmenta on the use of tux paid articles for furthee
uhnfacture of tnxable artieles) unless the manufacturer conld estabtish that
the tax had not been pagsed on to the vendee or that he hns repald the amount
of the tax or obtalned the consent of the uitimate purchaser to the allownnce of
the refund,  IL IR, 8300 {nadvertently extends the principle of section 3448 (d)
(o the refunds relating to prive adjustmenta and to the situation where tax
pakd articles are used in the further manufacture of other articles. This I8 done
fn soction 6410 and will create many additlonal preblems for manufucturers
which 1 amn sure your commlttee would lke to avold, The group of experts
headed by Mr. I'nut recornmended to the Ways and Means Cotmmittee that the
principle of section 3443 (d) bo elimlnated from the new code. In any event,
the principle should be llmited to its present acope under the 1080 code,

I have with me today Mr. Cleveland Hedrick, gpecial tax counsel to our asso-
clation, Mr, A, M. Freeman, of Radio Corporation of America, and Mr, Mnurice
G, Paul, of Phlleo Corp., who are futnlilar with the techinical phnses of these
aduidnistrative problems and who will be avallable to consult with the stafe
of your committee in drafting the necesrary changes in H. R. 8300 to improve
:Iu; administration of the exclse tax with regard to the radlo and television
niustry,

AMENDMENT TO 1. R. 8800, OHAPTERB 32 AND 65, TO REMOVE THE EXEMPTION FROM
THE MANUFACTURRRS' EXCISE TAX OF COMMUNICATION, DETECTION, AND NAVIGA-
TION RECEIVEKS WIIEN 80LD TO THE UNITED S8TATES

1. Chapter 32 of the Internnl Revenue Code {8 horeby amended :

(a) In subchapter C, by deleting sectlon 4143 (relating to exemptions for
sales to the United 8tates of communication, dotectlon, and navigation recelvers),

b) In rubchapter F, by deleting section 4218 (b) (relating to the use by the
manufacturer, producer, or importer of radlo and televislon parts in the manu-
facture of recelvers for sale to the Unlted Stutes).

2. Chapter 05, subchapter B, sectlon 6410 (relating to the credit or refund of
certaln taxes on sules and services) Is hereby amended by deleting subsections
(b) (2) (II) aud (b) (3) (B).

NEXDED OITANGES IN ADMINISTBATIVE PROVISIONS OF MANUTACTURERS' EXCI8E TAYES

‘This I8 a list in summary form ot the changes needod to improve the admints-
teation of manufacturers' excize taxes,

1, While excize taxes are ftposed on “manufacturers,” this term 18 not defined
in ;’!':: code. This omlsslon should be corrected to avold serlous compliance
problems,

2, Present leensing provisions of the Treasury regulations should be tncor-
somted In the code and expanded to permit llcensing of all manufacturers,

enlers, and exporters and thereby authorise them to make tax-free purchases
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or sales or to file claimg for refund or credit, The Inw should also specify that
the furnishing of the purchiurer’s registration number to the vendor, either on
fndividual purehase orders or in a continuing document applicable to ril future
purchase orders untll withdrawn in weiting, will constitute rufiicient valldation
of nll tax-free sales. This will permit elimination of the present cumbersome
monthly exempton certificnte procedure,

8. The refund and credlt provislons shonld be expanded to make clear that
any licensed manufacturer, dealer, or exparter mny recover the tax paid where
ultimately a tax-free rale or use has occurred.

4. The law should provide clenr-cut definitiony of the articles intended to bhe
taxod, Examples of deficlencles in this respect nre “self-contalned ate condl.
tionera” and *radto receiving gets,” aud “parts and accerzories for vutomobiles.”

8. A cradit and refund provirion ghould be added to nuthorize clearly n eredit
or refund to n manuficturer or tcensed vendee where the tax-pnid urtlele han
been used In turtiier manufacture of another article rold in a tax-exempt trans-
action (L. ¢, anle to Rtate or for.export), ) .

8. The law should be clarified 8o that the return and payment of tnx shall be
deemed to apply against all taxable snlea made during the perfod covered by
the return. The Service and courtg now constrize the lInw to treat ench individual
sale an a separate transaction, Under thia theory, an averpayment of tax on
one snle may not be used as an offret againat an underpayment of tax on another
sale unlesa the manufacturer ean prove that the overpnyment was not pasaed on
to the ultlmate purchaser. The logieal oxtenston of this theory wonld nullify
tho statute of limitations on the gronnd that if no tax had been paid on a glven
tnrgscllon. then no return had been mande to start the running of the statutory
perlod,

7. The law rhonld make clear that articler are not subject to tax when manu-
factured or bonght hy the manufacturer of a taxable end-product and nsed by
him in conneetion with an exchange for a taxable article under his worranty
program, .

8. The law shonld provide for the use of “licensed wholesnte hrancher' pats
terned after the Canadlan practice in order to climlhate the use of substdinrles
an sales outlets, .

9. Under certain conditions, a mannfacturer can recover an overpayment of tax
only hy making a refund to the “nltimate purchager,” Agr now defined in rewu-
lations, “uitimnte purchaser” exciudes distributors and dealers holding tax-patd
articles for sale. Statutory clarification of thir Ir essentinl,

10, Where an exemption is bared upon end usage or the {dentity of the nitimate
purcharer, regulationr require an affidavit from the ultimate vendor, n superfinous
requirement, An affidavit from the nitimate purchaser shonld he suffelent,

11, In order to validate a credit or refund with respect to articles exported, the
regulations now require proof that the manufacturer had knowledge of the
fntended export of the goodr prior to time of sale by him. This is a needlesa
technicality, The law should authorize credit or refund where prootf 18 submit-
ted that goods were actually exported,

12. Diplomatic representatives are entitled to exemption from excire taxes only

if the purchase Is made directly from the manufacturer, This needless techni-
cality should he removed so as to permit dealers to recover the tax from a manu-
facturer upon proof of snle to a tax-exempt diplomatie official,
- 18. Taxahle articles sold for use in the further manufacture of A nontaxable end
article are now subject to tax. To avold Indirect taxation of end articles not
intended to be taxed, exemption should be granted to all articles used {n the
further manufacture of another article, whether or not taxable,

14, 'The tax imposed on radlo and refrigeration repale and replncement parts
should be repealed since it produces negligthle revenues, {a not required to
prevent 1ax avoidance and presenta diffienlt administrative problems. To prevent
tax avoldance, however, it may be desirahle to tax major elements of apparatus
au end articlea of manufacture ; ruch ag, enbinet, chassis, and tubes for radios and
eahinet and refrigerating unity for refrigerators.

18. The special exemption for refrigerator components sold for use in the
mannfacture of nontaxable refrigerating apparatus may be deleted—

(a) If all articles sold for use in the further manufacture of annther
arthc e, whether or not takable, {s adopted as a general administrative
section; or

(b) If all refrigerator parts are exempted.

16. The special exemptions for benzo), benrine, and baphtha used or resold
for use other than as fuel for the propulsion of motor vehicles, motorboats, or
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airplanes may be omitted since these articles used for these })urpoaes are pow
aubject to & tax at tho retail lovel undor the Kxcise Tax Act of 1054,

17. 'the provislon relating to unexpused motlon-pieture filmr usod or resold
for use in the making of newareel motlon pletures I8 auperfluoun, since all
commercial types of motion-pleture film were specificnlly exempted under the
1081 Revenue Act,

18, The specinl exemption for artictes manufactured by Indlans wus enacted
when Jewelry war subject to the mamutacturers' exclse tax, The exemption is
no longer of gignificance and can he deleted,

10. At present a person who purchares on a tax-free basis hecomes tho
“atatutory manufacturer” of the article and Is ohliged to pay tax on hig selling
price It article 18 lnter sold in a taxable transnctlon. The law should pernlt
payment of (ax on the lower of zales price or purchase price,

20, Kftorts to enforee this tax with respeet to rebullt and recondlitioned articles,
princlpally nutomobile pnrts, have crented administeative problems out of pro-
portlon to rovenuer deplved, Rebuilt and reconditioned artleles should be
exenipt from tax, 1f the theory of tux on rebuilt prts {s continued, exclusion
of value of parts received In exehange should he made n general administrative
provigion and not Hmited, as at present, to auto porta,

21, The deflultion of “snles price” should be improved fo na to clearly exclude
elements such s product warrantles, nevvice charges, nnd the lke not properly
a part of the sules price of the artlcle Itself,

22, The Secretary or hix detegate should be anthorized to fix the tax bhake
In an “arm’s tength" transpction at not more than the falr manufacturers’
price at the fivst level of distribution within the industry.

23, Aceessories for tnxnble end articlos should be taxed, it at all, only a8
they are apeclfically enumerated nnd delined in the code. The practice should
be abandoned of taxing otherwise nontnxable artleles “when sokl on or in
connectlon with” the sale of a taxable end nrtlele rince it §8 capricious in Its
appllention and readlly avolded,

24, The Tax Court should be given Jjurisdiction to determine excise-tax lla-
bititles to correct o serlous deficiency in existing appellate procedures,

28, The most serlous and widespread complaint directed agalnst the entire
solective exclre-tnx rystem I8 that of the ek of adequnte pubtished ruliogs,
The law should expressly authorize and direet the Sceretary to publish all
exclse-tnx rulings fn a separate Revenue bulletin,

The CramyaN. Mr, Benjamin Johnson,

STATEMENT OF BENJAMIN 0. JOHNSON, GENERAL COUNSEL OF
SPARTAN MILLS

The Cuamman. Be seated, please, make yourself comfortuble and
identify yourself to the reporter,

Mr. Jounsox, Mr, Chnirinan and members of the committee, my
name is Benjamin O, Johnson and 1 am a resident and citizen of
Spartanburg, 8, C. I am a member of the tax division of the Ameri-
can DBar Association, and a member of the tax committee of the
American Cotton Manufucturers Institute. 1 am general counsel for
lSrlmrltfnn Miila and affilinted compnnies and appear here in their
behalf,

Scnator FREAR. Are you a friend of Mr. Waiter Montgomery {

Mr, JonnsoN, I am very closely associnted with Mr, {t\(f)ulmr Mont-
gomery,

I am nlso counsel for and director of a number of other business
corporations.

My appearance here relates only to the subject of redemption of
stock b, corporations for the purpess of paying death taxes,

Section 303 of H, R. 8300 sets forth limitations on distributions in
redemption of stock to pay denth taxes that qualify for treatment as
an exchange under section 302 (n} (8), and resultant capital exchango
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treatment. Section 308 (b) (2) as now contained in H. R. 8300 per-
mits redomption for payment of death taxes only if the particular
stock of the corporation for estute-tax purposes comprises cither 35
percent of the value of the gross estute or more than 50 percent of
the taxable estate of a decedent, Two or more corporntions may be
treated as a single corporation only if the decedent owned more than
76 percent in valuo of the outstanding stock,

t is my fpoaition that these percentage limitations on capital re-
demptions for payment of death taxes are nrbitrary, discriminutory
without rational purpose in the tax law, and contrary to the stated
purposes of H. R, 8300: :
to remove Inequities, to end harassment of taxpayers, and to reduce tax barriers
to future expansion of production and employment. .

The discrimination in favor of estates meeting the test of the
stated percentages is compounded by extending the benefits of redemp-
tion as an exchange in a qualitied cnse (a) to early redemption of non-
participating stock under section 809, and () to early redemption
or disposition of stock of un inactive corporation under section 353,

In order to cotrect this inequity and further the declared objectives
of H. R. 8300, I advocate complete deletion of the percontuﬁe of
ownorship stundards required to %ualify redemptions to pay deatl
taxes as an exchange under section 302 (a) (8) ; or, in short, the elim-
ination of section 803 (b) (2) in its entivety, 1 do not object to the
other limitations of section 303, except to say that the extent of redemp-
tion should be clarified to pormit & net redemption uftor provision
for nny gains taxes that myy be involved in the redemption so a8 to
Jeave the net amount required to pay the items which are stipulated in
section 803 (a?. :

It is not believed that elimination of section 303 (b) 32) will ma-
terially affect the public rovenue that might otherwise be derived from
its enactment into law.

Some of the reasons for my position are as follows:

(1) The percentage limitations tend to produce uncertainty in estate
g}nnnmg and execution in that they dopend on the ultimate variable

ct of proportionate valuation which inevitably and unpredictably
changes from time to time. A condition of eligibility for exchange
treatment may be transformed to one of ineligibility and vice versa
because of ever-changing factors nﬁectn:f; proportionate value of
assets. Even after death, tho same unpredictable change may oceur
between date of death and the optional valuation date of 1 year
later with disruptive effect. In borderline cases, disputes of value ma
be decisive and thus disputes and litigation will inevitably be fostereg
by the percentage limitations.

At this point I wish to turn aside simply for the purpose of reg-
istering a strong objection to the proposed conditional use of the
optional valuation date as now contained in section 2082 of the pro-

bill which prevents the use of the alternate valuation date of

ear after death unless thers has been a diminution of at least one-

third in the gross value of the estate, That point will bo covered
by other witnesses so I will'not elaborate.

(2) The percentage limitations place a premium on inordinate in-
vestment in s single enterprise. .

!
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(3) The estate of a nonconforming decedent or sinall stockholder
is denied use of the important channel of liquidation of stock for
payment of death taxes through corporate redemption afforded to
the qualified decedent.

(4) Full advantage of other relief sections of subchapter C, in-
cluding proper corporate sepurations and distributions to shaveholders
of stock and securities of controlled corporations would be denied
in most eases without changing a status of eligibility to one of ineligi-
bility due to the extremo requirement of 75 percent or more owner-
ship in each of the 2 or more resultant corporntions,

{5) A{)plicntion of the nccepted principle of diversification of risk
18 denied proper protection and unwarranted reward is placed on
overconcentration of investment in a single enterprise,

(6) Investment in close corporations and corporations without es-
tablished market for their shares is discouraged by undue limitations
on the power of the corporation to trade in its own shares and to
redeamn its stock for panyment of death tnxes in every proper cnse
without discrimination between shareholders,

The restrictions are particularly detrimentnl to the growth and
survival of small corporate business, which, in the usual cnse, has
a very limited market outside of the corporation for sale or redemp-
tion of its shares, In order to encourage investment in small corpo-
rate enterprises, the right of redemption as an exchange to the extent
of death taxes and administration expenses should be unfettered by
any complicated percentage test, .

I point out that section 302 () now defines categorically five spe-
cifio classiticntions in which corporate distributions are permitted
on an exchange basis other than redemptions for payment of death
taxes, Obviously, in many cases, estates of decedents could redeem
stock as an exchange b conu{,linnce with na particular subsection of
section 302 (a) other than subsection (6), such as (a) complete re-
demptions under subsection (3), or (b) substantially disproportionate
redemptions under subsection (4), or (e¢) redemptions by a share-
holder holding less than 1 percent of the participating stock under
subsection (5). 1t is the important case of a partial redemption fall-
ing outside of the qualifying percentage rec}uir‘nments prescribed by
section 303 (b) (2), and the otherwise qurlified substantially dis(i)ro-
portionate redemptions under section 302 (a) (4) that would be
adversely affected. In practice, section 303 (b) (2) would defeat
any partial redemption needed for payment of death taxes that could
not conveniently meet the substantially disproportionate redemption
test now defined in section 302 (a) (4i. This diserimination should
be corrected in the public interest. Deletion of the arbitrary per-
centage requirements under section 303 (b) (2) will accomplish the
desired result.

I wish to add that I have sPoken briefly to some of the principals
in the Treasury Departinent who appear to be sympathetic to our view
but have expressed no ultimate opinion about it. As I see the situa-
tion, the qercentage limitations us now contained in 303 (b} (2) simply
confuse the picture. They do not serve any useful purpose for pub-
lic revenue. In a great many cases redemption could be effected
through these other subsections of section 302 (a), but in many other
cases where it is not possible due to practical business considerations
or inconvenience, either to the corporation or to the estate, to meet the
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disproportionate redemption rule, the percentage limitntion of section
808 ( bg (2) would impose a hardship upon the decedont’s estate,

I appreciate thin opportunity to appear here and express my viows
on this phase of H. R. 8300,

The CratrMaN, Wo have been very glad to have you. Thank you
very much, indeed,

Mr. McFarland.

STATEMENT OF ELDEN MoFARLAND, WASHIRGTOR, D. C.

The Cramman, Make yourself comfortnble and identify yourself
to the reporter,

Mr, McFarranp, Mr. Chairman and rembers of the committes,
my name i3 Elden McFarland of Washington, D. C. T have been
enguged since 1935 in the practice of law, specializing in mntters of
taxation, and prior thereto, I was a member of the legnl staff of the
Internal Rovonue Service and the Treasury Department. T am a mem-
ber of the bars of the States of California, Massachusetts, and the
District of Columbia,

Subchapter C of chapter I of subtitle A of H. R. 8300, “Corporate
distributions and ndjustments.” ia one of the most far-reaching parts
of the bill from the standpoint. of its effect on business, The legisla-
tive objectives, according to the House committce report, are thres-
fold, namely: .

1. To make the law more certain;

2. To postpone recognition of gain or loss in cases which do not
involve anv distribution of nssets to shareholders, and which involve
merelv shifts in the form of the corporate enterpise: and

8. To close a number of existing tnx-nvoidance loopholes.

In order to accomplish the objective of certainty the drnfters have
provided in general-—but not exclusively—na number of ohiective tosts
thus eliminating to a large extent the subjective tests—such as intent,
business purposes, and =0 on--inherent in the 1939 code reorganization
provisions,

. The devico of using objective tests undoubtedly promotes certainty.
But it nlso increases ri{zidity or inflexibility which, unless the provi-
sions nre modifled, will produce some undesirable results,

ith certain important exceptions, the second ohjective is attained,
in general by providing in sections 350, 854, 805, 308, 352, and 853 for
tax postponement in the case of eorporate mergers or consolidations or
corporate acquisitions of stock control or of the corpornte assets of
other corporations, all of which invelve merelv shifts in the form of
corporate enterprise and do not involve any distribution of assets to
shareholiers, ig is ronsonable because thé shareholder’s interest
ig still in corporate solution in the continuing enterprise, He has not
actunlly realized any income from the reorganization, Except to the
extent which he received “boot"—that i3 cases or property~which ia
taxable, he still owns merely a shareholder’s interest not yet converted
into money. '

ne of the more important exceptions, referred to above is the case
of the siall-business corporation, which, as a general rule is closely
held. We find such corporations in every city and every town of any
size, in the United States. And as a rule the corporate investment
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therein represents the life earnings of some individun! or small group,
frequently related. .

This bitl is likely to affect most of these small-business corporations,
and particularly the successful, growing small corporation that needs
5_0 gfpnml its capital, and its production, sales, and distributional

neilitios,

Such corporations are singled out and severely vestvicted under the
pending bi&l. This diserimination was particularly emphasized in
the statement made before this committee on April 7 on behalf of the
American Bar Association,

Section 359 sn) of the bill divides all corporations into two classes,
namely, publicly held om-lmrutimm and all other corporations, A cor-
poration is “publicly held” unless 10 or fewer shareholders own more
than 50 percent either of the total combined voting power or of the
total valuo of all clusses of stock of the corporation. 1 have referred
to all other corporations as “closely held” corporations.

Any two or more publiely held corporations can merge tax free.
But n closely held corporation ennnot merge or consolidate tux free
with either o publicly held corporation or with another closely held
corporation unless its shareholders have & continuing corporation after
the merger or consolidation.

Why should mergers or consolidations between closely held corpora-
tions be taxed when similar mergers of publicly held corporations are
not? Surely, such reorganizations involve merely shifts in the form
of corporate enterprise, without involving any distribution of nssets—
and the specifically stated second basic objective as announced in the
House committeo report on this bill was to postpone recognition of
gain in such cases,

Mergers and consolidations are not taxed under existing law. They
are not tax avoidances,

The tax-aveidance possibilities are extremely limited in such cuses,
True, after n merger the shareholder can sell his new stock and be
taxed at enpitnl-gains rates,  But he also could have sold his old stock
also subject to the same tax. Perhaps his new stock is more saleable.
But if so, e sells for more money and the Government collects more
tax.

If Lo doesn't sell, his interest is still in corporate solution at the
risk of the business just as much as the interest of a sharecholder of a
publiely held corporation would be.

We submit that the distinetion between publicly held and closely
held corporations is arbitrary and unwarranted insofar as mergers
and consolidations are concernced, and constitutes a severe diseriming-
tion against closely held corporations, which in general includes
most_small-business corporations. We believe this discrimination
should be eliminated entirely. But if such a distinetion is to be
retained in the bill we specifically urge that section 354 (b) be revised
50 as to permit tax-free mergers or consolidations between 1 closely
held corporation and l—or more in the case of consolidutions—
publicly held corporation.

Similarly corporate acquisitions of corporate stock and corporate
assets are severely restricted under section 359, being limited by the
relative size of the corporations involved, This limitation would
prevent or impede a great many sound business reorganizations which
under existing law are nontaxable. Such transactions involve merely
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ghifts in the form of the corporate enterprise, without involving any
distribution or severance of assets, Whatever tax is imposed should
be imposed realistically at the time of subsequent realization of in-
tome. Otherwise, if the tax is imposed at the time of the corporate
reorganization, the shareholder has received nothing with which he
can pay the tax. He has only “paper profits” at most.
Furthermors, if in the future he disposes of his stock his actual or
real profit may well be much less than his taxed “paper profit.” \
Rather than imposing a severe restriction on small-business cor-
rations, the bill should encourage the normal business reorganiza-
ions of small corporations, which are often an essential step in the
course of their growth and development. .
The restriction as to relative size is unpealistic. A small-business
corporation frequently will find the necessary business objectives
prompting the reorganization only in a much larger corporation
which has the financial resources and the broader sales and distribu-
tional organization ahd facilities to assure continued growth and
success of the enterprise. :
Woe therefore suggest that the relutive size limitations contained
in subdivisions (b) and (c) of section 359 be eliminated entirely.
he provisions as to corporate separations contained in sections
860 (d) and 358 (n? continue, and to some extent enlarge, the pro-
visions of existing Jaw with respect to corporate spinoffs, splitoffs,
and splitups. But the accompanying provisions with respect to “in-
active corporations”—that is, those in section 858—are particularly
drastic in tHat (1) they allow no basis whatever in the event 6f a sale
or redemption of the stock within 10 years and (2) a bona fide operat-
ing company which is not in fact an “inactive corporation” may be-
come “inactive” if during .a 5-year period it hapﬁ)ens to have an
aperating loss, but at the same time may have a small amount of non-
gpentin income which qualifies as pergonal holding-company income.
uch- & bona fide operating company ought not be classed a8 an
“inactive” corporation, ~
- The bill up;l))arentlg Permits & nontaxable corporate separation such
asa e?inoﬂ--— y. that 1 refer to the spinoff provisions currently con-
tained in section 112 (b) (11) of the 1989 code—to be followed by a
nontaxable merger—or consolidation or corporate acquisition of stock
or pmwrtrinvolv{nq only one corporation involved in: the separa-*
tion. Undor existing Jaw, and regulations such transactions are not
sccorded nontaxable treatment, if at the time of the epinoff the share-
holders contemplated the subsequent merger or transfer of stoek or
assets of either corporation, The theory is that both steg: are a part
of the same plan of reorganization and hence, cannot be separated
even though both steps, takén separately are nontaxable. @ new
Iaw permits such bona fide business transactions, .
re is an area of uncertainty in the present bill, however, whichz ‘
unlees clarified either in the bill or in the committee report may resul
in extended litigation. The revenue service migs!g choose to interpret
the words “single transaction” contained in subsection (b) of section
859 as having the same broad meanmi as “plan of reorganization”
under the existing lIaw. A clarification by this committee would serve.
ﬁﬁmtflul purpose in avoiding a considerable amount of potential
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A change in definition of the term “participating stock” will be
required in order to make the bill workable. Many corporations
would have no participating stock at all, under the bill. Your tech-
nical staff, including the staff of-the joint committee as well ns that
of the Treasury Department is cognizant of. this problem, and, there-
fore there is no need to discuss it at length. ’

I might point out, however, that the present definition leaves &
considerable loophole in the operation loss earryover provisions (sec-
tion 882) in that by the creation of a simall amount o “snrticiputin
stock” as now defined, a net operating loss carryover could be obteine

_ by the simple expedient of holding the participating stock, but sell-
m% the major equity interest in the form.of common stock which is
of, technically, partici ati;y; atock, N

Honn fide operating logs carryovers ought to be allowed under sec-
tion 882, provided an, appropriate showing of bona fided-is made by
the acquiring sharehofders, A some(viebat aimilar condition or.require-

- ment is contained jfi,section 856 and: could eaajly be incor Pated in

section 382 thus pérmitting a earryover in casss of a bona fide hequi-
sition. P \‘ : - N

Lastly, we cgme to thp/mattet of the: effective’ date which is\ of
considerable ¢ ) o fooo \

m, 4 , . h .

The proble oF the effective-dsfe i one of e?nsidarﬁbla concery.
The ]pres_ent arch 1, 1054, date ¢gritained in aexit on 301 yndoubted
would bé helpful to some tnxpl:gi , but in the\cass ot many othe
particula;}y hose which_ente to rearganization commitmen
prior to Mardh, 9, the March. 1, 1053, date|svoulfl be. disastrous.
respectfully shggest thit with kéepect to ¢orporate récrganizatio
as the term is\known under exis imi lawy the #ffective date’ be set at
not earlier thah 90 days’after énactment of‘the bill, with the right
of a choice eledtion on t}ign art of a taxpayer with respect to the
90,day period after enactment, to be governed by either the 1939 ¢ode
or the new 1054 code. : s - .

I thank you for the privilege 6f appearing’ before the cominittes,

The CHAIRMAN, nk you very much. '

_ (Mr. McFarland’s pr ared statement follows:) s

. N g
MaMomaNDUM OF ELoxn MoFaruAWD 1 zx H, R. 8300, Szcflon 408 (0) (1)—
Tavers Exemer Unoxs Spofion-165-(A7 of 1689 Coo

)

Section 403 (¢) (1) provides that a stock bonus, lon, or profit-sharing
trust established before the date of enactment of H, R, 8300 and which meets
.the requirements of section 165 (a) of the 1030 code shall continue to be exemnpt
from income tux (even though [t may not meet the requirements ot section 801 (e)
of H, R. 8300) mo long as it continues, without interruption, to meet the require-
ments of such section 165 (a). .

Many ‘stock bonus, pension, and profit-sharing trust plans, particularly those
older plans which were established many years ago, require minor amendments
from time to time in order to meet clmnxlnf conditions. Bectlon 408 (c¢) (1
contains no specific reference to the effect of such amendments. It is beller
that the leglilative intent is to Jeave undisturbed presently qualified trust plans,
as amended from time to time, 80 long aa such amendments would not vallfy
these plans under section 185 (a) of the 1030 code, :

If such intent is not made clear, it is believed that from time to time in the
future, aé-existing plane face n need for amendment, some trusts may find
difftculty in obtaining administrative approval, even though such amendments
would not disqualify them under. section 183 (a). A clarification on this ques.
toa would resolve npy administrative doubts on this point and undoubtedly
would avold the possibllity of needless litigation, The question is one of cone
siderable importance to many existing quallfied trusts.
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It 18, therefore, respectfully suggested that subparagraphs (A) and (B) of
:&gﬁlo}n 408 (c) (1) be amended to read as follows [the suggested changes belng
el

#(A) It such taxable year hegins before January 1, 1054, auch trust shalt
be exempt under srection 501 (a) for each consecutive taxable year beginning
after December 81, 1083, as to which such trust as now constituied or as
hereafier amended would qualify for exemption under such section 165 (a),
it such sectlon applied to such taxable year, subject, however, to seetons
803, 504, and 803 ; or

“(13) 1t auch taxnhlo year begins after December 81, 1853, such trust ghall
be excnmipt under section 01 (a) for such taxable year and ench consecutive
succeeding taxable year as to which such trust as now constituted or as here-
after amended would qualify for exemption under such section 163 (a), i
auch section applled to such taxable year, subject, however, to sectlons 503,
504, aud 808.”

Respectfully submitted.

: ErpkN MoFARLAND,

The Cuamman, Sit down, make yourself comfortable, and identify

yourself to the committeo.

STATEMENT OF C. ADDISON KEELER, SECURITY MUTUAL
_ BUILDING, BINGHAMTON, N. Y.

. Mr, Kereer, My name is C. Addison Keeler, Security Mutual Build-
ing, Binghamton, N. Y. I am attorney for Edwin A, Link and
Goorge T\ Link; who own controlling interest and substantinlly all
the stock in Link Aviation, Inc,, in Binghamton,

I can present a specific, horrible example, I believe, of the effect of
the retroactive date in section 301, in connection with the application
of the new law to corporate acquisition of stock,

I will not go into the merits of thesa provisions, because they have
been handled very capably by Mr, McIfarland before me, and I would
just like to cite the situation in which we are,

Twenty-five years ngo, Mr, Fdwin A. Link, brother of Mr. George
Link, who is with me, here, invented what is known as a Link trainer,
& device which simulates flying, on the ground, so that pilots could be
instructed as to proper flight without risking their necks in the air,
before they are proficient. :

The original device was considerably simpler than it is today, be-
cause it relied on a bellows principle. Ho has developed the trainer
80 that now it is used by all of our Armed Forces in this country, and
in many other countries, and it has been a very great help to the mili-
taa gervice in connection with training aviation pilots, .

owever, as our technological advances continued, the bellows gave
way to the new principles of electronics, to the extent that now, for
the proper development of this device, it was necessary for the manu-
facturers of the trainer to consider a wider acquisition of know-how,
particularly alonF the lines of electronics. :

Conaequentl{, ast summer definite negotiations were carried on by
Mr, Link and his brother for the transfer of their stock to the Gen-
eral Precision Equipment Corp,, & corporation with an excellent staff
in electronics, and & corporstion that can be of grent help in the
development of this device. In November, there were specific pro-
visions In typewritten form submitted to the Link Bros. as to a trans-
action whemhLGenerql Precigion Equipment Corp. would acquire
the atock, and Link Aviation would become a sybsidiary of that com-
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pany, with all of the ndvnntnf;es the Precision Co. could give from
the standpoint of technological know-how.

About {“ehrum‘y 1, the directors of Link Aviation approved in prin-
ciple the general plan for this acquisition, As in nll deals of this
kind, of course, there were many weeks that had to be spent in legal
details, so that n definite contract was not tinally written and signed
until March 16, before, frankly, either ono of the partics kuew that
thero was n retroactive date in the new tax bill, that would fall so
dishstrously on the necks of these two stockholders,

Under the old law and under the law as it is today, it had been
planned by both parties that it wonld ba a transaction commonly
called a tax-free reorganization, or exchange-of-stock, which was in
reality n postponement of tax, and capital gains would be paid when
the Link Bros. actually disposed of the new stock in General Precision

F,(Etipmvnt.

y tha terms of the contract of March 16, the Link stockholders
undertook to exchange substantinlly all of their stock for stock of
General Precision Iiquipment,  Within a few days copies of the new
tnx bill were secured and it was discovered for the first time that the
agreed exchange of stock could not qualify as n tax-free oxchange
under the terms of the new bill and also that all transactions entered
into subsequent to March 1 would be governed retroactively by the
provisions of I1. R, 8300,

If tho bill therefore is passed in its present, form theso stockholders
would be linble to pay as a part of this year’s tax the entive capital-
s;nins levy on the exchange. Unfortunately for thewm, they will not
mve tho eash to make this payment, Their gains have not as yet been
realized. They will have only stock certificates in General Precision
which may appreciate or go down in vulue,

It would be practically impossible for them to sell sufficient amounts
of their new stock to secure currency for the very large tax. The salo
of so large a block of securities in’ one company of relutively small
sizo would scriously depress tho market.  Without question the stock
would be sold at a sacrifice because there would not be sufficiont
demand for it to support a price reflecting its true value. A con-
siderablo part of the tax \vonlx'l then be paid from profits vealized only
on paper.

onséquently, wo feel that in this particular instance, we can cite
an example which illustrates the almost fatal impuet of the retroactive
date to March 1,

I haven’t gone into the merits of the hill beeause it is the retroactive
date which vitally concerns us.  You have had excellent statemonts
from others as to the substantive provisions of the proposed law,  We
cannot qualify under it.  For that reason, we respectfully suggest in
the interest of justice and eqnity to two parties who hnve negotinted
this without any idea of avoiding tuxes, and without realizing they
were going to bo penalized by this retronctive date—wo respeet fully
suggo(?t that the date be changed to one sometime after the act has been
passed.

I greatly apprecinte the privilege of coming before your committoe,

The Cuaraax, We have been very glad to have you here, and as
I said before, the staff is giving very carcful attention to that and
related problems, and so are the members of the committee,
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Mr. Barrett, make yourself comfortable and identify yourself to the
reporter,

STATEMENT OF RICHARD F. BARRETT, BOSTON, MASS.

Mr. Barrerr. Through an error, I did not file the 50 copies of my
statement with the committee, I have a limited number here for the
committee, however, I would like to ask leave of the committee to file
additional copies after the hearing today.

The CHAIRMAN. Very well,

Mr. Barrerr, My name is Richard ¥, Barrett. My address is 30
Federal Street, Boston, Mass. I am a tax attorney and have been
practicing as a tax attorney in Boston aid New York since 1936,

I would like to direct 80 percent of my remarks this morning to
section 303 of the proposed code. That is the successor to section 116
(g) . (8) of the present code. There is one very important area which
section 115 (g) (8? does not cover now, and this omission is continued
in section 803 of the proposed code. -

Section 115 (g) (3) wasenacted in 1950 to effectunte Congress’ pur-
pose that the impact of death taxes upon owners of clogely held family
corporations would not result in the forced-sale liquidation or loss of
control of such corporations. Congress expressly recognized the in-
equity and injustice of such corporations being damaged or wrecked
in certain cases, by the necessity of payment of estate tuxes, and also
the undesirability to the general economy of having owners of small
businesses forced to sell out their interest in the business to big busi-
ness in order to prepare for, or to pay, estate taxes,

Accordingly, Congress added section 113 ?g) (3) to the present
code, which provides, in substance, that if the interest owned in a
corporation constitutes n certnin percentage of the value of the tax-
able estate, the stock representing such ownership could be sold to the
corporation free from the haznrd that the proceeds would be taxed
as an ordinary dividend and largely wiped out by such a dividend
tax.

However, section 115 (g) (3), and now the proposed section 303 of
H. R. 8300, does not provide this protection in situations where there
is, after the death of the owner, a substitution of stock for the stock
owned at the date of death. Asan example, if o mergor, recapitaliza-
tion or reorganization takes place after the death of the stockholder,
the new stock received by the estate in exchange for the stock held at
the date of death does not qualify under section 115 (g) (8) or the
proposed section 303 of the proposed code.

Accordingly, the estate could not turn in such stock for redemption
without grave risk of the proceeds being wiped out by the tuxing of
them as an ordinary dividend, .

The Cramratan. Has the staff considered that problem?

Mr. Smimir. I believe this is under study.

The CramrmaN. Will you give it your attention, pleuset

Mr. Smrri. Yes, sir.

Mr. Barrerr. I have submitted statements on this to the joint
committes staff, Mr, Chairman, and to the ’I‘reamu‘,{1 Department.

Accordingly, you have this undesirable result which may also acerue
for example in another simple situation, which is quite normal in the

. !
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transaction of corporate nffairs—that is, where one class of common
stock is split into voting and nonvoting stock; nlso it can occur where
the decedent held his stock of the operating business in a personal
holding company which was liquidtated after his death, as is quite
customary with estates, and the stock of the operating company thus
received, in exchange for the holding company, would not qualify
under the present code or the proposed new provision as stock which
could be sold to pny death taxes.

Now, obviously the purpose of Congress is defeated in such situa-
tions by what constitutes mere technienlities in the purely evidentiary
form of ownership of the business interests. The situations I have
deseribed ean meet all the requirements of section 115 (g) (3) and
come 100 percent within its spirit and purpose, and yet by a mere
technical change in the form of the ownership, in the form only, the
estate can bo deprived of the relief which Congress intended such
estates to have.

Attached to my statement is a proposed additional paragraph to be
added to section 303 which would take care of this, and I might say
in final clarification of this point. that it only relates to the simple
nontaxable types of exchanges which the code has never recognized
as boeing closed transnctions, but as merely a change in the form of
ownership, or to the situation where the operating business is held in a
personal holding company and is then liquidated out of it,

I would like, also, to point out, with regard to section 303, that
under tho present law, section 115 (g) (2), which relates to the sale
of parent-company stock to subsidinvies~—~so-called Wanamaker-typo
of snles—sala of this type under the present structure of the code,
where 115 (g) (2) and 115 (g) (3) are interielnted, could qualify
gpdﬁr se‘;:tion 115 (g) (3),as an exchange or sale rather than a regular

ividend.

The form of the proposed provisions in the proposed code are such
that they separate those 2 into 2 separate sections, section 303 is the
old 115 (g) 23), section 304 is the old section 115 (g) (2), and by the
mechanics of separating them, the coordination hetween them is lost
go that now a right that exists under the preésent code is removed,
namely, the right to qualify under 115 (g) (3) by n sale of parent
stock to the suﬁsidinry, and I suggest this may be'merely a defect in
drafting and not an intended removal of s presently existing right.

Now, the last 1 percent that I spoke of is simnly to ndd my——

The Crairman, You didn’t speak of that, You said you were
going to take care of 89 percent, but you didn’t mention the remain-
mg 1.
glr. Barrerr. Now, I would like to utilize that final 1 percent, if 1
may, to add my voice and recommendation to the proposal that sub-
chapter C be made effective January 1, 1055, This, in addition to
the genernl objections to it. I have a munber, or several, very difficult
and hardship situations thut have arisen because of the proposed effee-
tive date, and I will cite only one, giving you a thumbnail sketch of
the situation in which an application for a closing agreement for
merger was made in June of 1053.  The closing agreement was finally
written in the lntter part of 1043, in December.  The Treasury Do-
partment then changed its procedure on closmg agreoments to have
them approved by the Commissioner, rather than the Secrotary of
the Treasury or an Under Secretary.
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That necessitated ealling it back, It was not finally issued until
Februnry of 1954, In the meantime, the divector’s votes had been
taken and all the plans had been lnid to enrry this through, subject only
to a flnnl vote of the stockholders, after a closing agreement satisfuc-
tory to coumsel was secured,

At that point, T, R, 8300 came over the horizon, and now this com-
pany which has been planning this transaction for 2 years, and which
stnrted the necessary mechantes in June of 1063, will tind itself vuable
to earry through with it,

Perhinps the provisions of the new taw conld be held to apply to our
situntion.  Howover, the closing agreetient is just a serap of paper
under a provizion that such sgreements-have in them, that if there is
any chunge in the Inw atfecting the tennsaction, the closing agreement
is nullified,  So we would start all over again aftor 11, 1’3 8300, and
have to wait until the Treasury Depactment and the Serviee clarified
the Jaw and issued enough rulings and regulations—which T think
might bo sometime along in 1085, T submit that corporate transac-
;im\s should not he impuded by such unexpected intervention of new
nw,

The Ciratrsman, Thank you very much,

Mr, Barwere. Thank you very much for the opportunity to give my
statoment,

The Criamatan. Wahave been glad to have you.

(Mr, Barrott's in formation follows:)

ATATEMENT OF R1cTOARD F, BARRETT, RogTON, Mans,

BECTION 303, DIATRIBUTIONS IN RRDEMPTION OF 8T0CK TO PAY DRATH TAXES

Bection 308 of the propused code is the anccesror to rection 115 (R) (3) of the
present law.  There {a one important area which &ectlon 118 (g) () does not
cover, and this omiralon I continued In gection 303, It la thorefore proposed
that sectlon 803 be revized to supply the coverage of the fmportant area now
omitted, as dercrided below,

Rectton 116 () (3) was enacted in 1050 to effectunte the purpose of Congrean
that the impact of death taxes upon owners of clogely held famliy corporations
would not regilt in the foreed rale, Hoguldation, or loas of control of such corporas
tiona. Congress expreasly recognlzed the Inequity and injustice of such corpo.
ratlons heing wrecket by the necesslty of payment of ecatato taxes and alzo the
Wndeairabllity.to the economy of owners of amall bualneasea belng foreed to sell
out to big husincas {n order to prepare for or pey cstate taxes, Accordingly,
Congresa added section 118 (g) (3) providing in aubatance that {f the Interest
owned in a corporation constltuted a certailn percentnge of the value of the
taxable eatate, the atock represonting gueh ownership conld be rold to the corpos
ration free from the hasard that the proceeds would he taxed as an ordinary
dividend and largely wiped out by such a dividend tax. However, sectlon 115
(®) (3) amd now the proposed rection 303 of H. R. 8300 do not provide thia pro.
tectlon in altuntionr where there Ia, after the death of the owner, a substitution
of atock for the atock owned at the date of death,

For example, it a merger, reeapitalization, ar reorganization takee plnce after
the denth of the atockholder, the new atock received By the estate in exchange for
(he stock held at the date of death doe not quallfy nnder scotion 116 (g) (3) or
proposed section 308, Accordingly, the eatate could not turn in such stock for
redenmption without grave rirk of the process helug wiped out by the taxing
of them as a dirldend. The same undealvable result necrues in the cage of an
exchange of common for now common in & atock aplit’ oconrring after death,
Similnrly, where the decedent held his atock of the operating bueiness in a per-
sonal holding company, which was lquidated after his death and thoe atock of the
omrmtngkmmmny received by the executors in exchange for the holding-com.
pany stock.

'
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Obvionsly, the purpose of Congress IR defeated In auch situations by mere
technlealities in the purely evidentiney form of ownership of the business inter-
esta,  The situations describdd can meet rll the requirements of section 118 (g)
(3) and come 100 percent withiu its spirit ‘and purpose, and yet by a nere tech-
uleal chinnge in forwm of stockownership be deprived of the reliet intended by
Congreaw, It I8 therefore recommended that geetion 303 of the proposed code
be amer-ded to read as below In order that this defeet in the law and discrimina-
tion between taxpayers be ellminated,

1t 1e also pointed out that the separntion of section 116 (8) (2) and section
118 (g) (8) of the preacnt taw into scction 208 and sectlon 304 of the proposed
cakle deprives taxpayers of a right existing under present Inw,  This Is the right
to sell gtock of & parent corporation to the controlled subsldinry under the pro
tectlon of section 118 (g) (3) from dividend tax. 1t i3 submitted that this right
should he relnstated in the proposed code by a rovizlon of sectlon 304 to the ef-
fect that sald section does not apply it the purent corporation stoek sold to the
subahlllary would quallty under section 303 if solid direetly te the parent cor.
poration,

“SEC. 808. DISTRIBUTION® IN REDEMPTION OF STOCK TO PAY
DEATH TAXES,

“(a) IN GENERAL---A distribution of property by a corporation to a share-
holder 1n redemaption of particlpating stock, the value of which {8 fncluded in
determining the gross estate of a decedent in accordance with sectlon 2031
which s not in excess of the sum of—

“(1) the eatate, Inheritance, legacy, and succession taxes (including any
nterest collected as a part of such taxes) lmposed becnuso of such dece
dent’s death, and

"(2) the amount of funeral and adminlstration expenses allowably as
deductions to the eatate under section 2003 (or under sec. 2108, In the cane
of the estate of a decedent nonreaident, not n cltizgen of the United States),

shall, aubject to the Hmitationa provided In snbsection (b), be treated as a
diatribution in full or part paywent tor such stock,

“gn) llnmurwxs ON APPLICATION OF SUBBECTION {A).—Subsectlon (a) shall .
apply only-—

‘('*(1) to an anmount which I distributed after the death o the decedent
and—

“(A) within tho period of timitations for the assessment of estate
tax provided in section 6502, determined without the application of any
other section, or within 00 days after the expiration of such perlod, or

Y(B) if a petition for redetermination of a deficlency in such estate
tax has been filed with the Tax Court within the tlme prescribed (n
sectlon 0218, at any time before the explration of 60 days after the
tecision of the Tax Court becomes final,

“(2) to amounts distributed with respect to all or part of the stock of a
corporation the value of which for estate-tax purposes comprises elther—

“(A) tmm-c than 83 percent of the value of the grosa estate of such

ont, or

“(BB) an amount equal to more than 50 percent of tho taxable estate
of such decedent.

For purposes of this paragraph, stock of two or more corporations, with
respect to each of which there s included (n dotermiulng the value of the
decedent's grosa estate more than 50 percent In value of the outstandlng
stock, shall be treated as the stock of & single corporation.”

(Following 1s New)

“(¢) SurstrtuTe Srock.—If stock of & corporation I8 recelved with respect to
or in exchange for stock described In paragraph (a) and paragraph (b) (2), a
Mistribution of property by such corporation in subsequent redemption of all
or a part of tho stock so recelved shall be treated as a distribution In full or part
payment for such atock, it

(1) such diatribution is not {n exceas of the sum prescribed in paras
Rraphs (1) and (2) of subsection (a) and is made within the period of thue
l(:;z;ac;;&ed in subparagraphs (A) and (B) of paragraph (1) of subsection

L
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“(2) the stock 80 recelved was recelved by the shareholder without {ncln-
sion with respect to such stock of any amount in the lucome of or recognition
of gain or loss to such shareholder under section 305 or sectlon 371, or

“(3) the stock 8o recelvedd was recelved by the shareholder in a distribu-
tion in redemnpition of stock of a personnl holding company as detined in see-
tion 542 and was stock of a value at the applicable date for deteemination
of thie value of the gross estate of such decedent—

“(A) more than 33 percent of the value of guch gross estate, or

“{13) more than 50 percent of the taxable estate of such decedent,
For the purposes of this paragraph, stock of two or wore corporations, with
respect to ench of which there 18 recelved in a disteibution 70 percent or
wore In value of the outstauding stock, shall be treated ns the stoek of a
siugle corporation.

"(dd) LIMITATION ON ToTAL DIsTRIBUTIONR,—DIstributlons of property treated
a8 In full or purt payment for stack under subsection (a) or subscetion (h) shall
be 80 tronted only to tha extent that the total amount of such distributions Is not
fn excess of the sum prescribpd In parugraphs (1) and (2) of subsection (n),
provided, that in determining sueh total amount the amount of a distrihation
in subsequent redemptlon of stock recelved in n distribution deseribed In para-
graph (3) of subsection (¢} shall be tuken into account only to the extent of the
excess of such amount over the value of such stock nt the date so recelved,”

BUBCHAPTER O—DEFINITION OF LIQUIDATION

Section 336 of the proposed cnde defining “partinl liguidations” contalns a

requirement that separate books nnd records must have been mulbutained by the
corporation for the part of It business which i being distributed in Hquidation.
Thla I8 an addition to the requirement that the part of the corporate buslioss
being distributed constitules a separate business and has been operated sepa-
rately from the other husinesses of the corporntion for a perlod of J yeurs pre-
ceding the distribution,
* The separate recorda requirement secms to be a surplusage 1f the other fucts
of separnteness are cstablished, and atro will no doubt frequentty constitute a
direriminatory trap for small businesses, TLarge ccrporations would doubtlers
have no diffieulty in meeting this requirement and would be adequately a'erted
by thelr advisers that the requitement must be met.  However, small bugsinessos
are not only less lkely to keep books of account and records to the procise
extent required by this provision, but for obvious reazons are not constantly
advised by lawyers and accountants as to refined technlealitios of tax law,
There I8 little difflenlty in the view that it would be unjust for & small corpora-
tion maintaining two clearly vepnrate businesses for the requisite 8-year period
to be deprived of the right to a partial liquidation bechuse of unfamiliarity with
this provislon until the time for liquidation arrlved.

It Is submitted that this provislon should be stricken from sectlon 336,

BUBCHAPTER (—ACCUMULATION OF RURPLUS

Suhchapter G incorporates the provistona now found in seetion 102, imporing
a penalty tax for accumulation of earnings anud profits for the purpose of
avoiding surtax on shareholders,

There I8 one important defect In the proposed new provisions, consisting of
the omisslon under section B33 to pormit dednction of the 85.pereent transfer
tax imposed by section 30D in determining the net Income aubject to the pennlty
tux, As section B35 reads, n corporation coult pay the &i-percent tax on re-
dewption of preferred stock, and then, It the penalty tax on accutnulated earn.
fugs were imposed for the same year, pny a 3835-percent tax on the sume
amount pald to the Government for the Ri-percent tnx,

The new provirlons algo have not remedied o mnjor defect and inequity
exlsting under section 102 of the present code.  This I8 the tnxation of accumu-
Inted earnings for a taxahle year which are retained by the corporation for
clear and wunquestioned business reasons and needs, If there are additfonnl
earnings alro retained which it {s establizhed are noy rotained for business
wrposes, This I8 a familinr defect, and fs stply {llustrated by statine that
{f a corporntion needs to retaln 200,000 for unquestioned buginess requlrements,
but relajng $100,000, the pennlty tax Is impoged upon the full $100,000. This
han never made any sense, and correction of the defect I8 the type of correction
for which the revialon was undertaken and for which there was n erying need,

’ . N ' .
]
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It Is subwitted that both these defects Le etlwminated by appropriate amend-
ment of sectlons 631 through 536,

BULBCHAPTEW J—65-DAY RULE

Subchapter 7 dealing with tuxation of estates and trusts ciminates the so-
called Bo-day rule contnined in the present Inw, Under present law, distributlons
by trusts and estutes n (he first 65 duys of 1054 are deemed to be distribmtions
ta beneficlarles on December 31, 1953, and accordingly taxable to beneticlaries as
1003 Incotne, Many such distributions have been made by trusts and estates,
and tax returns of both the Hdueinries and the estates for 1053 have been tiled in
relinnee upon this present law,

Subchapier J proposes to change this rule and by seetion 683 of the proposed
code retroactively with respect to distrilmtions made in the first 65 duys of 1954,
This result would not only be fn contifet with returns that have been ttled, but
would hnpose a penalty in the form of additional tux Hability upm estates and
trusts {nvolved, The 65-day distrilmtions are deductlble by the estates and
trusts in computing their tax labliity, and this deduction would be lost with
n consequent fherease fn overnll tax lability for fiducturtes and henetiefurles for
1053,

It I8 submitted that it Is undesirable and inequitable to chnyge the tax rules
retroactively In this respeet, particularly when tax planning and tax returns
buve been in refinnee upon present luw, It reems partienlarly Inapproprinte
sinee the proposed retronctive change will make the luw effective for the year
10483, which Is an extent of retrouctive cifective date appronel which is most
extreue,

BURCHADPTER J—INCOME DISTHIRL TED OR MELD FOR GRANTOR

Section 677 of the proposed cude takes the place nf section 167 of the present
law, which taxes to the grantor Income of a trust which la or may be distributed
or held for distribution to the grantor, Under sectlon 167 the courts have held
that Income used to discharge n legal obligation of the grantor is taxable to
biw, This has been applled In n few cases covering sltuntions where the grantor
has borrowed money nnd utllized the (rust to make payment of the loan, It
has never been applied to a situation where the gruntor has transferred property .
by gitt to a trust, subject to the liabillty for gift tax on the transuction, Many
such transters have been made without challenge, but the risk that 167 would
be npplied hax rlso prevented gitts of this type being made.

It seems doubtful that 167 Is Intended to appty to such gift transactions for
several reasons, Such gifts are common when taade outright to individuals and
not in trust, and it is clear that payment of the gitt tax by the donee does not
make the income fromn the property glven taxable to the donor. This s /lso
true as to other types of llabllities, such us where property subject to n mort-
gage 1s made the subject of a gift, In which case it 18 clear that pauyment of
the mortgage by the donee involves no tax to the domor., However, gift-tux
linbllity I8 of & type even less appropriate to cause such tax Mability, since it is
& joint llabRity of both the doner and the donee under the code. The lability
for tax is a llen against tho property given and the doneo s secondarlly llable
for the tax. If the tax is not pnld when due, the donor and donce both have
a primary joint llability for the tax,

t 18 therefore submitted that the proposed section 677 should be revised to
Include provision that discharge by a trust of liabillty for gift tax subjoct to
which the gift ts made to the trust, will not be deemed to be & dlstribution of
Income to the grantor. This pravision would state what appears to be present
law, but elliniuuntes a troublogowe uncertainty. It would also put grantors of
:rus:s clearly on an equal basls with douors of gifts made outright and not In

ruat.
: BUNCITAPTER J~=CLIFFORD RULE

The new proviglon for estates and trusts Incorporutes the so-called Cliftord
rule regulations with respect to taxation of grantors of trusts. Section 678 (3)
provides that the grantor shall bo taxed with the fncome of the trust in ench caso
where he has borrowed from the truat and not completely repaid the loan and
Interest before the beginning of the taxuble year. The one exceptlon is where
the lonn hns adequate Intercst and securlty, and Is made to the grantor by a
trustee other than the grantor or & related trustee subservient to the grantor,

'This would penalize grantors who for bonn fide rearons have made loans, even
for n ghort perlod, for a perfectly sound securlty and bearing ndequate interest,
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80 long as there is a related trustee, either acting alone or as cotrustee with an
independent trustee, as long as the related trustee ls deemed to be subservient
to the grantor. Since the (;uostion of determination or claim of subservience by
the tax authorities {s one fraught with uncertainty and entirely unpredictable,
grantors will ind themselves in perfectly valid situations unable to make neces-
sary loans because of the risk of assertion of income-tax liability. The liability
could accrue even in a situation where the grantor had made a thoroughly sound
loan for a perlod of 8 years, and had 90 percent of tho loan repald by the begin.
ning of the third year. In stich case, all the income of the trust would be taxable
to the grantor during the third year, even though full repayment was completed
on January 2 of the third taxable year.

1t seetus that preventlon of tax avoldance would be adequntely rerved if borrow-
Ing wero permitted in any case where the loan was for adequate security and
Interest and was made by a trustes or trustees other than the grantor, As the
proviston now reads, a loan made by a corporate trustee and a related trustee
acting jointly in the decision to loan could create the tax lability., Theretore,
without detracting from the foregoing recommniondation, it would seem that at
least this type of loan should be permitted,

The Cuamaan. Mr. Walter Mack, please,

Sit down and makb yourself comfortable, Mr, Mack, und identify

yoursclf to the reporter.

STATEMENT OF WALTER MACK, PRESIDENT, NATIONAL
PHOENIX INDUSTRIES

Mr. Maox. Thank you. My name is Waltor Mack. I am president
of National Phoonix Industries, which is a publicly held company
with about 18,000 stockholders, listed on the Americay Exchange and
actively traded.

We have » number of wholly owned subsidiaries, one being Nedicks,
a chain of snack bars feedih%about 50 million people a year. We also
own control of the B. & G. Sandwich Shops, which are known
throughout the country.

We have another wholly owned subsidiary of which I am also presi-
dent, known as Cantwell and Cochran, who are in the process of manu-
facturing and canning soft drinks in cans for the entire country, with
quite & number of plants, .

Senator Millikin and members of the committes, I appear here
today to acquaint you with a hardship case which has suspended us in
midair, and we can't move ahead until the situation is clarified.

In our growth, we had last year worked out an arrangement for a
tax-free reorganization with the Croft Co. of Boston under the old
revenue law. We were advised by two different sets of tax lawyers
that the transaction was a tax-free reorganization, and we went out
and signed an agreement last year, in December, presented the plan to
the SEC in January, and after they had passed on it, called the neces.
nrﬁ meetings of the two compantes. The Croft Co. is also a publicly
hﬁl company, with 6,000 stockholders, listéd on the American Ex-
chan

Th?Cmmtum. What is their business?

Mr, Maox. Thoy used to be the old brewing company and own
a large building, real estate, and manufacturing and canning facilitios
in New England, which would or could be uséd for our expansion
pur , of Cantwell and Cochran,

'llgey have discontinued and sold the brewery company to another
brewer in Boston, 8c they are no longer in ths brewing business, al-
though they own the faculities.
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The plan was consummated with their directors and submitted to
their stockholders for a voto of approval. Their stockholders met on
February 24 and approved the plan'of reorganization. The plan was
submitted to them on tho basis that it was a tax-free transaction, and
also was submitted to them under a weritten plan in which the re-
organization had to be consummated by April 80 of this year. It was
submitted to my stockholders for npprovn‘ at a stockholders meeting
on March 3, and was unanimously approved, or tremendously ap-

;ovold qby 78 percent of the stockholders voting for the plan on

arch 3,

The plan was presented to National Phoenix stockholders also in
Xl-itj)nlgons a tax-free reorganization to be consummated on or before

pril 30.

What has happened is that under the new revenue law, section 801,
subchapter C of chapter I, which nobody—at least I am advised no-
body knew a thing about it until it was published on or around March
9, so there was no way we could have protected ourselves—made the
transnction, now, a taxable one, so that we have a plan approved by
all stockholders, wo are ready to transfer the assets, nns find our-
selves suspended and unable to do anything beenuse the new regulation
makes it taxable effective to March 1, and our last meeting took piace
on March 8, We are therefore sua)‘)ondod in the position tfmt we can't
move nhead and if something isn’t done by April 30, all our work,
axponse, plans, and representations cannot be gone along with because
under the new bill it 18 taxable,

We ncted in good faith under existing lnw and I come to you to nsk
mlr help in trying to rectify the situation beeause I know there have.

n certain assurances given that that was not the intention to put
anybody in that position, and 1 am rure everybody is aware that House
Chairman Reed, on the ficst day of the hearing made the commnittee
aware of his feeling that the result of which I am claiming was in
error and should be corrected, and thut your expert, Colin Stam, has
also, T believe, prepared a statement that has been approved by the
Treasury Department, that there was an error in the situntion, It was
never intended it would be retranctive to a transaction of that sort,

I come to you to plead, because I am told by my taxmen that the
only way it can be rectified is by the Senate Finance Committeé act-
ing becauso the bill as it is written, while this may be in ervor, it is
really up to the committee to rectify that situation. Thercfore, I
come to you personnlly to nequaint you with the manner in which
wo are suspended in midair, with a contract that terminates on April
80, aud ask you if yon would in some way give it your early considera-
tion in your executive sessions so that the public and ]m¥lo in my
bosition can be acquainted with what you arve thinking of, if possible,
fore the 30th of April,

The Cuamraan, Thank you very much, Mr. Mack.

Mr. Mack. Thank you for letting me come here and plend my cuse.
The CrramkmaN. We have been glad to have you.

Mr. Mack. May I file thist?

The CrialrMAN, Please do,

(The prepared statement of Mr. Mack follows:) *
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STATEMENT OF WALTER 8, Mack

My name s Walter 8. Mack, T am president of National Phoenix Tndusteles,

I appear hefore this committee to nequaint it with a hardship case reauiting
from the provistons of snbehapter © of ehapter T of subtitle A of TL RR. &R00, the
pending tax bill, Section 801 makea these provislons retroaetive to Maveh 1,
1084, and makes our corporate trananctions of the last 3 montha tnxable when
they were not taxable under existing tux law at the time we undertook them,
Take our particular care,

Under the old law, the Internal Revenue Code of 1030, the transfer by Na-
tional Phoenix Tndustries of all of its ussets for stock of the Croft Co, was a
nontaxable reorganization,

Belng 8o advised by eminent tax counsel, and operating under the old Inw,
Natlonal Phoenix and Croft entered into a contract, on Junnary 13, 1054, under
which Natlonal Phoenix agrecd to transfer Its.assets for stock of Croft, if
approved by the Securities and Exchange Commission and the vespectlve atock-
holders of the two companies. ,

The plan of reorganization waa promptly subiitted to the Sccurities and
Fxchange Cominizslon prior to the end of Janunry, =0 that the logal notices to
atockholders could be rent out prior to the end of that month,

Noticea were Immedintely sent, and on February 24, 1054, the stockholders of
Croft, numbering over 3,000, approved the plan,

On March 8, 1054, the 18,000 ktockholders of Natlonnl PPhoenix overwhelmingly
approved the plap. Mind you, this war not a plan of reorzanization by closely
held or femily corporations. Both were publicly owned corporations, the stock
of both of which s liated and traded on the Amerlenn Btock Bxchange.

By the contract, as approved by the stockholders, the transfers of assets and
atock were required to be made on or hefore Aprll 30, 10584, and the transaction,
as I have sald, wad not taxable under existing law.

Then, on Mareh 9, out of the clear hlue aky, came I1. R, 8300, which mnkes the
whole transaction taxable becnuse everything had not been ¢ompleted prior to
March 3, 1084,

We—National Phoenix and Croft—acted in good faith, under exiating law.
The directors advised thelr stockholders, on the baais of the advice of company
counsel, that under existing law thia was In every way a tax-free reorganization,
Today we cannot perform the contract becruse the law proposed, as passed by the
Houere, makes the transaction taxable,

The Renate committees wan advised by itr chairman, on tho firat day of the
public hearings, that Hon, Danlel Reed, chalrman of the Ways and Means Com-
mittee, feelr that the result of which 1 complain was an error and should be
corrected. In that atatement, prepared by your expert, Colln 8tam, the Treasury
Department agrees that this ia an error and should be corrected.

Iowever, I am in this position, I am advised by my counsel that, notwith.
standing all of this, the blll, as it passed the House, must be changed by the
Senatg.o and it unchanged, that we cannot proceed to carry out our contract on

1 am therefore here, appealing to your committee to make the required change
in H. R. 8300 ro that the law under which we were acting ahall remaln the appli.
cable law to the transacticns I have deseribed.

1 realizo that the Senate will have to accept the change, ar well aa the conferecs
of the House, but I feel thut what I ask ia g0 emlnently fair that once this com.
mitteo has acted in the right direction, the othors wlit rendily go along. The
public statement of Mr. Reed, of the Treasury Department, and of Mr. Stam,
support my opinton in this respect. Thus, the action of this committee is the
key to our entire problem, '

Apparently other organizations and the financial community are upset, and at
a standatill, due to the present uncertainty. The situation is such that it i
submitted that your committoe could and should promptiy meet, agree upon, and
make a public Announcement, as soon after the public hearings as possible and
prior to April 80,

Thank you. }
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STATEMENT OF WESLEY E. DISNEY, WASHINGTON, D.' C, REPRE-
SENTING THE NATIONAL BUILDING GRANITE QUARRIES ASSO-
CIATION, INC.

The Ciramman, Sit down and be comfortable, Mr, Disney.

Mr. Disser, Mr, Chairman and members of the committee, my namo
is Wesley I, Disney, 501 World Center Building, Wushinplhm, D. C.

Senator Canrson. T would like to state for (ﬁn record that it wus
my privilege to serve on the House Ways and Means Commiittee for
several years with Mr. Disney and I certainly at that time never
anticipated that I would be sitting here to henr him as o witness,

Mr, Disxey. You aresitting in judgment on me.

The Crratraan, It is a pleasure to have you.

Mr. Dusney, It is my plensure to be liere this morning,

1 represent the National Building Granite Quarries Association,
Tne.  You will recall that within recent years you gave granite 5 per-
cent depletion.  We are not squealing but we need some help,

At page 156 of the bill, at paragraph (f), wo propose and hope
the committee will adopt an amendment on this m'd](-r, that—

In the case of granite, lmestone, marble, snndstone, state, and other natural
stones, ordinary treatment procexses shall fnelude any of the following: Suwing,
grinding, cutting, polishing, nnd otherwlse fabricating to dimenslon,

Our proposed amendnent may include others who arce not inter-
ested in it, in which event the committee may be at liberty, so far as
wo aroe concerned, to eliminate the words “limestone, marble, sand-
stone, and slate,” so us to make the amendment read:

(f) In the case of granite and other natural stones, ordinary treatment proce’
csses ghall fnclude any of the followlng: Sawlng, grindiog, cutting, pollshing,
and otherwise fabricating to dimension.

A quick glance at the definition of ordinary treatment processes,
which begins on page 153, will illustrate thnt the Congress hereto-
foro has singled out many minerals—for instance, conl, sulfur, iron,
and so on—to give its expression as to what ordinary treatment
processes shall be consi(lem(l! in the specitic instances,

The uses of granite are many. For example, it is used as o build-
ing material, bridge material, erushed stone for construetion and rond-
building, street curbing, poultry feed, monuments, and other uses.
Building materinl, usually under architectural specifientions, is re-
quired to be processed to form. Likewise bridge material. Street
carbing must undergo a process to shape it for uniformity. One
member of our associntion makes lurge quantities of slabs or markers
for cometery uses. These are required to be within certain specifi-
entions by the War Department,

We are led to beliove that the Treasury has the impression that
the point at which percentage depletion begins is that point at which
the rough blocks of granite are londed on cars or trucks at the quarry,
and the transportation to the processing mills will not be allowed,
nor will the milling of the rough blocks be allowed. This would
:eem to be in the face of what the Congress has provided in its
rlefinition of what “ordinary treatment processes” includes, when it
I-us said, in paragraph (2), page 185 of the present bill:

The term “mining” includes not merely the extrretion of the ores or minerals
from the ground but also the ordinnry treatment processes normally applied
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by mine ownrs or operators in order to obtain the ‘commercinlly marketuble
mineral product or products. .

Now, section 613 (a) in the definition of ordinary processes goes
shead to specify, in certain instances.

I believe that statement will be readily recognized by every mem-
ber of the committee,

There is a very good reason why this matter should be clarified
hy the Congress at this time. The ﬁrgmite producers are convinced
that they,are entitled, in making their calculations for percentage
depletion, to have included therein ordinary treatment processes.
'They are further convinced that the courts will hold, in line with
the other provisions already in the law defining ordinary treatment
ggocesses, and as & matter of statutory construction, that they will

allowed what is provided in our proposed amendment. However,
we do not want to have to resort to or rely on the courts, if the Con-
Frgss will make its definition. It can readily be seen how much
itigation wil! be avoided if the committee will adopt this uimendment,
because it will put granite and other natural stones in a class wheve
ordinary treatment process is specifically defined. This will not only
aid the granite producers but will be of assistance to the Treasury
Department, to have & definite understanding what ordinary treat-
mpnt process in the granite business should consist of. In other

- . words, if the Congress indicates the cutoff i)oint. at which pergentage

d:pletit;n erllds, it will be a clarification of the statute that will
o value,

‘or instance, tale producers, under a decision of the Tax Court, -
are allowed ag ordinary trentment process to fine grind the tale
into its ordinarilg merchantable product before the cutoff* point at-
taches,” and this bill nakes the fine grinding of talé a part of the
ordinary treatment process. Other illustrations might be offered relat-
ing to iron, sulfur, coal, et cetera. . . -

The question of the cost might naturally arise, One friend, in
writing to Senator Byrd, makes the statement that “by spelling out
the processes in our proposed amendment, it is going to cost the
Treasury no more than was provided for in the enactment of this
soction,” and he cites the other deflned treatment processes provided

at %aragraph {,ﬂ o

e cannot believe that the cost will be considerable, if any. If
it will lose the Treasury an inconsiderable amount of money, it ma
be said that by the very paragraph which we are sceking to amend,
other industries are accorded.a cutoff point by the definition of ordi-
nary treatment processes which the Treasury followa.
- If it shonld be contended that granite is a type of mineral which,
under Yamgraph (C) is “oustomarily sold in the form of a erude
mineral products,” our answer is that very little of the ginnite pro-
duced in the United States is sold in its crude. form, although there
is & small .quantity of granite that is sold as crude granite.

- The term “crude mineral product” as defined in the regulations and
as used hetein, means the product in the form in which it emerges
from the mine or quarry. There is practically no market for granite
in its crude: form. - Only 4 small portion ‘of that produced in the
United Stated is sold orude.: It is necessary'to subject the orude
granite to various processes. before it has a market value. Granite

'

Lovileggn ot

!
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is sold in various grades or forms for various uses, and the treat-
ment processes are determined by those uses, ‘
In generul, the types of equipment used and the types of treatmerit
procosses applied for o partieular use, are similar throughout the in-
ustry. I'rom these facts, it appears that the “groys incomne from the
property”. in the case of & granite producer is the gross snles of the
grQ( uct, whether sold in the form or grade for building material,
ridge materinl, crushed stone for construction and roadbuilding,
street curbing, poultry feed, or monuments, or for any other use. The
statute does not contemplate nor requird & producer to change or dis-
turb its ordinary and usual*blisiness operations. ™
We understand that #is bill is for the purpose of clarification of
the law to the end, aprong other rensons, that less litigation.will ensue
“rather than more difficulties with the Treisury... With that purpose in
mind, this amendrent will make definite the cutoff point for depletion
for granite, rat)ler thun leaving thgt to the courtd in the many\cases
that are sure td arise. Adttention tq this detail-at this time, will'con-
tribute to taxpayer satisfaction, Jesson his gosts, and énable hin) to
avoid many tfoublesome problem ,r” SN O :
Thank yoy, Mr. Chairman, / \ \ , \
The CuapgMan, Think you, Disney. : \
Senator CarLson. Xou nientibn'\that 1i le\vgr,tnkite,,would be sold Ps
quarried. That wouldiapply ti"{;:st sto ?s, wonldn't it 1 i
o8

* * Mr, Disney. ‘That is\right. t of otir g‘rn)lite haa to be processe
in order to sell it, at all. For'instance,/street/cuibings here in Wagh-
ington, 'If you go anyplace in Wnshingtp_n;yt will t{ anit}f In

our aren, they kre concrete, but here they are ghanite and)they haye to
be processed. 'Lhere would be no sale for it at all in crude blocky as it
comes from the qyarry. ¢ \ - a

The CramrMaNADon’t they have establishments that do nothing
but the final finishing of the granite? " .

Mr. Diswey. Yes, “Kor instance, 1 mill I have yisited up in
Massachusetts, they haves.huge quarry and they get-the granite out
in huge chunks in rough forti'mn&,tl_:pn it is moved over there 2 or 8
milesto a mill that has all the modein sawing snd polishing equip-
ment.

The CitammaN. I that mill owned by tho quarry :

er. Disngy, Owned by the same corporation, yes, sir. It is a part

of it.

Seantor CartsoN. That same would be true out in our section, lime-
stone that is now cut and processed for building stone, and Bedford
:itr;xe which is used for trim all over the Nation, which is an Indiana

ne. ‘

The CuuarMAN. Thank you very much.

Wa are glad to have had you with us, |

Mrs, Springer, do wo have any more witnesses?

* Mrs, Evizapets B, SrrINGER, clerk. We have no more witnesses,
The CratrMan. We will meet at 10 o’clock, Monday morning,
(?-X (;irection of the chairman, the following is made a part of the

recora:
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Tk O'MaLLey LuMiey CO.,
Phoende, Ariz,, April 17, 1954,
1on, Kuokne D, MiLLIKIN,
Chabmnan, Senate Finance Committee,
Nenate Ofice Building, Washington, D, C,

Drar Sim: Following instructions of 1Hzabeth Springer, chief clerk of your
Finance Committee, I am submitting the enclosed written testimony for your tux
heavings,

T approciate this opportunity of belug adble to express my views and those of
tmy asgoefater on thix vory lmportant mutter,

Sineerely yours,
Jamiy Co O°'MarLy,

Sceretary and Sales Managor,

TESTIMONY OoF Mu, JaMmEes (O, O'MALLEY Brrors THE FINANCKE COMMITTEE OF THR
UNITED NTATES SENATE

My name is James C. O'Malley, of Phoenix, Aviz, wheve T am the seeretary
and genernl snles mannger of the O'Malley Lamber Co, I come before your
conmmittee to spenk for myself as an individunl businessuinn intercuted in the
tax problems of business and my country, and also as a deleganted representative
of the following organizations:

Artzonn Retall Lumber & Ballders Supply Assoclation, Ine,
Implement Dealers Assovlution of Avizona -~

Artzonn Agricaltural Chemleals Association

Arvtzome Pest Control

Northslde Hay MI'& Trading Co, (Glendale)

Avizona Associntion of Sceurity Deaters

Arizonn fotel Associntion

SBouthwest Flour & Feed

Phoenix Retall Merchants Association

Arizonn Plant ¥Feod

Arfzonn Cotton Traders Assoelntfon .
Arizonn Applinnce Merchandisers Association

Retall Grocers Assoclntion of Avizona

Arizonn Tire Dealors Associntion

Arlzona Automobile Dealers Associntion

Arlzona Liguor Dealers Assoclation

Comptrollers Assoclation of Arizona

I myself and these organizations and theie members are deoply eoncerned
with the subject of Fedoral taxation, purticularly as it relntes to tnx exemptions
or favoritism granted to cooperative and mutual types of businesses compotin
with tue and also wany members of these organizations, But Lwish nlso to vnﬁ
your speclal attention to the fact that several of these ovganizations and thelr
members, for whom I speak, have no direet competition from tax-exempt groups,
but hovertheless are equailly concerned about bolng called upon to pay higher
taxes becanse others are permitted to escape thoely fair shave of the lond, 1 am
cortain you will find that this feeling exlats not only in my own State, but in alt
States of the Republie.

Populationwise, Arlzona is relatively o small 8tate, but the grow(l of cooper-
ative and rutunl corporations in our State, on tax-freo enrnings, Is following the
sae pattern as that which exints to o greater dexree In other and larger
States. 1In spito of this, I do not know of any instunee where businessmien or
any of their varlous organizations have cotue before this or nny other committee
of Congress seeking punitive legtslation ngainst these cooperative and mutunl
.competitors, But I do know that ail across this Natlon there 18 a deep resent-
ment, and o growing one, by businesstnen and thelr organizations—whother di-
rectly affected competitively or not—that there 18 no Tonger any excuse, it there
ever was one, for tax digerinination against one type of bustuess and tax fuvor-
ftism for anothoer, ) ‘

. The techinical aspect of this problom has hoen presonted to you many thues.
I have seen and rend much of it. It Is not my purpose to go into the techulenlts
ties, Your own stuffs are fully familiur with them un? have, ¥ know, made
them available to you,

Most of our members have grown with the State. As a matter of fact, some
of them, or their forbears, fivat came here and established thelr businesses during

' ‘



INTERNAL REVENUR CODE OF 1054 1217

terrltorial days—for example, our corporation wns established in June of
1908, during the territorlal days, and we have paid our full share of taxes at
the corpornte level ever since the tax law hias been In existence. They beltove
in falr play and justice and have always placed their duties as cltlzens above
their personnl Interests, It 18 only nutural, therefore, that they question the
integrity of these so-called nonprofit businesses that have begun to invade the
Btate but are unwilling to accept the full responstbilltics of eitizenship, incind-
fng that of taxpaying,

In the late twenties and early thirties we hegan to notlee cooperatives belng
formed to market ¢ltrus produce and cooperatives to gin and markot cotton;
thexe were soon followed by rotafl stores murketing complete lnes of farm ma-
chinery, lumber, fertlllzer, hardware, petroleum products, furniture, and other
farm supplies, The volume of hukiness conducted by these cooperatlve groups
has vigen from $10 iiltion in 1947 to $20 willdon in 19652, according to the Farm
Credit Administration.  That businesy should produee an income (ax ot o half
milion dollars from our little State alone, ''he business conducted by mutual
finaneial institations and certadn types of mutunl five and casunlty Insurance
copmprnler, necording to authoritatize sources, has Increaged evoen more than (hat
of cooperative businesges,

Therve ave specltie denls being offored all the time to various husluesses in our
State, 1 ealled the attention of our two Senators in Febranyy of 1958 te a pro.
posal by a charftable trust from California offering to purchase over 3,000 neres
of one of our most xuccessful farming operations In the valley. The general
munager of the farn told me the transnetion was patterned 8o as to eseape taxes.

Now, we do not objeet to cooperative or mutual buslness as such, but the tax-
paying cltizens of Arlzonn object to having to reach into thelr own pockets to
make up one-half milon dollars to a millon dollars or move,  That is the renson
our automobile denlers, fnvestment bankers, and others have joined to protest
thix walcious imposition of taxes,

Your committee has bofore it House hitl 8300, n comprehensive bl to revise
the Internal revenue lawa of the United States,  In the general statement accon-
panying that bill, I found this all-important statement:

“In general, the purpose of these changes has been to remove inequities, to end
harassgment of the (axpayer and to veduce tax barriers to future expansion of
production and employment,

I'he restrletive effoets of the present tax Inw on economic growth have been

brenred il xomewhat offset during the pust deeado by the inttntionary pressures
«f the war and postwar periads. It is now apparent that prompt adoption of this .
rLew tax law s espectaily timely In order to create an environment in which
wormind fncentives enn operate to maintain normal economie growth.”

That is a lofty expresston of purpose and we know that {t {8 fundamentnally
right.  We have only to look at the tremendous advance made by cooperatives
and mutuata to see what expansion can bo made when there ave no restrletive
tax hurdles to overcome,

In view of the fuet that the Prestdent had isked for n removal of the Incquities
in our tax law, I was plensed to see this statoment of purpose at the opening of
your report on the bill now before you. I looked In vain, however, for any pro-
vision that would pince cooperative and mutual competitors on the same basis
as their taxpaying friends.

The genoral statoment nlso atates that the bill has provislons to remedy many
problems of smanll husiness. 1 quote:

“The bill containg many provisions whieh ave Important to the growth and
survival of snall business, These include more adequate depreclation, a more
reallstle potiey with respect to retuined carnings, move Nhernl provision for re-
seurch and development expenditures, a stimulus to equity finanelng through
dividend rellef, recognition of business practices for tax-accounting purposes,
and simplifled procedures for partnorships and corporate reorganizations.”

Now, I am appearing tor smull-business nen who realizo that they need a more
reallstic polley for retting up deprecintion, for providing research and dovelop-
ment expenditures, and for cquity financing, Yes: we need all of those things
but what good are they to us if the big loophole {8 still left open for our com-
petitors to compete with us on a tax-freo basis, The greatest daterrent of many
small husinesses today Is not vestrietive provisions of onr present tax law but the
faiture to apply tha snme tax law to thelr competitors.

I appreclate this opportunity to let you know how the businessmen and tax-
payers of Arlzona feel about this problem, .
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1 feol, as do they, theve s only one honest answer In the Ught of all the facta
that have been developed by your own experts and that is this:

In all fafrness to the taxpayera of this conutry—hoth hullvidual and corpo-
rate--these cooperntive and mutual corporate buginesses must bo made to shout-
der the snme burdens of Wederal taxation that the vest of us must and are glad
to bear for the privilege of caveying on business under tho rights and protection
of this great Republic,

——

STATEMENT ON BEHALF OF THR INDRPKENDENT RKFINKIS ANSOCTATION OF AMERIVA

My name is Elmor E, Datzoll, This statement I submltted on behalf of the
Independent Reflners Assoclntion of Amerlea, for which the fitm of Moyers &
Batzell, of which I am a partner, in counsel, The Indeprndent Reflners Aswo-
cintion of Amerliea has members (n the prineipal reflning areas of tho country,
oxcept In Calitornia, .

Last sununer wo had the oppertunity of appearing before the House Waya
and Means Committee. At that time a rather lengthy statemont was submitted
recommending the adoption of a move adequate dopreclation pollcy wnder the
ntornal rovenue laws of thig country, 8ince that time this problem s been
carefulty consldered by the House commilttee and by the Youse itsalf. Legiala.
tlon has pasred the House which materinlly atters the doeprociation policy now
in effect, This legllation fs before this committeo for consldoration,

It 18 my anderstanding that this committoe will bo given the full benefit of the
views that have been proviously expressed, It wonld unnecessarily burden the
record to relterate in full the posltion which was taken lust snmmer, The asso-
clation wishes to go on record, however, as fully supporting the views which {t
has expressod previously, 1t urges very careful conslderation by this com-
mittee of the position then taken,

In ersence the association has recommended first that the Congress adopt a
more flexible deprectation policy; and second, that the method employed be the
simple and direct arrangement whereby each taxpayor would be permitted to
soloct the rate at which he would deprecinte hin fuellities, The assoclution cone
tinues to helleve that ultimately it s to the best Interests of a dynamic economy
and to this country to permit the taxpayer to seloct the depreclation perfod, his
eloction once made being hinding upon him thereafter unless spocific pevimlssion
to change is granted by the Governmuent,

In the statement of the associntion hefore the Ways and Means Committee it
wagr pointed out, however, that a variation of the complete freedom of olection
prineiple conld be ndogtod with material peairtance to the small operator and
without ultimate loss of vevenue to the Government. This *would ho an arrange-
nent permitting deprecintion on a subatantial portion of a nowly installed facility
{n the early porlod of ita }ife, letting the unrvecovered portion of the total cost be
over the remaining longer pertod,” It 18 this arrangement which appears in the
Houge bill, and while the preference of the asrociation remains that of complete
freedom to the taxpayer to seloct hia depreciation porlod, the arsoclation cortainly
aubgeribes now, as it Ald in making its original recommendation to the Congress,
to the principle which hag been incorporated in the pending legialation,

We stated, in our dircussion of last June, that “the rules as to accelerated
depreciation” should “be self-operating and wlithout review hy Govornment {n
the selection of facilities to which the rules may be applied. This principle
has been adopted in the current legisiation and the assoclation firmly belloves
that 1t should be suatained.

In my own experionce in Government sorvice, recently as financo counselor
and as Aeaistant Deputy Administrator and General Counsel of the Potrolonm
Administration for Defenge, and during World War II as specinl asslatant to the
Deputy Adminiatrator of the Petroleum Administration for War, I had continuin,
direct relationships with the so-called necelerated nmortlzation provisions o
the Internal Revenne Code. These expertences have convinced me that a rapid
depreciation program is hasically a sound concept for assuring continued expan-
alon of industrial activities of this conntry without ultimate losa of revenne to the
Government, The experiences have alno convinced me that reles for applying
depreclation should, in general, be relf-operative and not dependent upon
Gov‘eutx't‘nene r?vmr of partloular facilitics before the taxpayer is entitled to
Apply those rutes, . .

ny proposal involving Qovernment review Involvex a program which can he
enrried out only in accordance with relntively inflexible atandards which neces-

’
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savhy prestume i degree of knowledge on the part of the Government administrator
which he cannot possihly possess; amd no matter how honestly, how objectively,
and how consistently sueh rutes wonld he adminiztered, tnequitles wonld arlse
Jeaving the Govermnent open 1o charges and countercharges of diserimiuation
wnd untabrness,  Accordingly, any long-range progeam such as that envisnged in
the presend leglstntlon, which the assoclation here supports, should be operative
without review by the Government prior to the installation of the tacilities to
which the aceelerated depreetution will npply,

The ciremmstinees wileh have led to the recommendutlons which are hoeve
made wore sed forth at tength 1o the previous statement of the assoeintion to the
Congress,  In brief, to petrolenm refining, where, in the 48 yeava since 1808, 6
revolutlons hnve occurved In the art of refining erude ol), the ality to deprecinte
factlitles in necordance with thiele usefal economice life s critleally important.
The peding teglsintion goes a Toug way to mako this possible,

Threa other factors discussed In detat] in the statement before the House
Ways and Means Commlttee should be emphasied @

(1) Deprectation based on the physieal life of exlsting equipment cnnnot take
inte account inteinsieally higher replitcement costs of existing tacllltics arising
by virtne of tremendous increases In the steel, copper, brick, fabrication, and
Inbor costa which go into a plant,

(2) 'I'he new processes which frequently make obsolete etveady {nstallod
gachities n a guarter to half of thelr useful physienl Hfe havo Invavinbly requirod
inerouses in the sizge of basie refining facilities in order that maxinnun ettlelent
aperietlon ean be obtalned,

{3) Noew processes are themselves intrinsically niore expensive than thoe oney
which they replace,

These characteristios make it imperative to have a revised depreciation poliey,
such an that now proposed, If aggressive economile and techinological developmaent
{8 to continue and the partieipation of the smaller refiner in that development
18 to be made poseible,

Although historieal developments In the reflning industry make elear that an
aﬂ‘,{umnom such as that proposed to the existing depreciation rulea is of sig-
niflennt tmportance to the industrinl development of the Nation and is of par.
ticular importance to the smaller segments of industry, considerable rasistance
to a mare flexible polley hag been exhibited by the Government in the past. The
chief objection seems to have been a fear In the T'reasury Department that the.
loas In current revenuea contld not be absorbed In the face of the tight fscal
position of the Govermment. Such a conslderation seems to ns completely to
overlook the far more {mportant consideration that an nccelerated depreciation
program will inevitably assist in a more raptd development of the industrial base
of this Nation and In the aggregiate Income subject to tnxation,

1ho additionn]l cash available to bualnessmen arising out of a more realistie
deprectation policy tnevitably will find itself returned to the business for gons
eration of increased income and increased profits. A Infloxible depreclation
policy, on the other hand, stifles this growth opportunity and is eapecialty dfs-
advantageous to the smatl sexments of an fndustry, It may, indeed, both {n the
shc}rt"und long rum, murk the difforence between whether a buslucss succoods
or falls,

There are a number of precedenta in the experienco of other natfons for
adoption of o flexible depreclation policy, the most recent of which 18 the petro-
loenm law of Turkey, enacted in March of this year, which permits the operator
to svlect hia depreciation period based upon hix “estimate of the number of years
that the property ean be economtenily employed in the service of which it was
orlginally fnstalled or erected.” RBritain has found siuch a polley absolutely
essential as a menns of maintaining a continuing flow of Investents Into new
and improved productive facllitics, The Inws of Canada, Norway, and Swedon
all provide for a flexible depreciation polley; and it 18 not without slgnificance
that Canada amd Norway under & modern depreclation chargeoff program are
the nntions which sliow the grentest industrinl expansion since World War 11,
Any econouy which deponds for its stability upon a dynamie tnduastrial base
must make adequrte proviglon for continned jnvestments and relnvestinents in
factlitiva which wiit insure the continued vigorous growth of that industrial base,

Tho long-rage security of thls Natlon depends, Just as does the short-range
security, npon our industrial might. An important inducement in malntatning
that Industrial strength is a pollcy with respect to deprecintion which will
}mrmit u reasonable payout of facllitles during perlods when there fs demand
or the production from those facilities. If the facilitles have continued use-

v
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fulness at the ond of the periad, the revenues devfved from them will be aubjected
to full taxation without benotfit of depreclation allowance, If the factlitics have
no guch utillty, sound accounting would requlre an orderly writeoff within the
Umited porlod of thelr usetul life,

While it I8 not now of divact concern 1o this committee in fts present detlbera-
tions, there 1a a matter of long-range fmport to the Unlted States in these troubled
times which ts elosely atlfed with the taxatfon poilefes that have been dis-
cursed,  As A result of atrenuous efforts to fnerease industrial production agatust
the day when it might be needed to supply Industrinl and mititary activity in
times of etorgency, a constderable excess productive eapacity has been developed
which crentes grave economtle prabloms for Individunl businessmen, ‘Phis is
espucially true in industries such as petroleutn rvefining; and the impact of this
excess caprelty upon the independent veflner, when it continues to be used with-
out restraint, threntens the very existence of thin small but signtficantly lmpor-
tant gegment of the petroloum industry,

One of the membm's of the Independent Refiners Assoctation, Mr, D, W, Yovey,
of Houston, Tex,, hns personally bronght to the aftention of the Memhors of the
Congresy & program by which, through npproprintd taxatfon adjustments, the
adverso ceonomle effects of exeessive produetiva facllities, construeted for emer-
gency purposen, may be minhnized, It 18 prematare here to vecommend any
fpecific form for minlwmizing such adverse effects through tax palicles, It s
not promature, however, to call this mattor to the serlous consideration of this
comuttee and to commend to ks study this particular problem and the steps
which might be taken through tax leglslation to handle the problem of wanin-
talning idle capacity for cmergency use.

Tho nesociation urgea the puasage of a flexible depreciation law such ns that
now ponding before this commlittee, "Tax rates today are such that, very lterally,
the vefinera of this Natlon are not securing suffielent caplitnl to replace the
fachlitios which they ave presently utzing in turning out supertor produets, A
floxible depreciation polley will help to assure a proper adjustiment to curvent
tncome ko that the opportunity for contlnuing an improved, efficlent, productive

LIndustrial mechanism will exist now and in the years to come, 10 the indeprndent
reflner {8 to continue his abllity to dellver competitive products and hence to
remain in business, he must be nssured of a flexible depreciation polley now snd

fu the future. .

STATEMENT oF Jomn F. Frouena, K8q, Wasuinaton, D, ¢

Mr, Chairman and membhors of the committes, my name {8 John I*, Floberg and
1 am & membher of the law fivm of Kirkland, Fleming, Green, Martin & Ellls
with ofices in Washington, D, C., and Chicago, 111, T appear here today on behalf
of United States citlvens who ave resident in forelgn countries,

United States citisena residing in foreign countries find thewselves in a posi-
tlon whore they must pay duplicate income, estate and gift taxes. The obvious
result {8 that they are nt a severo disadvantage as comparved either (1) to
United States cltizena living at home or (2) to tho nationals of the country in
which the United States eitizens are resldent, or (8) to the citizenn of third
countries who ave resident in the same conntry as the United States citivens
in question and competing with themn in trade or business, The duplication is
Iargely the result of the conflict betwen the United States prinmary prineciple of
taxation on the basls of citlzenship and the fundamental of most of the other
countries of the wortd of taxation on the basis of restdenco.

Subatantinl strldes have bheen made toward removing the inequitles of the
double tax burden on these partionlar United Btates oftizens, but there ia still
considerable room for itiprovement both in the fundamental tax lnws which yvou
El?l itlomon are curontly considering and in the conventlons, destgmed to eliminate

douhlo tox hirden, letween the United States and other countries, which
come to the attention of you gentlemon from time to time, This rntement will
Alscuss some of those difficulties and will propose solutions for your consideration
in tho rovision of the tax laws which you are currently studying.

. STATEMENT OF GENERAL POLIOY

It In fundamental natlonal policy at the present time, and has been for several
ears, for the United Rtates to encourage the economic growth and the capitals
stic proapority of all nations in the freo world, ‘Lhia polley has been tmplemonted

during the past few years principally by large Goverpment-operated programs of

!
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finanetnl asslstance to other nations, 'Phese programs have been through varlous
phases and have had various fdentifying titles, fneluding Marshabl plan, FKeon-
omle Cooperation  Administration, Mutual Security Administration, MDAP
(whieh had a good many cconontle aspects to 1), UNRRA (principaily Amerlean
finnnesd), point 4, Foreln Operations Administration, ete,

In spite of the faet that the great butk of the reconstruction, physieal, moral,
and economnde, of the free world sinee Wortd War {1 has been financed by Unlted
Nates Government fands, there can e Hittle donbt that such a finanelug by private
United States eapital, 1o the extent that the projeets tfinanced were suited to
private Investinent, would nve heen and would continue to be far move effective,
officient, and econontieal than a Government progryun ever could be, The inevit.
able cumbersomeness, aud consequent yelutive {nefliciency, of any large Govern-
ment progeam, plos the fuet that our Government does sueh busiuess not with
foreign  capttalists but with forelgn governments which mny have highly
quexstionnble efficiencies und policies of thelr own, ereater many obvious und in-
osetprible disndvintages.

The most vitluale capital items which the Unlted States ean export ave
Ity munngement and supeevisory personnel. The managers of Ameriean eapital,
conselous s they must he of the magoificd=ditienities inherent In doing businesy
i fovetpn conntrles, can hardly be expected 1o Invest farge sums of money,
townrd whiel they have a fldueinrey responsibitity, in those conntries unless they
have cnvetuly appralzed the extraordinary demands which will be mnde on the
tatents and eapacltion of the pevsonnel to whom they delegate the management
wnd supervision of sueh activities,  Inducement to tavest tust adlways be neis.
ured by the prospeets of fingnelal protit as compnved to the pisks involved, When
the finanelal visks grow as disproportionately lavge as they do in most of the
free countries which nve our nlliles nnd friends and in the henith and prosperity
of which we have g ’iroug nutional interest, top-llight Yulted Statex personnel
must be on the seene,

Migh Government offtelnls for several years have stated all these principles
tnd have attempted to encourage Amerfean eapital to invest in foreign arens so
s privately to accomplish what are veally natlonal governmental objectives
of the Unlted States.  When private Ameriean capital does invest in the conu.
tries of the free world, furthermore, it has the additional highly Letetietal effect
of peting ng a catalyst for the capital native to the paeticular foreign country in
question, The strengthenig of private eunterprise, cupltalism, and dewmocracy
bocomes ehaln reactionnry, .

Encouragement to Unfted States citlzens to lnvest or to work abroad, how-
over, s more often been Hmited to exhortation and platitude than it hins been
fortifled with demonstrable advantages to the investor or employee. All too
frequently a niggavdly fear that a foreign investor or the employee of a foreign
Investor might “get away with something,'" a penny-wise-nnd-pound-foolish atti-
tude toward the few dollara of Federal taxes puid by relatively few judividuals
while ignoring the alternative of billlons of dollars of Federal forelgn expendi-
tures padd by nll the taxpayers, has opernled as an effective block on the aehiove-
ment of our broud untional objectives, 1t s thue for u statesmanlike apt
conrngeous approuch based on sound economics ang internntional yealitles,
dlvorced from polities, to dictate a conrse of natlonal actlon in this matter,

Although various tax conventions have wuade the slination obviously better
now than It was a fow yerrs agoe, there can be littlo doubt that the hmprovement
has faited to keep pnee with the Increase in the urgeney of our national objectives,
Far from encouraging individual United States cltizens to follow American
caplital abrapd, our tax lnws in most cases in effeet say Lo the Individuat: *You
have three chofees: (1) Give up your Amerlean eitizenship, (2) go back home
and stop your crying, or (8) gein and bear it.” The first of these suggestions
seemy to be downright hmmoral and accepting it scems even more so; eltizenship,
and the patriotism which i corollary to citizenslhip, should have n nobler founda-
tion than a tax advantage; and yet some United States eltizens have felt them.
selves compelled to do just that and have netually sureendered their citigenship
rather than continue bearlng tax burdens which nelther their follow cltizens in
the United States nor thelr neighbors in the particular forelgn country have to
bear. The recond suggestion s dlrectly contradictory to tundnmental national
polictes und frystintes our objective of strengthening forelgn economies and
democracles by the services of United States money and know-how, The third
sugestion hardly seetns a falr one to put to Americans who uve directly—iore
direetly than any of thelr fellow citizena—dally playing an actlve part in the
promotion of gome of our most fundamental national policles,
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Specific corrective actlon, somctimes by basic amendment to the Internal
Revenue Code and sometimes by enlargement or amendment of existing tax con-
ventions or entering into new tax conventions, is suggested below,

INCOME TAX

Under existing law (and existing conventfons) a United Stiates cltizen resid-
ing in @ foreign country must pay income taxes to the United States on all of
bis Inconre, except “earned fncome” in the foreign country within the definition
of section 116 of the code (scc. 911 of . R, 8300). He must normally also
pay the fncome tax of the forelgn country, because of his residence there, on his
entire fncome both from that country and the United States. ‘Tax conventions
and the provisions of section 131 of the code (sces. 001-903 of H. R. 8300) allow a
credit for taxes pald to the other country for the same income, but the credit is
subject to a proportionate limitation. Iven if the credit system worked per-
fectly, the result would be that the taxpayer would pay either the foreign or
United States {nicome tax, whichever is higher, but since each country normally
allows different deductlons and since each frequently taxes different types of
lncon}e. the proportion does not always result in even the elimination of doudle
taxation.

The ideal sotution In justice and logle would be for each country to tax only
income arising from sources within its borders. On the assumption, however,
that the millennium has not yet arrived, our suggestions below are less 1deal but
more practical, '

CRaritadle contridutions

The Internal Revenue Code, section 23 (o), provides for the deductibility of
contributlons or gifts to various political units, to certain war veteran organiza.
tions and fraternal soctetles, and to “a corporation, trust, or community chest,
fund, or foundation, created or organized in the United States or in any posses-
sfon thereof or under the law of the United States or of any State or Yerritory
or of any possession of the United States, organized and operated exclu-
:lvel.y .to.r"rellglous, charitable, sclentific, literary, or educational purposes, or

or

Suggested solutéion

Amend sectfon 28 (0) to read “* ¢ * created or orgnnized in the United Stntes
or in any possession thereof or in the country in which the taxpayer is resident
or under the law of the United States or of any State or Territory or of any
possession of the United States or of the country, or any political subdivision
thereof, in which the taxpayer is resident, * * ** or make similar adjustments
in the language of section 170 of H. IX, 8300.

United States citizens resident in a foreign country are naturally expected to
contribute to charities in the country of their residence; they are expected to
have, and should have, the same attitude toward the activities of the community
in which they live as have their neighbors; It must be readily apparent that
the motives which stimulate a contribution to the Canadian Red Cross are not
much different from those that stimulate a contribution to the American Red
Cross; similarly, the community chest of the forelgn town in which the United
Htntes citizen 18 restdent as compared to the community chest of his hometown
contributions to the church in the forelgn town in which he Is resident as com-
pared to contributions to the church in the United States town in which he
formerly resided: etc. The fact of the statutory 20 percent limitation on the
deductibility of charitable contributions prevents any unlimited avoidance of
income taxes via this route. At the same time, it must also be readily apparent
that the same United States citizen will have many loyaltles to charitles back
home to which he will want to continue contributing even after he has moved
his residence to a forelgn land. .

The provision in the present Internal Revenue Code limiting the charitable
deductions to United States charities Is of relatively rocent origin, for it dates
back only to 18088, Under the Revenue Act of 1086 and prior revenue acts, the
deduction of charitable contributions by an individual taxpayer was permitted
without‘bequ limited to Unlted States organivations, Under the 1936 act, sec-
tion 28 (o) (2) merely Provided for the deduction of specified charjtable contri.
buttond In language slmilar to the pregent law but without making any reference
to the cduntty in'which the or%a'n gatlon was created or located,

Hettion 28 (o) (2) was amended by the Revenue Act of 1088 to pravide (hat
such contributions should be deductible where made to “a domestie corporation,

!
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or domwestie trust, or domestle community chest, fund, or foundation,”" The rea-
gon for this change Is set out in the report of the House Ways and Means Com-
mitteo on the revenue bill of 1938 (C, I, 1030-1, pt, 2, p. 742), which stutes as
follows :

“Under the 1036 act the deduction of charitable contrlbutions by corporationa
18 Hmlted to contributions made to domestic instltutions (sec. 23 (q)). The bill
provides that the deduction allowed to taxpayers other than corporations be also
restricted to contributions made to domestie institutions. The exemption from
taxation of money or preperty devoted to charitable and other purposes is based
upon the theory that the Government is compensated for the loss of revenue by
Its rellef from financial burden which would otherwise have to be met by ap-
propriotions from public funds, and by the heuefits resulting from the promotion
of the general welfare. 7The United States derives no such benefit from gifts to
Joreign institutions, and the proposed limitation iIs consistent with the above
theory.! If the recipient, however, {8 a domestic organization the fact that some
portion of its funds is used in other countries for charitable and other purposes
(such as missionary and educational purposes) will not affect the deductibility
of the gift,” [Italic supplied.]

The committee report refors to the similar limitations in the case of corporate
charitable contributions, It'might be noted that the deduction of corporate
charitable contributions was tirst added to the law by the Revenue Act of 1035
and that from the begluning this deduction was limited to contributions mnade
to domestle organizations, The theory upon which the change as to individual
contributions was based, according to the committee report, was that contribu-
tions to foreign charities did not relieve the Govermment from any financial
burden and did not resuit in the promotion of the general welfare.

This provision of the 1038 Revenue Act was turther amended by the Revenue
Act of 1039 to allow deductions to organizations creuted or organized in, or under
the laws of, any possession of the United States, No further amendinents have
been made to sectlon 23 (o) (2) on thig subject up to the present time.

In view of the relatively short time that this lmitation to domestic charities
has been a part of the law, it does not appear to be so firmly entrenched as to
constitute an Integra) part of the United States tax law, It seelns logical that the
policy behind the limitation, a policy not especlally surprising as a product of a
decade considerably more isolationists and less enlightened than the current one,
and a policy shown by the last sentence of the quotation to be inherently contra.
dictory, might well be reexamined at this time—especinlly as to contributions
made to charities in contiguous countries—at the very least when they arc the
countries of residence of the United States citlzens in question,

The Unlted States estate and gift taxes do not limit the deductibility of chari-
table contributions to bequests or gifts to charitable organizations created or
organized in the United States, Se¢e sectlon 812 (d) of the Internal Revenue
C'ode (aec, 2005 of H. It, 8300) and section 1004 (a) of the Internal Itevenue Code
(sec, 2022 of H. R. 8300) for the estate and gift tax provisions, respectively, The
income tax should be brought into line with them.

The rationale quoted above in connection with section 23 (o) (2) for distin.
guishing contributions to United States charities from contributions to other
than VUnited States charities—the theory that the Government is compensated
for the loss of revenue by being relieved from the financinl burden which would
otherwise have to be met by approprintions from public funds--is largely falla-
clous, While this theory might have some validity in the caso of orphanages,
homes for the indigent, homes for old or disabled persons, or even hospitals
and elementary schools, it certainly breaks down in the broad bulk of charitable
organizations, In most cases, as & matter of fact, the charitable organizations
exist for the specific purpose of performing a function which Government etther
definitely will not undertake at all or else will undertake on a deficlent scale,
and private citizens have banded together to flll a vold which otherwlse would
remalin cempty. Iixamples could be multiplled almost without end merely by
reference to the Internal Revenue Bureau's Mst of charities approved for tax
deductibility purposes, but reference might be made to the Audubon Society,
Naval Historical Foundatlon, the American Bar Foundation, Natlonal Geo-

1 The 1038 rationalisation to the effect that the United States does not benefit by the
woratlon of foreign charitics hns beon belied by our whole multi-bitllon-dollar post-World
ar I x»rom-nm of loans, grants, ete, The mnéor t\remm n{ that program hag been that
the heaith, wealth, hrppiness, and political solidarity of al) free peoplea are Indispensable
to the socurity of the United States,

4699454 —pt, 3———0*
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graphic Soclety, seholarship funds, research organizations, and specifie regenrch
campalgny (Cancer Fund, ete.), the Mareh of Dimes, the various military retlef
socletles (Navy Reliet Soclety, cte), the Seeing Eye Youndation, churches,
museums, symphonies and other musical ovganizations, libravies, literavy ov
artistic groups, missionary socletics, some schools of higher and professional
and scetarlan edueation, and countless others,

COapitald gains

The inclusion of capital gnins within section 117 of the Internal Revenue Code
results in a double tax on such galns renlized by a United States citizen resident
in forelgn countrles that do not tax such gains, I would be happy to furnish the
staff of the committee with drafts of several different nlternative provisions
which would cure this inequity and at the same time prevent any wholesale tax
reduction in favor of investment income,

Taxation of capital gaius under the United States tax laws puts United States
citizensg resident In foreign countries which de not tax capital gaing in an unfav-
orable position as comipared to hoth their neighbors and thelr fellow citizons at
home. 1In Canada, for example, where capitnl gains.are neither Included in the
definition of fncome nor separately taxed, it is obviousty impossible for United
States citizens to deal upon an equal tax basls with Canadian citizens, The solu-
tions which I propose attempt to grant rellef in this respect by ellminating the
tax on eapita! pains reanlized outside the United States by nonresidents of the
United States, :

The United States cltizen residing in Canada, for example, 18 subfect to
Canadian income tax upon all of his income regardless of whether such income
{5 derived from Canadian sources or from United States sources. The Canadian
income-tax law, however, does not impose any income tax on capital gnins as
such. Therefore, the United States citizen l‘esid\ng in Canadn s required to pay
Canadian income tax on all of his income but since eapitnl gaing are not included
in gross income, thoy are not a part of the tax base for computing the tnx eredit,

In order to prevent the double taxatlon which would arise In cases such as
that of a United States citizen residing In Canada, section 131 of the Unlted
States Internnl Revenue Code (sec. 801-90% of H, R. 8300) was enacted to pro-
vide a credit against the United States {ncome tnx for income taxes pald to a
forelgn country, This eredit, under section 181 (b) (sec. 004 of . R. 8300) is
Iimited to the proportion of the United States tax which the taxabte income from
the foreign rources bears to the entive net income for United States tax purposes,
Since the Canadian income-tax law, for example, does not fnpose any tax on
capital gaing and since such eapital gains are subject to income tax in the United
Ntates, the result of the proportionate limitation is ordinarily that a United
States eltizen residing in Canada will have to pay United States Income tox on
his capital gains both from Canada and the United States and will not ohtain
sufficient credit for the Canadlan taxes which he pays upon his other income to
cover the United States tax on the eapital gnins arising in the United Stntes. Thia
can be true even when the foreign tax is at a higher rate than the United States
tax, In any case where the forelgn tax does not specifically cover capital gains,
the proportionate credit is changed and the result is that the taxpayer does not
get the full credit for the foretgn taxes which he has paid and, in addition, is re-
quired to pay the United States tax on his capital gains,

When one thinks of a United States cltizen, resident for perhaps many years
{n Canada, who buys a share of stock in a Canadian company through a Canadian
broker on a Oanadian exchange, holds it in & Canadinn safety-deposit box and
subgequently sells §t through a Canadian broker on a Canadian exchange, it {8
AliMault to see what right the United States Government, which has contributed
nothing to the transaction, has to tax the proceeds from tt.

It seems logleally inferable that in the case of foreign tax bases which do not
Inclade capital gaihn, the hare conrequently heing narrower than if it dld inelude
them, the ratea must correspondingly he higher, Thus, although the Canadian
1aw theoretically does not tax capital gains, the result for a United States cltizen
{s that the higher rate in practical eftect taxes his capital gains by taking his
orrned income at a higher rate than otherwise In Canada even though the gaina
are not specifically mentioned in the Canandian law. The failure of the Canadian
law to permit any credit for the United States tax on chpital gaing in practienl
effeet permits Canada to collect a higher tax than it otherwise would and the

reanlt 1s that the United Statek citizens are subjected to doubte taxation on such
capital gains, ' R

‘
1



INTERNAL REVENUE CODE OF 1954 1225

Statute of limitations

It 18 prosently possible for o taxpayer to be whipsawed between the varying
perlods of lhnltatlons in the Valted States and the country of his residence and
thus to have a severe infustice visited upon him. Section 6511 (d) (3) of
H. R. 8300 effectively remedies this situation und should be enacted.

ESTATE TAXES

Once agnin the best solutlon is logleal justice to the estate-tax dlilemma wonld
be for o country to tax the deseent of only the property located within its bovders.
We assunie agatn, however, that any such solution is too far advanced for current
acceptance and so proveed on the assumption that the present basie systems of
extate and succession taxes and the bases for levying them will continue to be
citizenship In the ease of the United States and domiclle In the case of other
countries, The two criterin overlap In many enses,

The United States cltizen domlciled in Cannda, for example, finds it Impossihle
to take ndvantage of the marital dednetion which hig feBow clttzens domiclled in
the United States can utilize in the distribution of thelr estates by will,

Solution

Modify seetions 813 (¢) nnd 036 (¢) of the Internal Revenue Code so that the
United States esiate taxes collected will give credit to the estate for the additional
tixes pald In a foreign country by virtue of the absence of any marital deduction
there similar to that in the United States,

The 1048 Revenue Act provided for the deduction of up to 50 percent of the
gross estate for property left to a surviving spouse If such property fs left either
outright or n a trust over which the spouse has what amounts to & general power
of appointment. The effect of this deduction {8 to remove half of the decedent’s
estate from the appleation of Federal estate taxes. This half of the estate will
be subject to United States estate taxes ng a part of the spouse's estate on the
spouse’s denth.

If the United States citizen resident in a forelgn country shapes his will to
take advantage of this tax henefit, his United States estate taxes will be substan.
tinlly reduced since hailf of the estate will be taxed on his death and half on his
wife's death: both est..es are thus in lower tax brackets than if all the cstate
hiad been taxed on the denth of the husband. In the foreign country, however,
the entire estate may be taxed on the husband's denth and all or part of it may be
taxed again on the wife’'s death. This double tax on some or all of the estate
more than offsets the advantage gained in the United States taxes by means of the
narital deductions. Thus, instead of attempting to take advantage of the martial
deduction avallable to his fellow citizens, it may be more advantageous for the
United States citizen residing in a forelgn country to teave n life estate to his
wife and the remninder to his children or others and, thus, to subject the entire
estrte to death taxes in both countries on his death bhut, thus, to climinnte any
ndditional death taves in elther country on the death of the surviving spouse,
Some provislon shonld be made whereby the United States citizen restding in a
forelgn country could have the benefit of the United Stntes martinl deduction
without subjecting all or part of his estate to a double tax,

GIFT TAX

At the present time a United States cltizen resident in a forelgn country
mn;t pay both a Unjted States and a forelgn tax on any gifts he chooses tc
make.

Solution

An approprinto credit soction, similar to the income-tax credit (I. R, ', soc,
131; seca. D01-005 of H. R, 8300) and the estate tax credit (I, R. C., <cex, 813
(¢) and 986 (c) : sec. 2014 of H. R, 8300) sections, should he enncted.

The United States gift tax is part of an overall tax system applicable to the
distribution of a mun's assets either inter vivos or upon bis denth. The gift
tax ig closely Integrated with the estate tax, and was originally enacted to sup-
plement the estate tax and to prevent avoldance of estate taxes by the making
of Inter vivos gifts which had been up to that time tax free; actually the system
is designed, by differences in tax rates and by offering certain other ndvantages,
to encourage dlstribution, although not tax-free distribution, of an estate during
the owner’s lifetime, Thia whole fundamental objective, however, Is frustrated
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by double taxation on any inter vivos gifts. Iardly could a more effective de-
terment to Inter vivos distribution be practically Imagined,

CONCLUBION

In view of the present position of the United States in world affatrs and in
view of the Importance attached to the politieal and economice strengthening of
the nationg of the free world, every effort should be made to muke move rather
than less favorable the tax position of Unlted States citlzens resident in forelgn
countries, This statement has endenvored to outline some of the existing prob-
lems and some proposed solutlons to those problems, and we urge their immed-
fate consideration and as promypt adoption as possible for the good of not only our
own country but of the entire free world,

BTATEMENT OF COMMITTER OF IIXEOUTIVES ON TAXATION OF THE AMERIOAN GaS
ASBOCIATION, NEW YoRx, N, ¥, oN H. R,

LIST OF BEOTIONS COMMENTED ON *

Section: Bubjeot
104,100 and 100 e Sickness and Disability Benefits.
110 Partlal Iixclusion of Dividends Recelved by
Individuals,
165 Logses—Worthless  Securities—Seccurities in
s Affiliated Corporations,
171 : Amortizable Bond Premium,
172 Net Operating Loss Deduction,
248 Det(lluctlon for Dividends Revelved by Corpora~
ons,
247 Dividends Paid on Certain Preferred Stock of
Public Utilities.
248 Capital Stock Issuance Expense,
808 Distribution of Stock and Stock Rights.
800 Corporate Distributions—Tax on Transfers in

Redemption of Nonparticipating Stock.
881-836 cmenmmemmmmenan Corporate Liquidations,
801 Effective Date of Subchapter O,

461 General Rule for Taxable Year of Deduction,
481 Adjustments Required by Changes in Method
of Accounting.

1841 Computation of Tax Where Taxpayer Reastores
xs‘\ixbﬁianual Amount Held Under Claim of
ght,
1808 Cousolldated Returns for Bubsequent Years,

1014 ecnmumneenaemeaamu=~~ Elilninatlon of 2-percent Penalty on Consoli-
s dated Returns,

1732 Consolidated Returns—Earnings and Profits,

6016, 6074, 6164, and 6665 .. Corporate Modlfted “Pay-As-You-Go” Proposal.

Beotions 104, 105, and 106—8ickness and disability denefits

Most gas companies provide sick and disability pay for thelr employees. In
some instances the sick pay is provided through accident or health lnsurance,
with benefits patd to the employees and premiums paid by the employers. Uader
section 22 (b) (B) of the Internal Revenue Code, the benefits are excluded
from gross income subject to tax,

Other companies pay sick benefits directly to thelr employees, without using
an insurance company s an intermediary. In such cases, the benefits pald to
employees have heen held to be taxable by the Internal Revenue Service and
the employer is obliged to withhold income tax on the slck pay.

The nccessity to clarify the tax status of sickness and accldent benefits,
whetlier under an ingured or noninsured plan, by providing a uniform set of
rules was recognized by the House Ways and Mcans Committee and resutted in
the {nclusion of Sections 104, 105, and 106 in the Interiial Revenue Code of 1054,

-However, certaln &rcovl:lons of section 103 require further clarification in
order to ellninate dikerimination between different sick plans of various em-
ployers and the increased administrative difficuities of employers in connection
with thelr withholding responsibilities. To eliminate such dlscrimination and

)
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for further claviicatlon it is recommended that favorable consideration be
glven to the following suggestions:

1. Distinguish by defluitlon, *compensation for personal injurles or sickness”
and “payment of compensation for loss of wages durlng n period of sickness.”

2. I'or the purpose of deflning & qualified employer's accident, sickness or
health ptan, ndopt a definition similar to that contained in subsection 1426 (a)
(2) of the 1039 code (relating to the excluston of such payments from the defl-
nitlon of wages for social-securlty-tax purposes).

8. No waiting period should he required tn order to qualify an employer's
plan,

Seotion 116—Purtial caclusion of dividends received by individuals

In section 116 of H. R, 8300, resident individual taxpayers arc allowed to

exclude from gross income—
(1) $30 of dividends received in the case of taxable years ending after
July 31, 1054, and before August 1, 1055; and
(2) $100, {n the case of taxable yvears ending after July 31, 1955,
In addition to the income exclustons under section 116, eredits are also provided
under section 84 against Individual income tax for percentages of dividends
recelved nnd included In gross income, in tnxable years ending after July 31,
1954, a8 follows:
(1)55 percent of dividends received after Juty 81, 1054, and before August
1, 1658 ; and
(2) 10 percent of dlvidenas received after July 81, 1065,

It is betleved that the provislons in gections 84 and 118 of H. R, 8300 constitute
desirable steps in the direction of nllevintion of double taxation of dividends.
It Is desired at thls time to express appreciation for the earnest constderation
given this matter and to urge, a8 a minimum, that these provisions he retained by
the Senate F'inance Committee (n the bill,

Reotion 165—L.08rc8—1vorthleas securities—securtice in afiliated corporations
(capital gaing and losses)

An fnequity in the existing code results from the nondeductibility by corpora-
tions of net long-term capital losses when they are in excess of net short-term
capital gains for the current tax year, The fact that capital losses may be cyrried
forward for a period of § years ag an offset to net capital gains In those years
does not relieve the inequity since gas companies ordinarily do not have sub-
stantial capital gaing, '

Such net losges are usnally the result of transactions which are an Integral
and essential part of the corporation’s operations, For example, fuvestments
hiave been made in corporations engaged In research for new Products for natural
gas and ofl with the knowledge that partial or complete fallures may result in
some instances.

If the corporate taxpnyer owns less than 80 percent (present tnw 95 percent) of
each class of the capital stock of the corporation invested In, it will not meet
the requirements of section 168 (g) (3) (A) of H. R, 8300 for an ordinary loss,

It s urged that in order to arrive at true corporate net lncome for any tax
year, section 160 (g) (3) (A) of H. R. 8300 be amended so that all net losses
of corporations in investments, when made for the purpose of advancing their
muin business, and which are incldental thereto, will be allowed in full as an
ordinary loss in the year the loss occurs,

Scotion 171—Amortizadle hond preminm

Section 171 (b) (1) (B) restricts the holder of a bond the orlginal eall date
of which is not more than 3 years from date of issue from amortising the
premium which he paid over a perlod shorter than that determined by the
maturity date of the issue. The objective of such a restriction—to curd the
nbuse descrlbed in the House committee report on page 26—is commendable.
However, the provision has a collateral effect on the issuer of the bond in
that it will probably hamper flexibility of financing programs in the gas industry.

The effect of thia provision will be to discournge new bond issues having
2 call date earlier than 8 years from date of issue. Largely at the behest of
the Securities and Exchange Commisslon, recent bond flotations in the gas
industry have been callable on 80 days* notice. The purpose of such a short
<all period is to permit the issuer to refund the bonds should changes in the
money market so warrant, As a matter of fact, several issues sold.laat summer
or fall at covpou rates ranging up to 4 percent or more are now in the process
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of being refunded. If theso particular issues had fivst-call dates no onrlier
than 8 years from date of lssue, such refunding would not now be pogslble,

In order not to hamper the financlng necessary to support the construction
program now under way In the gns industry, currently estimated to cost $2.3
biltlon in 1084-65-66, 1t I8 requested that this proviston be modified to overcomeo
the objection outlined above,

As a wmininmum, it 18 urged that the proviston be made effective no earlier than
the effectlve dato of the Tnternal Rovenue Code of 10014,

Scotion 172—Net operating lose deduotion (computadion of net oporating toss)

Sectlon 122 of the Internat Revenue Code of 1930 provides a net opernting loss
careyover to othor years, Ilowover, belfove this loss cavryover may be applled
a§ a deductlon to tuxable fncome (he following adjustments nre vequired to be
made to hoth the taxable year In which the loss occurred and to the net income
of each yoar ov years to which the loss may be applied ;

1. 'The excens of percentage depletion ovar cost depletlon must be restored,

2. Wholly tax-exempt [ntevest, less nny nondeductible interost pald or acerued
to curry the exempt securitios must be included fn graoss tncome.

3. The neot operating loss deduetion must be restored,

4. No deductlon or eredit Ix glven for intereorporate dividenas recelved,

Theso ndjustinents to both the year of the loss and the yoar to whleh it iy
carvled purported to be fustitled on the economie-loss theory, However, income
taxes are not patd on economie income, hut on taxabte lcome, and sound prin.
ciples of taxntlon should provide that the carryover provisions appty to taxable
Ieome and not to economle income coneepts,

Sectlon 172 of I R. 8800 provides some changes (n the above method of com-
puting het operating loss. It eliminates entirely tho adjustment for tax-exempt
Intervest vecelved, and while it continues the adjustments for othor ftems In the
year glving rise to the loss, It does not vogquire them for the first year to which
the loss s cavried,  This 8 o partial vrecognition of the Inequities which at present
exint in the operation of the loss envryaver and carryback provisions, but it does
not cure them, The economie tons theory 18 still retained in pact.

The adjustments whieh are still required in determining tho not opevating loss
under I R, 84300 by companies having such transactlons result In higher taxes
being paid by rome risky businoskes which tneur losses in some yeals, than is
paid by less pisky businesses with mora stable income, and such a result cannot
be Justified under any equitablé theory of taxation,

Therefore it {8 strongly urged that the adjustments be eliminated not only for
the taxable year in which the loss occurred but alse for each year or years to
which the loss may be earried,

Section 243.—Deduction for dividends received by corporations

Section 243 of IT, R, 800 provides that In the cane of a corporation, there
shall be allowed as a deductlon an amount equal to 85 percent of the amount
recelved ag dividends, The deduction ntlowed by this section 1s lnited by sec-
tion 240 (1) to an nmount not in excexs of 83 percent of taxable income, The
deduetlon allowed under this gection merely replaces the credit provided in
sectlon 26 (b) (1) of the present Intornat Revenue Code,

Thus, I, R, 8800 falls to correct the inequity which was recognized by the
Presidont in his message to Congross on January 21, 1054, in which it was
atated, I also recommend that the penalty tax on consolldated rvetwrny and
intercorpornte dividends be removed over a 3-vear perlod.” The gradual ellmina-
tion of thig ineqguity, in lne with, the President’s yecommendation, conld be nc-
complished by tncreasing the deduction to 90 percent for the yenr 1954, 05 percent
for the year 1008, and 100 percent thoreafter,

Higtorleally, payments of intercorporate dividends have bheen treated for
Fedoral income-tax purposes an nontaxable transfors of funds from one cor-
poration to nuother, Prior to the Revenue Act of 1986, n coryoration recoiving
dividends was allowed a deduction in the amount of 100 percent of such dlvi-
dondr and thus fneurred no tax thereon. This deduetion was allowed hecanse a
corporate tax had already been pnld upon tho earnings which were distributed as
dgividends. In 1036, with a corporate Income tax rate of only 15 percent, the
effoctive tax rate on intercowmpnny dividends was only 2.25 percent. Under
the present B2 percent tax rate, the effective rate on intevcompany dividends
18 78 percent, Thus, the burden of thix economically unsound tax has become
much more yerlous thaw when firat Imposed, . - . . -

The only reagon for and the only pogsible justification for taxing intercorpo-
rato dividends ls contained in a message to Congress. by the President of the

. !
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Untted Staten dated June 19, 1046, in which the then Presldent recommended the
substitution of n covporntlon Income tax geaduated nccording to the size
of corporation income i place of the then untform rate of 13% percent. The
Prestdent fottowed this recommendntlon with the followlng:

“Proviston shenld, of course, be muide to prevent evasion of such groduated
(ax on corporate incomes through the dévieo of numerons subsldinries or atil-
tirten, encli of which might teehnleally ualify as a small concern even though
all were in fuet operated as a single organization,  The most effective method
of preventing such evaslons wonld be a tax on dividends recelved by covporattons.”

This renson, however, shouddl not be controlling ax regirds the taxation of 4
publie-utility system. In many instances, a reguiated public utllity 18 vequired
to fuenish paet of {tx services through the medimm of  subsddinries, For
exmple, some States requive that a utitity operating within thefr geographieal
Hmita shall be incorporated within the particular State, even though the separate
corporntion 18 a part of an futeurated utility system operating in several States,
T'he vosult i8 that n separate utility m)rparnt]ml muyt be set up within the timtting
State,  In other enses, the use of a subsldinry to sapply part of the rervice, or
some of the facllitios through which the service 1s supptled, 18 requlired because
of joint ownership of property, franchise requirements, or similar cnuses over
which the regulated public utility has no contyol,

Phe situntlons outlined abave have prevented many utility companles from
merging Into one singte carporation, In these cases, the utility must, under
the present provistong of the Internal Revenue Code, either flle a consolidated
return, and pay a penalty tax of 2 pereent, or pay tax at the rate of 7.8 percent
on dlvidends reecived from Jts subsidiarvies.  There 18 no veal justifientton for
ofther the penglty or dividend tax, sinee the utility is forced to pny a Federal
tux pennlty hecanse of the requirewients of State or local Inw, or other condltions
over which the utllity has no contrel,

Ihe followlng example will Rusteate the real burden of tax as corporate earn-
hgs puss throush the hands of other corpovations before distribution to the
benefielal owners,

Corporation 1I' (parent company) owns §0 percent of the voting stock of Cor.
poration 8, Under existing 1aw, becnuse of the lck of 06 pereent stock owner-
ship, nelther of the corporations can be included In n congolldated return, ‘I'hus,
the full lmpact of the tax on Intercompany dividends must be borne under the
present law,  Heoro 18 what happens:

Corporatlon 8 with a net income betore tax of $1,000,000 pays n tax of__ §620, 000
And out of its net income after tax prys $432,000 ($180,000 X 0.00)
in dividends to Corporation P,
Corporation 1' pays a tax of 7.8 percent of Its dividends from Corpora-
tion 8, or a tax of $432,000 X .078. ... m———————— e e e 43, 600

Thus, the totnl tax patd §8 .o e - 503, 090

In the above example, an effective tax rate of more than OS5 percent has heen
pald, If the systom had been operated as an single corporation, the effective
rafe would not have exceeded B2 percont.  Yet the difference hetwoen an afllli-
atod group of utilities and a utility which has heen able to consolidaie all of its
operations into a single corporation is only a matter of form,

'his obvieus inequity shonld be corrected by eliminanting tho present tnx on
dlvidends from one domostie corporation to anothier. In the absence of lm-
medinte dlseontinuance of this tax, it s urged that the deduction be fnerensed to
mg percent for the year 1004, 00 percent for the year 1955, and 100 percent there-
after,

Keetlon 247 —Dividends pafd on certain preforved atook of publio utilitfes

Under section 247 of ¥, R, 8300 a public utllity is given n deduetlon for divi-
dends paid on certnin of its preferred stock, Thls deduction I8 the sante as the
credit for dlvidends pafd on utility preferred stock now allowed under rection
26 (1) of the 1089 code,  Under section 270 of I, IR, 8300, however, no degduction,
otherwiso allowable, will be allowed for any amount paild with respect to non-
particlpating stock, Inasmuch as preferved stock deseribed in sectton 247 s
nonparticipating stock within the meaning of section 276, no deduction would be
allowed for dlvidends pnid onh utility preferred stock under the new code; a
result obvlously not intended, .

. Soction 247 (a) of H. R. 8300 should he amended by tnserting hafore the words
“Inuthezc_;}isg of a public utllity,” the words “Notwithstandlng the provisions of
gection ). s .
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Sootion 848—Capital stook {asuanceo expense

Scetion 248 provides that certain organizational expenditures of a corporntion
may, at its election, bo treated as deferred exponges and amortized over not less
than the firat §§ years of the corporatlon’s existence.

The provision will continue to deny as & @eduction from gross income, oxpensey
of a corporation incldent to the tssunnce of its capltal stock, such as Securitios
and Exchange Colmumisston fillng fees; State corporate filing fees; State regula.
tory filing fees; Federal, State, and lecal taxes; legal, englneering, and account-
ing servicor; Investment coumsel fees; transfer ngent and registrar fees; print.
Ing, engraving, advertising, selling, and other expenses in connection with Issu-
ance of capital stock,

It 1s common knowledge that large amounts of new money ave required con-
tinually in the developient and expanslon of the gas tndustry. The recurving
tssuance of stock I8 thus a vegular part of the gas husiness, and exXpenses asso-
clated thorowith are just as mueh an ordlnnry and necessary expense as uny
othoer opervating expense. It is equitable, thercfore, that these expenses shonld
be parmitted as a deduction in the determination of the net incomo when they
aro such an intogral part of t_he year-by-yenr operations of most gas compandes,

The proposed Internal Revenne Godo of 1954 should be'changed to pertlt an
election to deduct currently or amortdze the expense of cach capltal stock Issue,

Section 305—Diatribution of stock and stock vights

The normal refinancing of a preferred stock often incorporatos an ofter of
oxchange of new proferred stock or new bonds for presently antstanding preferred
atock or bonds, with the unexchanged stock or bond being redeemed pursuant
to a call provislon,

Sectlon 803 (c) (1) (B) may treat these norinl call grovisfons as optlons,
with the rosult that thoy take the form of an exchange but nve taxed to the
holder as a redemption,

It 18 suggoated that sectlon 308 (¢) (1) be clarified so that an option shall not
be deomed to be held by & shareholder by renron of the presence or exercise of n
call or redemption provislon,

Bention 309—Carporate diatributions—1Ta@ on transfers in redemption of non-
partioipating stook

This section was inserted to prevent the withdrawal of carnings from a
corporation at capital gain rates instead of at ordinavy income rates. To the
extent that it achleves its purpose, it I1s worthy of retontion. It operates by
levying a transfer tax at the rate of 83 percent on money and property pald
out by the corporation in redemption of preferred stock, with certaln exceptions,

One of the exceptlons provides, in effect, that If preferred stock was {ssued
for securitles or property, the tranafer tux applies only to the money or property
pald out in redemption which exceeds 108 percent of the value of the mouey or
property paid {n at the thme the stock was fxsved.

Many preferred stocks which were issued for cash in public salea bear call
prices In exceas of 105 percent of the procceds of sale. For Instunce, a st of
328 utility preferred stocks compited by 8pencer P'rask & Co,, & large hrokerayge
firm, on June 18, 1088, includes 158 issues the call prices of which are in excess
of 108, Many of the {ssues in this list were sold at competitive Mdding. From
time to time it ta desirable for the issuing company to redeom thege stocks, A
frequent reason for such redemptions, particniarly in the gas industry, Is a
change in the money market which makes possible tho refunding of proferred
atock with new preferred stock bearlng a lower dividend rate. This type of
transaction in a publicly held corporation s a legltimute businesas transaction
in which tax avoidance I8 not a consideration, Under section 80%, howover,
such a redemption at a call price in excess of 105 cannot be wade prior to
January 1, 1004, regardless of the date of tssnanca of the stock, without the
transfer tax helng applied to the proceeds of redemption in oxcess of 100.

The provislons relating to the redomPtlon of nonparttcipating stock should be
¢hanged to make clear that corporations whose ownership ls as widely dis-
tributed as that of moat public utilitles ean refinance or redeom thelr non-
participating stock without belng rubjected to tho sovere penalty now proposed,

Seotions 331-330~COorporate Hguidations |

Undoer the present code, the merger or tiquidation of a subsidiary into the
parent com‘omlon normmlly rebults in no income or loss to either the parent or
the aubsidiary corporation, Such a transaction s governed by sectlon 112
(b) (6). Beotion 118 (r) (156) provides thut the basig;of the assats of the.sub.

,
4 '
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sidinry In the hands of the parent shall be the snme gs in the hands of the sub-
stdiary, Section 112 (b) (6) has no precise counterpart in I, R, 8300. All
corporate liquldations are covered by new sections 331 through 336, inclusive.

Wicther or not a liquidation results in galn or loss to the shureholders of the
liquidated corporntion under section 331 would depend on the relationship to
ench other of the (1) fair market value of the assets distributed, (2) the adjusted
basts of the assets distributed, and (3) the adjusted basis of the stock redeemed,
I'he extent of such gain ov loss, If any, and the basla of the assets in the hands of
the distributee sharcholder all would requlre that the fafr market value of the
assets distributed, both individually sud in the aggregate, be ascertalned.

The determnination of falr market value of aszots distributed presents pare
tieularly difficult problems for the gas industry. Most of the assots of a utility
conslst of speclally designed plant and equipment required to furnlsh service
to ita customers, This plant and equipment hax little 1f any commercinl value
other than for the purpose for which it was huitt,  Henee, the determination of
falr market vatue would present almost insurmonntable problems to the utility,
particularly where the earnings expertence 18 legs than a falr riate of return on
the net tnvestment In assets,

If the basis of assets recelved In Uquidation as provided nnder section 334 is
the falr market value of the assets at the time of distribution, the utility will be
required to thaintain difforent property records for tnx and for regulatory pur-
poses, 1his contliet arises from the requireinents of regulatory anthorities, such
a8 the Federal Power Commission, that the utllities under their jurlsdiction
maintain their property records ot o cost basls,

It is therefore urged that taxpayers ho given an olection to be governed by the
oxlating sections 112 (b) (6) and 118 (a) (15) or by the new sections 831 to 336.
Sootton 801—HEffective date of subchapter ¢

Subchapter € of . R, 8300 deals with covporate distributions and adjustments,
An (8 stated on puge 34 of the House commlittee report, % * * your committee's
bill represents a complete structural overhaul of existing law in this aren.”
Tho provislons of this subichapter are made effective by section 391 to transfers
or distributions eccurring after Moarch 1, 1054,

Beenuse of the sweeplng changes made and the complexity of the new provi-
slons, taxpayers wilt need additional time to study and understand subchapter C.
Moreover, 1t 18 inequitable to apply the changes lu the law to the many pending
transactions which were begun in good faith prior to March 1, but which have
not yet been completed,

It is therofore recomnmended that the provistons of the proposed code affecting
corporate distributions and adjustments not be applled to transters and distri-
butions occurring prior to January 1, 1955,

Neotion §61-—Genoral rulo for tazable year of deduotion

Sectlon 461 (¢) (1) of H. R. 8300 requires a taxpayer who reports {ncome and
deductions on the acerunl basis to accrue real property taxes ratably over the
period to which such taxes are relnted,  Section 461 (¢) (2) provides that the
foregoing rule does not, however, apply to any real propetty tax to the extent
that such tax was allownble ag a deductlon under the 1830 code for any taxable
year beglaning before January 1, 1054, The operation of these two proviglons
may result In conslderable Inequity te some aeerunl basls taxpayers for the
year 1084, That luequity ean be {lustrated by the following situation.

In most States and taxing subdivigions thercof, veal property assessments are
made on othar than calendar-year bases,  Under practice approved by the Come-
missioner of Internal Revenue for many years, an acerunl-basis taxpayer may
acerne rerl-property taxes as of the len date, even thongh such taxes are for
the succeeding taxable year. IHence, such taxpayers can acerue on thelr 1053
Fedornl incometax returng real-estato taxes assessed during that year even
though the tax so assensed (8 In faet attributable fn whole or in part to 1944,

Yor example, undor section 461 (¢) (2) of 1L R, 8300, an acerual-basis tax.
payer who had accrued s of July 1, 1058, real-estate tax attributable to 1054
would thus be denled any deduction on his 1084 veturn for real-estate taxes,
The reuson for such a result is that the real-ostate tax assessed as of July 1,
1064, could be deducted only 1n 10835 under H. R. K100 nasmuch ag such tax is
attributablo to that your. Unless, thorefore, a deductlon 1s allowed on the 1054
return for redl-ostato taxes, a heavy and fnequitable penalty s infiicted on the
taxpayor for 1054,

The elimination of such & penalty is clearly indicated, since Congreas obviously
dld not fntend such a resuit, It is suggested that the taxpayer be glven an
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oloction to continue the method heretofore consisiently followed in aceruing
real-property taxes,
Scotion 48 1—~Adfustmants required by ohanges in method of accounting

Section 481 provides that “In computing the taxpnyer's tnxable inconie for any
taxable year, if such computation 18 under & method of accounting different from
the method under which the taxpayer's taxable income for the preceding year
was cowputed, then there shall be taken Into nccount those adjustments which
are deterinined to bo necessary solely by reason of the change in order to pre-
vont amounts from being duplicated or entirely omitted.”

On page A164 ot the report of the Commlittee on Ways and Means of the House
of Representatives, It I8 stated, “1t is only those omisstons or doubling ups which
are due to the change in metbhod which must be adjusted.”

Such a provision, however, will apply inequitably to taxpayers whose ac-
counting 18 preseribed by the Federal Power Commission and by the various
State rogulutory commissions, .

Kor oxample, for some years hatural gas companies subject to regulation by
the Federal Power Commisslon or State publie service commissions have heen
atoring natural gas underground in depleted gas sands or other formations pavor-
able tor the storige of gus,

Under the uniform system of accounts prescribed for natural gas companies
by the Federal Power Commisrion, it has been provided that the invontory of
gad stored underground shall bo priced at.cost and that “transmisslon expenses
for facllities used In moving the gas to the storage aren and expenses of storage
facltitles shall not be included in the lnventory of gas except as mny be author-
{zed by the Commission.”

It is belleved thnt this method meets the requiretuent of secetion 22 (¢) of the
1930 code and sectlon 471 of the proposed new code in that it conforms to the
:)ost accounting practice in the trade or business and most clearly reftects the

neome,

The Fedoral Power Commission has proposed a change of accounting practice
in tts docket R-130, in which the cost of transmission and stornge would be added
to the cost of the inventorles of gas stored. .

If the Federal Power Cominission's proposed rule should be adopted, the See-
retary or his delegate miight consider the accounting change one that would
nuthorize the application of sectlon 481 and would make retroactive adjustments
of Inventories vastly exceeding the amount of such adjustments effected and
recorndzed by the TFederal Power Commisslon, For example, even though
the Federal Power Commission’s change would take cffect with only the inven-
tory Increments in the current year, the Seeretary or his delogate might under-
tuke like adjustments for perfods of years prior thereto.

To avold this result, there should be a clear oxpression in the code that nn
accounting change instituted by a regulatory authority and in turn clected by
the taxpayer or imposed by the Secretary or his delegite, shall have no greater
retroactive effect than that created by the regulntory authority,

" ;{‘hls; may be accomplished by adding to subsection (b) of sectlon 481 the
ollowing :

“(8) The change in the method of accounting s required by n regulatory au-
thority having jurisdiction over the rates of the corporation, the adjustments
taken Into account under subsection {a) shall have no greater rotronctive effect
than that created by the regulatory authority.”

Rection 1841—0omputation of taw where laxpayer rostores aubstantial amount
+ hold under olaim of right

Sectlon 1841 provides for an atternative computation of tax where a taxpayer
restores a substantial amount which was included in gross income for a prior
{axable year becaiuse it appeared that the taxpayer had an unrestricted right
to the item of income, '

The rectton s specifically made Inapplicable to sales of stock in trade or prop-
erty of a kind properly includible in inventory. The report of the Committee
on Ways and Meana of the House of Representatives at page A204 Indieates
that the reason for this s that “an accrunl basis taxpayer may instead estimnte
sales veturng and guaranties in accordance with section 462."

Taxpayors subject to regulation are frequently in the position of collecting
revenve during a perlod {n which their rates are under review by a regulatory
authority. AS the result of the decision of the regulatory authority, they may
be required to refund to their customers mmounts included in gross income jn
& prior taxable year, » ,
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In order to make it clenr that the relief will apply to taxpayers suhjeet to
State and Federal regulation, sectlon 1841 (b) (2) should be amended by chang-
ing the perlod at the end to a commi, and ndding the following:
cunless the deduction arises out of refunds or repayments required to be made
by a corporation whose rates are fixed by a State or politieal subdivision theveof,
or by a publie service or public-utility commlssion of a State, or a politieal
subdivision thereof, or of the Distriet of Columbia, or by an agency or instru-
meniality of the Unlted States,”

Keotion 1505~~Consolidated roturns for subscquent years

Section 1605 provides that if a consolidated return I8 made for a taxable year,
a consolidated return must be filed for subsequent years unless subsequent
to the election the code has been amended so a8 (0 muake consolldated returns
substantially less ndvantageous than separate returns, IFurthermore, the expi-
ration of any provision {n the code is cousidered an amendment,

However, the report of the Ways and Means Commlttee, page A29S, indicutes
that the applicable year of the change is not to be considered, and that if an
afiilinted group tiles a consolidated return for the ealendar year 153 subsequent
to the date of enactment of the Internal Revenue Code of 1954, 1t musl flle a
consolldated return for the taxable year 1004, This is required even though
the now code does not take effect until 1054, and even though the excess-profits-
tax provisfons expired in 1953,

This partleular provision of the section is fnequitable, and a new election
should be glven in the first applicable year of any amendment to the code that
makes It substantlally less advantageous to file consollidated returns,

This_correctton of H, R, 8300 may be accomplished by striking the clause
“regardiens of the effective date of such amendnient” from subsection () (2)
of section 1505,

Seotion 1515—Elimination of 2 percent penalty on consolidaled returna

H, It. 8300 continues the present 2 percent penalty when consolidated returns
are filed,  For tho reasons outlined helow, we feel that the {mposition of this
pentlty can no longer be justiied and that It should be eliminated,  Siwllar
eog(;luzlonu were reached by two congressional committees: R

frst .

“* * % Your committee recomunends that this additlonal tax be eliminated.
It sees no Justification for it. The provisions for consolidated returns under
the present law and regulations recognize sound accounting practices nnd re-
quire tax liabilities to be determined on the basis of the true net income of the
enterprise ag n whole, No Iuproper benefits are obtained from the privilege,
Your committee belleves that it is highly desirable, both from the point of view
of the ndministration of our tax laws nnd the convenience of the taxpayer, that
the filing of consollidated returns by afliliated groups of corpurations be cou-
tinued, particularly in view of the changes made in the Rovenue Act of 1028 and
in the regulations promulgated by the Secretary of the reasury thercunder,
It is difficulty to Justify the exaction of n price for the use of this form of
return, ¢ * ¢ '

Second:

“s » + Your committee consldered at length the question of abolishing the
consolidated return, Our subcommniittee originally reconumended this action,
The Treasury belleved this polley undesivable.  The Treasury pointed out that
the one way to secure g correct statement of income from aflilinted corporations
I8 to require a consolidated return, with all intercotpany transactions elfminated.
Otherwise, profits and lossos may ho shifted from one wholly owned subsldlary
to another, and thelir separate statements of income do not present an accurate
pieture of the earnings of the group as a whote. For all practical purposes, the
varlous subsidinries, though technically distinet entitles, are actunlly branches
or departments of one enterprise, Ior these reasons, consolidated stntements
of income have bren the rule for ordinary business purposes, and for 10 years,
the income-tax law has provided for consolidated returns, The administration
of the income-tax law 18 simpler with the consolidated return sinco it conforms
to ordinary business practice; enables the 1'rensury to deal with a single tax-
payer instead of many subsidiaries; and eliminates the necessity of examining
the bona tides of thousands of Intercompany transactions. -

“Consequently, after enreful consideration of the question, the committee de-
cided that it would be undesivable to abolish the consolldated return at this time,
It appeared in the hearings that such actton would be especially burdensome to

>y -
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many corporations, such as the rallroads, which are frequently obliged to main-
tain separate corporate structures in the several States in which they operate,
although for all ordinary business and accounting purposes, the subsidiaries form
a single operating system, * * *

The flrst of the foregolug statements was made by the Senate Finance Com-
mittee in May 1982, the second by the Committee on Ways and Means in Febru-
arg 1084, Both were correct when made, both very nearly cover the situation
today.

In addition, the President, In his budget message of January 21, 1054, recom-
mended that the penalty tax on consolidated 'returne be eliminated.

Many public utility systems are required to operate through the medium of
aubsidiaries because of State laws, franchise requirements, ete, For example,
some States require that a utility operating within thelr geogvaphical limits
shall be incorporated within the particular State, even though the separate
corporation is a part of an integrated utitity system operanting in several Rtates.
The result is that a separate utility corporation must be set up within the
Himiting State. In other cases, the use of a subisidiary to supply part of the
service, or some of the facilities through which the service is supplied, is required
because of joint ownership of property, franchise requirements, or similar causes
over which the regulated public utility has no control, Thus, we feel that it is
fmproper to require the payment of o Federal tax penalty because of the require-
mer;tslot State or local law, or other conditions over which the utility has no
control. . :

At the time the penalty tax was first imposed by the Revenue Act of 1932,
one of the arguments in support thereof was that the filing of a consolidated
return was of great benefit because the loss of one corporation could be used to
reduce the net income of another. With the present and proposed carryover pro-
vislons, separate corporations are permitted to take advantage of net tosses within
a period of several years, Hence, the consolidated group does not have the
advantage over the separate corporation as existed when no such carryover pro-
visions were incinded in the code and this argument ean no longer be used to
support a penalty tax, .

Thus, there remains no justification for the 2-percent penalty when consolldated
returns are filed. We strongly nrge that this penalty be eliminated,

If the immediate discontinuance 1s not-feasible hecause of revenue needs, it is
urged that the penalty be progressively eliminated over the next 3 years.

8cction 1738-—Conaolidated returna, earnings and profits

This section provides for an election of a method for altocation of consolidated
income-tax labllitles among the various members of the group for earnings And
profits purposes in the first consolidated return to be filed for a taxable venr
beginning after December 81, 19838, Once an election is mnde, the particular
method of allocation must be continited as long as conrolidated returns ave filed,
Most gas companies Aling consolidated returns allocate the consolidnted return
tax labllities in accordance with rutes preseribed by the Becurlties and Fxchange
Commission, Tt {s posaible that subsequent to the enactment of the proposed
code that SKEC might change its method of allocation of consolidated tax ln-
bilities, The rules outlined In sectlon 1732 do not provide for such a cantingency
with the resnlt that one method of allocation would be used for Federnl income
tax purposes and another method would be used for SEC purpones,

This ohjection to section 1782 would be obviated by providing that subsection
(a) (4) thereof be changed as follows:

*(4) The tax lability of the group may be allocated in necord with any other
method selected by the group nt any time with the approval of the Secretary or
hiy delegate.”

&mt‘onil 6018, 6674, 6154, and 8655-~Corporate Modificd “Pay-as-You-GGo" Pro-

posa 1

H. R. 8300 would require certain corporate taxpayers to estimate, declare, and
pay a portion of their normal tax and surtax during the current tnxable year.

The operation of the proposal woutd more often than not result in the payment
of tax on income which {8 not earned, or !s indeterminate, as of the date of pay-
ment. A law i8 unjust it it forces a taxpayer, whethen corporate or individuat,
to estimate income, which cannot he determined with finality until many months
later, and then levies aypenalty for faflure to make n satisfactory estimate,

The porlodic determination of taxable income is on the basis of the calendar
or fiscal year, Corporations should not, as a matter,of principle, be forced to
determine taxable income on A basls other than a completed taxahle year, even

4
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though such requlrement may be rationalized by the use of the word “estimate,”

It may well be true that the irregularity of tax receipts Increases the prob-
lems of managing the public debt and is an unsettling influence in the money
market. It 18 equally true that the irregularity of corporute taxable income also
niakes it harder for corporations to manage thelr financing,

Therefore, it I8 submitted that the solution of problems of managing the pub-
li¢ debt should not give rise to even greater problems in corporate financing,
'That such greater problems would arixe is particularly evident in the gas {ndus-
try, in which seasonal varifations of receipts and expenditures are substantial and
depend on such fmponderables as the weather, the public regulation of gas rates,
and the resuits of exploration for gits.

——

STATEMENT OF WILLIAM B. BaeNks, MUNCIE, IND., oN SkcrioN 1235, H. R. 8300

My name is Willlam B, Barnes. I am a resident of Muncle, Ind., a profes-
sional mechanical engineer (Indiann Reogistry No. (412) for the past 34 years
specializing in automotive engineering, subsequently to receiving the first of
two university degrees appropriate to the field of my endeavors, For the past
22 years I have been in business for myself, my livelihood coming almost entirely
!'xf‘;)m the proceeds of the snle of patent rights created solely by my own personal
efforts,

This statement Is for the purpose of presenting objections to certain pro-
visions of section 1235, which, if enacted into law, will almost certainly reduce
to the vanishing point what little remains of the badly-needed incentive to the
Inventive effort which has been the cornerstone of our great industrial growth,
is now the basis of much of our present strength, and may, on some future day,
tip the balance which ultimately supports our country’s final defense. In the
order of the appearance of these objectionable features in the measgure:

(1) Objection is taken to the sweeping restriction of capital asset treatment
to the creator of the invention, ignoring the property rights of others without
whose support, in one form or another, the invention could not have been brought
to a workable stage. As inventions rise in importance nbove the status of mere
Kadgetry, thelr complication increases, and even in the stages of relatively crude
development, thelr costs rise beyond the means of most inventors, especially the
younger ones, the beginners who need encouragement most. Common procedure
is to enlist the support of others, usually relatives or friends, who chip in, either
with or without incorporation, for a share of the risks and a share of the own-
ership and the net prolts therefrom. Those embarking upon such speculative
ventures are well aware of the risks, and only the hope of making (and keep-
ing) better-than-ordinary returns will ever stimulate such ventures with their
high probability of total loss; there are too many other forms of speculation
with less rlsk, Perhaps of greater noed is a form of moral support, statistically
(and coldly) evident in the records of the United States Patent Office, which re-
veal that many wives of inventors share in the ownership of their husbands’ in-
ventions, While many of these wives have doubtless made financlal contribu-
tions to such eaterprises, the great majority of such assighments are in consid-
eration of thelr patient endurance of varying degrees of privation, as in my case,
during the years before the returns come in. It can hardly be disputed, that
without a wife's patient understanding during such periods, the home can be a
little hell in which the so-called flame of inventive genius can easily be extin-

. guished, In all common fairness, should her rights be ignored in a sweeping re-
striction probably aimed at the large corporations?

As & matter of information for your committee, long and fairly wide expe-
rlence in such matters qualifies me to state that the large corporations almost
invariably do not speculnte in patent rights. \When they acquire such rights,
it Is for the primary purpose of manufacturing and selling the patented articte.
They may exchange licenses with competitors, or they may grant licenses for
money considerations, but they very seldom sell them outright. If this restriction
18 Intended for the corporate speculator, it 18 aimed at n phantom target, But it
will discourage n small but vital segnient of the American system of free enter-
prige, and it might as well be aimed at the inventor himself as at the financlal
and other more personal forms of backing, without which the small operator
cannot exist, :

(2) Objection {8 taken to the provision that the inventor must retain no
interest whatsoever in the patent right except as to installment payment rights
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therefor. What about his right to sue third-party infringers in ovder to protect
hir proceeds from the sale, which, for reasons of sales policy, the buyer cannot do,
becnuse the infringer Is frequently a custower? Commen procedure is for the
geller to grant un exclusive license to the buyer, retaining the bare legal title
to the patent, glving him the right to sue infringers. The United States
Supreme Court nns held that the grant of an exclusive license Is nu sale of the
fnvention (Welerman v, MacKensie, 1802), and a long, and continuing, sevies
of decisions from the various Federal courts beginning with the Myers ense
in 1046 (08 U, 8. P. Q. 346) has upheld capital gaing status of such transactions,

Is it intéended that the small operator be denled capitul-gaing beneflts, unless
he I8 willing to he placed in a positlon where he would he denfed the right to
take Independent action, in court, to protect the procecds of his rule, against
the numerous potentinl infringers who are certain to appenr, about in proportion
to the extent to which his invention s of valuo to society?

{3) Objection is taken to the provislon that the entire proceeds of the sale
must be taken within § years of the date thereof, i¢ capital gains treatment is
to he accorded to such proceeds. Is it intended. thereby to deny capital-gnins
treatment to the returns from practically all inventive effort above the level
of the most trifling gadgetry? It may, and frequently does, require 5 years and
more to get inventlons in the serfous technologies developed to the stage of
marketability. No buyer of such inventions is willing, In any such period, to
make payment therefor in any amount exceeding a small percentage of what
the seller would congider to be its true worth; he simply will not take any such
gamble, On the other hang, If the geller will take his chances along with the
buyer, with a small portion (perhaps under 1 percent) of the selling price of each
unit as sold, ns hiz return, that veturn over the 17-year life of the patent may
be quite substantial, if his Invention serves society well,

This last proviston. for nll practical purposes, completely denies ceapital gains
treatnient to even the creator of any returns from the sale of patent rights,
unless the sale Iz made tinder conditions whereby he cannot possihly get ade-
quate returns, Just what, if anyvthing, it attractive In such return for a dedieation
to hard work, with & high probability of fallure and total loss?

These three provislons are objectlonable because they bear adversely upon car-
tain aspects of established practices long and genernlly employed to assure ade-
quate returns from the sale of patent rights, These practical considerations are
well nnderstood by those with -experience in independent activity in the flelds of
invention, although they niny not be familiar to others, Apparently, such quali-
fled observers had no opportunity to submit either oral or written statements
relative to the proposed provislons when they were under cons!deration by the
House Ways and Means Committee If such competent advice had heen available
to that committee, it alinost certalnly would not have advanced these objection-
able provisions to their present status. The committee ovidently recognlized the
need for giving encouragement to the development of new inventions, because, in
reporting out the new code to the House, it mnde the following statement rela-
tive to its purpose in reporting ont section 1235 : “The present distinetion hetween
amateur and professionnl fnventors and between royalty income and installment
payments is both arbitrary and confusing. Moreover, the present trentment tends
to discourage scientific work” If sectlon 1285 18 any less confusing than the
present trentment, its restrictlons are even more arbitrary,

It 18 rospectfully urged that the proposed remedy is worse than the conditlons
it was Intended to rectify, and that, rather than enact the proposed section 1235, it
would he preferalle to tet the present treatment stand unchanged rather than
discouraze inventive activity further, The courts have largely reduced the con-
fusion, and to some extent, the arbitrary treatment under the present system, for
many inventor-taxpayers who have asserted thelr rights in court, Such proces
dure 18 an exhrusting and expensive nuisance, and an unnecessary burden wpon
the courts, but it s preferable to new legislation whose vestrictions elearly reduce
Incentive to the vanishing point. .

. The potentials for inventive output are one of our greatest natural resources,
It differs from other natural resources in the peculiar characteristic that it is at
the same time a wasting asget and an {nexhaustible one. It is a wasting asset
because it involves humnn effort, lost with the mere passage of time, it not avalled
of. 1t is an inexhnustible asset because it comes from the minds of men, and
expands with exercirg. It thrives only with development and use.

It has been an establyshed policy of Congress to enconrnge the development of
other natural resources by favorable tax treatment, at some cost to the Treasury
Department’s returns, to be made up from some other sexment of the economy.
)



INTERNAL REVENUE CODE OF 1054 1237

Bearing in wmind that your committee must be always mindful of the Trensury
Department’s well-ostablished needs, it is submitted that any cost from tax
concesslons at the inventive source is not only self-ligutdating, but pays hand-
some returns in taxes on the commercial proflts of any enterprise arlsing from
such stimulation. As a concrete example, belleved to be conservatively repre-
reptative, in 1004, the corporate prefits taxes frem sales of finished devices wilt
yleld at leaxt $100 for ench dollae that 1 would pay in ineome taxes, at ordinary
vttes, on the proeeeds from the snle of the underlying inventtons, Bearing in
nmind that tax sources based on inventlons ave pulled from the alr, in general,
the tax proceeds from such sources do not represent a redistribution of taxes
which ave nlready assured; they are new taxes from new sources, Of all the
interested parties, the ‘Treasury Department. stands to galn the most from
fnereased incentive to inventlve activity, or to he the blggest loser as these incen-
tives are decreased. 1f, to incrense such incentives, your committees should
consfder the complete exemption from all income taxation of the proceeds from
inventive activity, it should he remembered that only successful inventive ven-
tures enrn taxable income ; and they earn It only as others have taxable earnings
nmany times as large, from the same {nventive roots, If such tax inducement.
should il as an incentive, or if the inventive ventures prove unsuccessful, such
concesslons represent no losses in tax collectlons whatsoever, The returns from
sineeessful inventions would insure tax gaing of 100 to 1, or better, on their cost.
Probally 1o other venture in QGovernment financing is so completely assured of
favorahle returns,

If. for other reasons of public policy, your committee cannot consider such
exemption, it ts respectfully urged that, recognizing that a patent right is a
property, accord the proceeds from its sale the right to capital gaing treatment,
without limitations as to ownership, or to the manner in which the installment
paynments nre recelved, or to reservations made by the seller to enforce his rights
agalnst infringement,

When this writer first constdered the venture info inventive activity ns a means
of liveliheod, the uncertainties as to returns were present in 1920, as now, but
thoere was the possibility of keeping most of those returns.  Anyone contempiating
stuch a eonsideret risk fn 1954 faces the probabillty of those uncertatn returns
being lnvgely lost through taxation, It {3 easlly understandable why the annual
fitings of patent appteations per unit of population have fallen off to ahout half
the rate of 1020. It is apparently not worth the trouble and the risks, .

Contrary to what may he a widespread misconception, the records of the Patent
Office will reveal that most of the inventive activity s not carried on hy the
“kept” inventors, employed by the large corporations, but hy those working
independently, with neither an economte cushion under them, nor a ceiling of
opportunity over them. For them, it {8 the venture of a lifetime, and the one
incentive 18 the pot of gold at the rainbow’s end. But there is little incentive to
follow the rainbow to its end, only to have taxation take the gold, and De left
holding the pot.

- enamm—

STATEMENT oF JAMES A, GORMAN, PRESIDENT, Tnr NATIONAT. SootETY
OF PUBLIO ACCOUNTANTS

We are aware that the Committee on Ways nud Means of the House of Repre-
seutatives has worked long and dillgentty to revise the Internal Revenue Code
with 1 view toward simplifying this extremely complex body of tax law and,
at the same time, attompting to eliminate the many fnequities which have de-
veloped over the years. The members of that committee hrought wisdom and
patience to bear on a task which required a full measure of each, We are cer-
tain that the members of the Scnate Finance Commitiee will complement the
work of thelr colleagues on the Xouse side and that the citizens of our country
will be the beneficlaries of this Joint effort, It 18 in the spirit of cooperation
that our soclety—as the spokesman for practicing public accountants the couutry
over—offers these suggestions for your consideration.

The members of our orgunization are vitally interested in this legislation for
reasons which are obvious, The Commisgioner of Internal Revenue has esti-
mated that 614 million taxpayers receive professional help in the preparation of
their tax returns. The public accountant renders the lton’s share of this service.
Moreover, when a dispute arises between the taxpayer and his Government with
respect to a tax llability, it is the public accountant who must relate accounting

\
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data to code provisions in an effort to rench a settlement which is fair to his
client and to the Government.

We recognize that the House Committee on Ways and Means has done much to
improve many of the speciflc sections to which we refer below ; however, we re-
main convinced that the adoption of our recommendations, as set forth below,
would result in even greater improvement.

(a) We recommend that section B3 (a) of the Internal Revenue Codo be
amended 50 a8 to provide that tax returns, individunl, partnership, and corpora-
tion, for the caleniar year, be flled on or before April 18 of each calendar year
instead of March 18, and that a tax return made on & basls of a fiscal year, be
made on or before the 16th day of the 4th month fotlowing the close of the figeal

rlod.

l)e(h) That gections 88 (a), 88 (d), 60 (a), and 60 (e) of the Internal Revenus
Code be atmended to provide that individuals who are employed during a calen-
dar year and file form W-2, shatl not be required to filo an estimated tax return
on or before March 18 of each calendnr yenr, but must file a final income tax re-
turn, form 1040, on or before February 16 of each calendar year, and further rec-
oniltnonded that this provision be applied to those individuals engaged in agri-
culture,

(0) - That soctlons 2042 (1) and 205d (2) of the Internal Revenve Code be
amended to provide that the penalty for fallure to file an estimated tax return
or & gross undercstiimntion of tax, or for fallure to pny the tax, be limited to an
offer in compromise with interest not to exceed 3 percent of the tax inv»lved,
prorated over a period of 1 year,

(d) That section 68 (d) of the Internal Revenue Code be amended to proide
that an estimated tax return for individuals, except those exempted und+ - sec-
tion B8 (d), must be filed on or before June 15 of each year, with payments of
estimated tax Leing made quarterly, with final date of payment belng March 15
of the following year,

(e) That sections 202 (a) and 377 (a) of the Internal Rovenue Code be
amended to provide that interest on tax dettelencies be reduced from 6 percent to
3 percent, and that on claims for refund, the interest rate be reduced to 8 percent
of the amount refunded.

() That section 28 (b) (8) of the Internal Revenue Code be clarified, so that
the test of dependency will.not discriminate agalnst individuals who support
their aged parents or other relatives residing in the household of the taxpayer.

(g) 'That section 12 (¢) of the Internal Revenue Code be amended to provide
that an Individual who i8 single and supports his or her family, be granted an
additionnl exemption of $600 if necessary to employ some person to care for his
or her dependents, and that all handicapped individuals be granted the same
exemption as now provided for the blind.

(M) That in all cases in which fraud is Involved, the Commissioner of Internal
Revenue or his ugents be reguired to notify the taxpayer by letter that he is
under investigation for fraud, and that the Commissioner be further required
to ndvllso the taxpayer as to his constitutional rights to be represented by
counsel.

(¢) That'section 272 (a) (1) of the Internal Revenue Code be amended so as
to provide that in cases where a deficioncy has been determined, the letter of
traustnittal to the taxpayer be in such form ng to show a detailed statement of
all proposed changes, '

(§) That sections 3693 (c) and 3701 (c) of the Internal Revenue Code be
amended g0 ag to provide that in the case of a jeopardy assessment by the Com-
migsioner or the Director of Internal Revenue, said Commissioner or Director
of Internal Revenue be prohibited from disposing of the property of the taxpayer
selzed under sald warrant of distraint untll a final determination of the tax
lability by the Tax Court of the United States.

(k) That section 278 (b) of the Internal Revenue Code be amended to provide
that where the Commissioner requests a walver of the statute of iimitations
from the taxpayer, at the time of the executing of sald walver alt {nterest on
the deficloncy be stopped until said defictency shall have heen finnlly determined
by the Commissioner,

(1) That section 1100 of the Interna! Revenue Code be amended to provide
that the Tax Court of the United States be made a colirt of record, and that the
Commissloner of Intgrnal Revenue be required to publish their decisions and so
inatruct his flold force. However, if the Commissioner does not agree with the
declsion of the Tax Oourt of the United States, he be required to appeal said
decision to the Unitedl States Court of Appeals,

.
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STATEMENT OF THE NATIONAL SoCIETy oF Puntio ACCOUNTANTS CONTAINING THR
Sociery's REcoMMENDATIONS RELATIVE To H, R. 8300, INTERNAL REVENUE CODE
OF 1054, SUBMITTED FOR THE CONSIDERATION OF THE UNITED NTATES SENATE COM«
MITTEE ON FINANCE

PART 1L

Since filing our eartier statement on this bill, another inequity in the existing
tax laws has been brought to our attention by members in the West, Section
23 (¢) (1) (E) and Treasury Income Tax Regulatlons 118, paragraph 39.23
{c) -3, trent assgessments by an érrigation distriot—-even though these assessments
are of a gencral nature against all the land within the district—as local beneflts.
Hence, only that portion of the asseysment which can be attributed to ain-
tenance and repale or interest charges can be clalmed as & deduction for
Federal income tax purpeses, If, however, the taxpayer resides in a district
for which the county collects funds along with county taxes, even though the
runds are puyments toward similar permanent capital assets, they are fully
deducetible. In other words, the distinction is based on the agency which
collects the funds rather than the use to which they are put, Taxwlse, thig
appears to be a distinetion without a difference.

The laws of California are very specitic on this question, allowing as a deduc-
tion from gross income “any irrigation or other water district taxes or assess-
ments which are levied for the payment of the principnl of any improvement
or other bonds for which a general assessment on ali lands within the district
ix levied as distinguished from a special assessment levied on part of the area
within the distrlet.” Moreover, the Water Code of Callfornia declares nssess-
ments of such districts to be charges for services furnished and not a capital
fnvestment of the landowners,

H. R. 6007 (exhibit 1) introduced by Congressman Phillips was drafted to
correct the tax inequities outlined above. We urge your committee to adopt
this amendment as a part of H, R, 8300,

JAMES A, GORMAN, Preaident.

Exumir

[H. R. 6007, 83d Cong., 1st ress, )

A BILL To nmend the Internal Revenue Code to permit certain water district taxes to be
deducted from gross income

Be {t enacted by the Senate and House of Represcntatives of the United Blates
of America {n Congress assembled, That section 23 (¢) (1) (E) of the Internal
LRevenue Code (relating to deduction for taxes) is hereby amended by inserting
before the semicolon at the eud thereof the followlng: *, nor shall this para-
graph exclude the allowance ns a deduction of any irrigation or other water
district taxes or assessments which are levied for the payment of the principal
of any lmprovement or other bonds for which a general assessment on all
lands within the district is levied as distinguished from' a special assessment
levied on part of the area within the district”,

Skc. 2. The amendment made by the first section of this Act shall apply only
X“th respect to taxable years ending after the date of the enactment of this

et

(Whereuﬁm, at 12:43 p. m,, the committee recessed, to reconvene
at 10 &. m,, Monday, April 19, 1954.)

45094—084~pt, 3—T'
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MONDAY, APRIL 10, 1954

Unirep STATES SENATE,
CommirTEE ON FINANCE
: Washington, D. C.

The committee met, pursuant to recess, in_room 312, Senate Office

Bui]_ddi_ng, at 10:05 a. m., Senator Eugene D, Millikin (chairman)
residing,

P Presex‘igt: Senators Millikin, Butler, Flanders, Malone, Carlson,
George, Frear.

The Cuarman. The meeting will come to order. Mr, Fernald.

Wae are glad to see you, Mr. Fernald. Sit down and be comfortable.
Identify yourself to the reporter,

STATEMENT OF HENRY B, FERNALD, CHAIRMAN, TAX COMMITIEE,
' AMERICAN MINING CONGRESS

Mr. Fernawp, I am Henry B. Fernald, of Montclair, N. J., chair-
man of the tax committee of the American Mining Congress, I am
appearing on behalf of the mining industry with resgect to the pend-
ing bill H. R. 8300, Internal Revenue Code of 1954, Speaking briefly
I can mention only a few points, noting others in statements I shall
file with you,

First, as to the bill in general: We appreciate the immense amount
of work in its preparation, with a result far better than many of us
felt would he possible. Some revision we believe should bo made
before its passage, which will not change the purpose of the bill, will
better express its intent, enable it better to carry out the thought
expressed in the committee report, and will aid in its administration.

Indoubtedly some changes will prove necessary after its pussuge,
and as these become manifest, there should be a willingness to make
needed amendments,

. We accordingly urge the pussage of this bill, with such revisions as
we believe can and should be made prior to enactment.

We particularly urge the following points for revision:

1. DEPLETION, 8ECTIONS 611~G14, PERCENTAGE DEPLETION

We are in accord with the plan of the bill to include a blanket pro-
vision extending percentage depletion to minerals in general, and to
omit the discovery depletion provision.

Some do not like to see their minerals, previously specified, no
longer meéntioned by name, fearful that adverse inference may be
drawn therefrom, A major renson, however, for their disturbance,

1241
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and for disturbance of others who would be nowly included in the
Dlanket clause, is boenuse of the limitations or qualitications writton
into seetion 613 (b) (6).

The first quulification is that a 5 porcont, rather than a 15 percent,
rate shall upvly to such “other minerals” when “usad or sold for use
as viprap, ballast, road materinl, rubble, conerete aggregates, dimen-
sion stone, ornumental stone, or for similar purposes”  As written, the
taxpayer might bo put to a negative proof of ultimate use of all or
somo part of the mineral. 1f, for example, rock containing a valu-
ablo mineral weve sold for its minernl content, the taxpayor certninly
shonld not be projudiced if somo venmminder, aftor exteaction of the
valuable mineral, should be used for rond £l or similay purpose. The
law should make thig clear by amonding the seetion to read “when
used, or sold for use, by the mine owner or oporator as * * *»

Further qualifications are set forth in subparagraph (B). Exclu
sion from porcontage depletion of *“minerals from sea water or the qir”
does not scom_objectionable, sinco it is nmt‘oler the oxpression of an
existing rule that the taxpayer has no depletable interest in minerals
in place in the air or in sea water. 'The difticulty comes with the
further wording which would make the exclusion applicuble to min-
erals “from sources which, by commonly accopted economic standnrds,
are regarded as inoxhaustible.” This is new wording, nevor heveto-
fore used, and is snbject to much uncertainty as to its meaning and the
burden of proof it might impose on the taxpayer. One reason for
adopting percentage depletion was the diftieulty of ostablishing what
mineral thore might be below the surface in any property, its oxtent, its
character, and its recoverability, No such test should now bo reim-
Rosed. Wae believe the full intent would be met by making the speci-

cation read simply “minerals from son water, the air, or simijlar
inexhaustible sources.” |

Wo understand thore is no intention to allow deplotion on ordinary
water, although water itsolf may be classed ns mineral, ‘This purpose
conld be clearly gvidonced by including “wator” specifically under
subparagraph (A) in addition to the specification of “soil, sod, dirt,
turf, or mosses” which are excluded from the percentage depietion
allowance. This, of course, will not affect the deplotion allowance
on minerals extraoted from brines or mixtures of brines,

The Supreme Court has laid down the basie rule that depletion—
porcentage or otherwise—is allowable ouly to the taxpayer havin
an economio interest in the minoral in place.  If deomed necessary, this
test might bo specilically written into the law and would certnin iy be
better than jntrodpeinﬁ new and uncertain wording us a now limitation.
Those are simply details of expression in the law and thero is no intent
to clmnwa the purpots of the provisions,

b) Waste or residues:

*rovision is made in sections 611 (a) and 618 (¢) (3) for depletion
o the extraction by mine owners or operators of ores or minerals from
the waste or residue of prior minil:ig. This is very desirable, from
the standpoint of equity and to avoid present uncertainty and conflict
of decisions.

. Such right is denied to a purchaser of snch waste or residue or
rl(xhta thereto, There should not, however, be such denial in case
‘of aoquisition of the mine, together with waste or tailings of prior
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mining, In such caso the acquiring owner of the mine should be
entitled to the depletion on any production from such waste or tailin
previously mine(l in the samo way s he is entitled to depletion on the
wasto or tailings which result from his own operation of the property.
"I'his should be made clear by inclusion of a specification to that offect
in section 613 (¢) (3).

Cortainly, there should be no question that such a earryover right
should be granted whorve the proporty was nequived in a tnx-free trans-
action. That could be covered by including in soction 881 (¢) & new
paragraph which would state this ns one of the earryovers specified in
that section,

sc) Delinition of property, soction 614:

Thero should be a rule in'the law to permit the taxpayer to aggro-
gate his mineral interests for computing depletion; cost as well as
porcentage dopletion.  Anyone nequainted with mining will recognize
the diflicultios which may arise from the assembling of various prop-
orty interests or claims—sometimes coullictinﬁz and overlapping,
somotimes complicated by an applicable apex lnw—which may be
brought together to make a single successful operating property.
Simplicity of operation and of administration, in the interest of the
Troasury as well ns the taxpayer, will result if tho same aggrogate rule
is applied both to cost und percentage dn\)lotion. There are also tech-
nicalitios of the rule as stated in the bill which should be amended.
Theso are more fully set forth in exhibit A hereto, and we urge that
these changes be made,

3, EXPLORATION EXPENDITURKS, SECTION 610

The hill continnes the presont limitation of $75,000 in any year and
for 4 taxable yonrs, We urge these limitations be removed for the
reasons sot. forth in exhibit B.

3, FORKIGN INCOME, SEOTIONS 901~008

The American mining industvy operates throughout the world
and is therofore particulavly interested in foreign income, the tax im-
posed thereon, and the foreign tax eredit allowable. The provisions
of the bill with respect to foreign income are generally desirable and
will be of benefit to this country as well as to the general development
of the world. Howaever, we foel there ure a number of important
changes needed s0 that the Vx'nvisions mauy be mote practically appli-
cable and may botter meet their intent, o urge their revision as set
forth in exhibit C.

Time does not permit statement ag to certain othor points, also im-
portant to the mining industry, set forth in exhibit I) attached, includ-
ing:

a; Jonsolidated roturns, sections 15011738,
b) Net operating loss, section 172,
;) Depreciation, section 107,
) Corporate distributions, liquidations, eto., sections 801-882.
e) Advance declarations and tax payments by corporations, sec-
tions 6016, ete. )
. }f) Doél_xction for charitable contributions, section 170,
. {g) Ordinary treatment proceases——coal, section 613,
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A) Silver bullion tax, snctions 4801-4807, )

0 agnin vepoat what wo have statod earlier, that, witis the changoes
made which we believe can and should bo wale hefore rusnugu of thiy
hill, and with vecognition that ather chianges iy fater bo roquived, we
urge the enactment of the now codo nt this sossion of Congroms,

Exhibits A, B, ¢, and D, above veferved to, {ollow:)

Rxmre A
DEFINITION OF Puoranry, Seetion 014

Tt I8 dealrablo that there Rhould be o ralo In the Iw to permit the taxpayor
to aggregate M wineral Intoreats for the purpose of computing deplotion,  "the
rule ghionld not, howevoer, he Hmitod, na it {8 tn the bill, merely for the purposo of
computing percontage deplotion, hut tho smme vule shonld alse be applicatie for
computing cost doplotion. Only cotnfuslon nnd diffieuition will arlee from teying
to have one rule or sgerlen of rales ng fo the propeety nult tor porcontage doplo.
tion and differont rules for coat depletion, Wor stmplictty of oporation and of
adminiatyation 1t s in the {nterest of the ‘Prensury un woll as the taxpayor that
the rute Rhautd nl\ply buth to cont and pereontage depletion,

This has long beeh vocognized by the Trensney tn e administeation,  In the
begluning, when 1013 valuationa were et bolng made, the epevating unit wid
gonerally rocognised and madse the hasts for deplotion nllownueos,  The same
principle has to a considorable oxtent beon followod thrangh the Rubmeguont
fwu-s. Thore 18 nead for dotfinlto atatoment of the appropeinte vale for com.
pintug sepavate acquisitions and sepniate futereats Into approprinty aggregn.
tions, both for povcentage and for cost depletion,

Often a slngle mining praperty may he the reault of acquisttion of many ale:
govont clahs, rometimea confileting and overtapplng one anothor,  Meeguantly
A auccesnful miining operation has been tade possible anly by assombling a nuwe
hor of differently owned properties to constitute an operating unit, whother
or not all proporty interestn are actunlly contiguous,  Somdthnes there may ho
voason why oach sheuld ba subject to koparato accounting,  In gonorn), however,
it 18 not necosaary and it way o quite difleatt, {f not Impractieadle, to try to
keep the soparate accounting as to the ove which wmay come trom each of the
govoral acquisitlona or Intareata whieh have been brought togethor ln a Ningle
:\I\?rz\tm t\mlt. This {a pavticnlarly trae In Statey whero the ao-enlled apex law
o In ¢ 8

Wae accardingly urge that sectlon 614 should bo made appiieablo both tor coat
and percentage deplotion, but with cortain further changes an follows:

The rule aa stated pevmita forming one aggrednts group of intorosts In an
operating unit hut roquires that all others not included tn the single aggeegatn
should continue to bo trented as sopavate proportics, Tho lmiiation to one
aggregate group in an oporating unit Introduces a moat undealrable elemeunt of
rigidity both with reapect to past practices ax well an future oporationa, In
somo casex'it may be apprapriate to farm wmore than one of auch ARRreRAtO groups,
For example, acquisitions A, B, and O might v..1l form one grouy, where nequls
sitlons D and B wmight well form anothor. This should ba permitted. 1t 18 wrged
that soction 014 (b) (1) should be wmodified 8o that the taxpayer may eloet to
fm;l‘n one or more aggrogations of operating mineral intereats within one operating
uait,

The provislons for taxpayer's eloction as stated In section 614 (b) (2) soemn
unduly restrictive. Thete I8 no queation that when the taxpayer hay establinhod
his oporating tnit and made his election A8 to a proporty aggrexato he shoutd
oxpect to follow that election consiatently so long am the conditions undor
Wwhich the etoction was made continue unchanged, Howover, elrcumstances may
change, Properties which have heen soparately operatod may be brought to-
gothor as a alngle operating wnit,  Additional proportlos may be acquired or
previously owned propertiea way ho disposed of, Thore may ho queation whethoer
properties not yet in production shoutd or shontd not ba included in the aggroxate,

‘heso and other changes in the clrenmatances might dictate & different aggre.
wation of properties than the clecumatances which existed at the time of orlginal
olection. The taxpaver shonld be permitted a now olection at any time when
any such materlal change tn clrcumatances and conditionn avise,

It the taxpayer ls permitted to aggregate his intercats for cost depletion in
the same manner as for percentage depletion, certain provisions which relats to

)
/
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apportlonment of deplotion altownueces, such as seetion Gi4 (b)) (1) and tho last
aentonce of soctlon G18 (n), appens to be suportuous and could be doleted,

It 1y the ovidont latont that aggregntlon of learors' royalty Intorests shonld not
bo pormitted,  We feel lossors should bo pormtted to eloct roasonably aggrega-
tlon of roynlty Intorests,

Kxwnar B
LAMYPATION ON DEDUOTION oF UXPLOBATION HXPENOITURER, Brerion 018

xplovation for mines v a more pressing necessity t this country than ever
hotore, and no ubduo restrietony should discournge such offorta, - Bat undor
rectlon S8 (f6) of the 1080 Code, ax amended, taxpuyers are allowad to dedaet
or to trent ax deforved oxpeases oxpenditures for mlne explovation, but subject
to u Umidtation of $75,000 In each yenr, and allowable n only 4 taxable yonrs,
Dovetopinent expennes on A mine ave altownblo an deducetions or deferments
without any such Hmitations,  Exponditures for explovation should not recelve
Tosn fuvoradlo trentment than s now aecorded those for development,  here
ave dileult questlons vadsed as qo the dividlng e betwoon exploration ail
devolopment,  Faor lapgor projects the 78,000 allownuce tx quite inndequate,

Pho rolmoval of theso thaltutions on exptoration expenditures will fupther en.
convage exploration and the dbbiealt guestions of whien a preperty passes from
tho eaplorktory (o the development stngo will e yemoved or theie mportancs
winindged,

It I8 accordingly vecommonded that beth the $76,000 annunal timitation and
the f-year Hmltation by removedd,

e ¢
Incong Prom Rowsers WirHour cuk UNITED BrATee
1. FURBIGN TAX CREDIT

(a) Foretm taw for whioh oredit ia to be allowed .

The eredit for tax specltlod In onr Fedoral incomotax Izw wan intonded to
oncowrnge forolgn entevpriso by our nationals,  Under our Pederal tax inws, o
nutlonal operating abrond wonld bo subjeet to n tux Jmponed by the forelgn
country or countriea of oporation and anothor tax on the fralts of the efforts by
the United Btates. To ellminato such unequal competition between an enter.
prise operating abrongd, i whole or part, and a purely domestle one, the credit
agrlant United States income faxes on necount of forefgn taxes wan created,
But beeause the credlt for foreign tnxes was against our inecoms taxes the law
wite Interproted 8o thit the forelen taxes, to he creditable, had to be based on
our Income-tax standardn,  The differences tn tax concepts, In tax terminology
and definition of what constltuted taxable Income soon ralsed guestions as to
what should or should not he constdered a toretgn tax oh Income for which
oreddlt was allowable,  Fow conntries adopt oxactly our atandards for doter-
mining grosg income and the atlowable daduetions and resulting not Income, yet
evon though snch thxes may not parallel ours (and particalarly wmay not in.
clude all the deductions an we fuelnde thom In our computation) they are in
effect taxes on Income,  Farthermore, there ave other forelgn taxes which,
though they wny bo somewhat differontly measured, In effect nre alternatives
to an income tax or may be Impoged 1un llen thoroof,

Thig had glven conslderable difienlty betoro 1942 and had resulted in denying,
on the basla of techndealition, eredits for taxea which it was recognired shonld be
taken {into account a8 againat the income tax imposed by the United States. Qur
cotte wak amended in HH2 by adding section 181 (h) to speclfy that foreign taxos
which were craditable shonld include taxes which were in Hen of income taxes,
The admlnlatrative {nterprotation, however, unduly narrowed the intended scope
of thin In-llon provision, as Senntor Geovge has ko woll brought out in his letter to
tho Secrotury of the Treasury dated May 20, 1052,  (Congresslonal Record, June
27, 1954.)  The omisston of the inllen provivlons from the blll wonld relegate
tho taxpayers to the anme deflelont situntion which extsted prior to 1042,
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We belleve the intent of the new provistona of gection 001 et seq., of the hill
should be and are intended to be a broadening of the scope of taxes for which
credit may be allowed. It accordingly specifies that a principal tax is creditable
but it makes such an allowance an alternatlve to the allowance for income tax and
ellmingtes the in-l{eu provision of sectlon 181 (h) of the present law. It is firmly
believed that this will, in many cases, result in far less tax credit than is presently
allowable under the in-lleu provisions. We do not believe such a result was the
intent of these new proposals. Moreover, the specifications as to what may be
taken into account as a prinelpal tax are exceedingly technical and leave serlons
and doubtful questions as to what, it any, taxes might be thereby included. We
believe that as written the new provislons wilt tend to discourage rather than
to encourage foreign trade and investments,

We urge that these provisions be revised so that income, war profits, and excess
profits taxes for which credit may be given will include any taxes imposed upon
or mensitred by income or profits and whether or not, in the computation of income
or profits, allowances made for all the deductions and to the game extent specified
for the computation of net incotme under our law, Such taxes should also tnclude
any taxes which are, in fact or in effect, in lleu of ingome, ete., taxes, /s well as
those intendtd to be included in the principal tax, -

(d) Limitation on amount of oredis :
The elimination in section 804 of the present dotible limitatlon on the amount
of credit allowable is a desirable change,

8, WESTERN HEMISPHERK TRADE CORPORATIONS

Sectlons 921-2 propose In substance no change in the existing provisions relative
toa Western Hemisphere trade corporation other than a parenthetical reference in
the third line of section 921 to incidental purchases. It has generally been as-
sumed that making purchases outside the Western Hemisphere, not for the pur-
pose of carrying on the principal business of a Western Hemisphere trade corpora-
tion but as an incident to the carrying on of such business, was not doing business
outslde the Western Hemisphere within the meaning of section 109 of the pres.
ent statute. It is assumed that was the intended meaning of the phraseology of
section 921 and the parenthesized words were merely added to emphasize past
grnctlco. A statement fn the Senate report somewhat to this effect would be

elptul :

“g"he reference in section 022 In parentheses to ‘incldental purchases' {s intended
merely to make it clear that in this bill, as in the past, purchases made outstde
the Western Hemlnghere of equipment, supplles, machinery, and the like, and
used to implement the conduct of the operations would not disqualify a corpora-
tion from being a Western Hemisphere trade corporation.”

8. BUSINESS INCOME FROM FOREIGN SOUROES

Section 923 would allow a credit of 14 percent with respect to taxable fncome
derived from sources within any forelgn country. On page 75 of its report,
the committee, after referring to the Western Hemisphere trade corporation
provisions, stated: “Your committee believes that similar treatment should be
extended to {ncome from business investment In other parts of the world” We
belleve that & desirable purpose is intended to be accomplished but find the
technical provisions of this section are unnecessarily complicated and restrictive.
It ts uncertain just how some of them should be interpreted and to what extent
thoy might deny reasonably intended inclusionas, .

Accepting the standard, apparently fixed, of granting this credit with respect
to forelgn income where the forelgn income is derived from or in connection
with substantial investments, facilities, or establishmenta abroad, we submit
that the provisions of section 923 (b) which specify an exclusion with respect to
purchase ox sale (other than at retall) of goods or merchandise may be a difficult
teat to construe and we belleve that because of its obacure but apparently restric-
tive language, it is apt to exclude business never intended to be excluded.

This limitation and the further exclusion set out in section 928 (b) arising
from “the maintenance of an office, or employment of an agent, other than a
retall establishment * * * to fmport or facliitate the importation of goods or

ndise” seem harsh and unintended restrictions in the light of the ex-
planationy of the intent of these provisions found on A235 of the report, vis:

“If the trade or business activities consist dmncipnlly in the productlon or
manufacturing and sale of goods or merchandise, and incidentally in the pur.

!

¢
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chase and sale of goods or merchandise, such trade or business will not be ex-
cluded under the first exelusion, A siilar result would follow if the trade or
bhusiness actlvities consist prineipally in the operation of a retail establishment
in a foreign conntry. The exclusion applies to purchase or sule of goods, llence,
it goods are purchased and are then processed, manipulated, or changed in form
before sold, this exclusion does not apply.”:

“The second excluslon would exclude a trade or business which consists of
the maiutenance of un office or the employment of an agent to import or to
facilitate the importation of goods or merchandise from the Unlted NStates or
elsewhere, The maintenance of an office or the employment of an agent to im-
port goods which are incident to the operation of n trude or business through
n factory, ete., in the forelgn country, would not fall within this exclusion,”

The provisions of 923 (a) (1) for including branch income onty 1f the deferred
income election of part 1V {s made, seem unnecessarlly to bar from inclusion the
income of a nonelected branch which we urge should equally be inciuded 1f the
committee’s Intent as gquoted above s to be made effective, We should like to add
that we conslder that the quotation frow the committee report states the proper
principle and goal to be achieved, Undoubtedly, there are cascs where the
provislons for defermont of branch income wlll prove exceedingly desirable.
EHowever, those provisions are exceedingly techuleal and it way not always be
easy to comply with them, If the taxpayer is willing to waive the deferment and
currently to inctude branch incowe, there scews no reason why he should not
equally be entitled to the benefit of section 923. Many taxpayers will not elect
the deferral provisions of part IV, as those provigions are now drafted, because
of thelr extreme technicalitics and thelr resulting denial of percentage depletion
and denial of the right to use branch losses to offset other income, but that is
certainly no reason for denying these taxpayers the right to use the 14 percentage
point tax credit.

It §s indicated in the committee report (p. A258, and see also A200) that section
023 might be applied to a corporation which was also eligible for a Western
Hemisphere trade corporation deduction if the taxpayer so deslred. This point
might be made much clearer if the provislons of section 023 (d) (1) were to read:
“hns elected and is allowed a deduction under sectlon 922 (relating to Western
Hemisphere trade corporations);” or by similar appropriate amendment.

4, DEFERRED INCOME FROM SOURCES WITHIN FOREIGN COUNTRIES

art 1V, which conslsts of sections 951-938, provides for deferment of income
from sources avithin foreign countries. It is exceedingly desirable that such a
provision be Included in the law but the proposed provisions should be revised to
muake them fair and practical in application.

Certain provisions of section 851 should be revised to conform with revisions
we have urged with respect to section 923,

The general intent of these provisions i to place an elected branch in much
the same situation as n subsidliery, However, in so doing there seems no oc-
caslon for a deninl of percentage depletion, as would be done by section 933

d) (2). Lo

Section 954 containg specifications as to determination of withdrawal of branch
income. A particular point which should be made clear is that, in computing
investnient in the branch as a standard for withdrawal, determination of current
accounts receivable and payable between branch and home office should not be
trented as affecting investment account. It i8 required for the purpose of thly
provision that transactions between the home office and elected branch should by
treated as if between separate entities; consequently, profit and loss must Le
computed thereon and other appropriate standards observed when dealings are
on an arms’ length basis. Thus, as between separate entitles, there must be
what would constitute accounts receivable and payable which naturally would
be expected to be the subject of current cash remittances or payments. These
might represent goods produced in the United States by the home office and
shipped to the elected branch for snle {assume for present purposes at retall so
as not to raise other doubtful questions) or purchases made by the home office
for account of the branch, As these would be normally handled during the
year, remittances to cover them wounld be recognized as normal interoffice
remittances and llabilitles outstanding at the close of the year with respect
thereto would be treated as though the branch and the home office were
geparate entitles, It should be made clear that any of such accounts which were
{n transit or unsettled at the end of the year would retain a similar status and
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would not be required to be taken Into account as an ncrease or decrease of the
investment account.

The provisions for election of a branch and termination of such election are
also provided for in & very technical manner. We are guite {h nccord with the
%rlnclplo of consistent handling of aftairs In accord with an electlon once made,

ut 1t should be clearly provided that when and as conditions materinlty change,
theroe should be reasonable provisions for new election without penalty or detyi-
ment of any kind, Perhaps the authority given for a new election, subject to
the approvat of the Secretary or hig delegate, will adequately recoguize this but
that is not clear from the proposed provisions.

Section 068 provides for termination of election if & branch in any year
becomes Ineligible for the income deferment. This Ineligibillty may be due to
clreumstances over which the taxpayer hus no control, It {8 even possible that
without the taxpayer’s knowledge of thelr existence, conditions will turn out
to have boen such that later it will be found the branch becawme ineligible or
was disquallfied. If the taxpayer is knowingly or unknowingly disqualified for
any year, & new election for deferment would be required but could only be
granted with the consent of the Socretary or hid delegate. These clections and
withdrawals as now specified ave so difticult to comprehend under the bill as
written that a taxpayer through inadvertence may suffer a detriment not
intended by Congress. We urge that further consldevation be glven to the
provisions under part IV before they are enacted into law,

Exmunr D

(a) Oonsolidated returns, se0s, 15011738

The bill Includes as chapter 6, g‘rovlslons with respect to consolidated returns,
writing intd the code much that has heretofore been the subject of regulations,
Ther‘e nr: a number of partlculars as to which we urge amendment bofore
ennctment.

(1) T'he 8 poroent penally taz.—We agnin urge the abolition of the 2 percent
ndditlonal tax imposed on income where consolidated returns are flled. The
veport of the House committee (page 87) indicates this 2 percent additional tax
hae becn retained becaunse It was not believed appropriate at this tlme to change
the provision allowing only an 88 percent deduction with respect to intercor-
porate dividends, While we have repeatedly ur(‘god that intevcompnny dividends
should not be agnin subjected to tax when received by another corperation, we
urge that whether or not this can be presently done the 2 percent additional tax
on cousolidated returns should be elimiunted, as President Elsenhower has
recotnmended,

(2) Includible corporations, section 1502 () ~The bill would require inctusion
of domestic corporationa substantiatly all of whose income was from sources
tvithout the United States wheth under the present code, sec. 141 (a) (7), are
permitted to be omltted from the consolidated group. It is true that sec, 141
of the present Code makes reference to the specifications as to such n corpora-
tion which ave included under section 454 of the excess profits tax provisions of
the code. However, their exclualon from the consolidated group for incometax
purposes was in no way dependent upon whether or not an excess-profits tax
was applicable. The present provisions in this regard should be continued by
including in sec, 1502 (b) a new paragraph as follows:

“(7) Domestle corporations satisfying the following conditions:

‘“(A) It 93 porcent or more of the gross income of such domestic corpova-
tlons for the 8-year perlod jmmediately preceding the close of the taXable
year (or for such part of such period during which the corporation was in
gflsttence)dwns derived from sources other than sources within the United

ates; an

“(B) It 80 percent or more of its gross income for such perlod, or such
part thereof, was derived from the active corduct of a tride or business;

but not including eunch a corporation which has mnde and filed n conzent, for
the taxable year, or any prior taxable year ending after March 81, 1054, to be
treated as an includible corporation. Such consent shall he made and filed at
such time and in such manner a8 may be prescribed by the Secrctary.”

(8) Consolidated returns for aubsequent years, acotion 1505.~The bill pro-
?om to write many.of the exlsting consolidated return regulations into the
8w, In so doing some of the rules are made even more severe than under present
regulations. Moreover, the “Treasury will be left with much less freedom in
modification of specific provisions of the law than it has been ag to wodification
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and foterpretation of its own regulntions, Section 1505 (a) (2) would write
into the code a provislon similar to that in the regulations which has been far
from satlsfactory and most difficult of Intevpretation. As it hus stood in the
regulations {n recent years It has, however, not bhieen too gerlous because the
Treasury has been ready to rule almost year by year that changes made in law
or regulations were such as would generalty glve new elections, ‘I'his muy not
he 80 casy for the Treasury to do under specific provisions of the law as dis-
tinguished from regulations, When the election for filing consolidated returns
has been made 1t 1s to continue in effect unless certnin specified conditlons oceur.
One of theso conditions is that the change In the Code niakes the continued filing
of consolidated veturns substantially less advantageous to affiliated groups as
a class, It {8 diftleult if not imposaible for taxpayers to determine the nature
and scope of this test, The earller test previously prescribed in the regulations
was that of whether a change mnde the continual filing of consolidated returns
less advantageous to the affilinted group or any of its members. We belleve that
is the test which should be applied and that it should continue to refer both to
a change In the code and a change in the regnlations with respect thereto,

A further point is that the test is to be applicable only with respect to changes
made subsequent to the electlon whether or not the changes had any effect on the
year for which the election was made. The committee report, page A208, pre-
gents an example of a situntlon of a consolidated return filed for the calendar
year 10588 on September 15, 1054, In which cage {f the new code had been enacted
prior thereto even though not applicable to the year 1033, the election on the
19583 return would be binding for the yenr 1084 return, The taxpayer in such
case would have no opportunity to determine fully what effect the new code
might lave nor to Know what regulations might be Issued thercunder, Any
Intelligent eloction by the taxpayer at that time would be impossible. We sub-
mit the rule now proposed I8 illogical and unreasonable. If changes in law or
regulations are such as to entltle the taxpayer to a new election, the new election
should be granted as to the year for which the provisions are effective.

" IViVe accordlugly recommend that section 1505 (a) (2) should be amended as
ollows:

“(2) Subsequent to the exercise of the election to make consolidated returns,
subtitle A of the code or the regulations issued with respect theroto, to the extent
applicable to corporations, have been amended and any such nmendment is of a
character which makes less advantugeous to the afiliated group or any of its
members the continued filing of consolidated returns, or”
¢ lI’n addition, the last sentence of sectlon 1308 should be amended to read as

ollows: . .

“For the purpose of (2) nbove, the expiration of a provision shall be considered
an amendment, and the right to change to reparate returns shall be allowed with
respect to the first year tb which an amendment appites,”

(3) Net operating loss, section 178

The provistons of the bill with respect to net operating loss allowance are a
definite improvement over existing provisions, They do not go as far ns we
shon:d ll?a in somo particulars, but they are much fairer and we urge thelr
enactment, .

(0) Depreciation, seotion 167

We commend the new provisions and urge thelr adoption,

Special provisions should he made to permit facllities for abntenent of stream
and air pollution to be written off over not more than 60 months,

A technical change should be made in section 167 to make clear that applica-
tion of certain speelal rules for deprecintion, fn accard with the special cir.
cumstances of mines, docs not deny to mines the benefit of the new provisions
of sectlon 167,

There is the further point which we have heretofore urged that the provistons
of gection 1016 (a) (2) for adinstinent of basts should apply the tax-benefit
rule to depreciation atlowable a8 well as to depreciation allowed.

(d) Corporate distributions, liquidations, clc., scctions 301-382

There are many points which shonld be carefully consldered with regard to
these new provislons which differ 2o grently from those of the present code,
These we belleve are otherwlse presented to you, and we would only note briefly
the followling particular points;

(@) The new provisions shionld tiot be glven retronctive application and should
become effective only 90 days after thelr enactment,
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(3) The J0-year provision of section 8309 and the 20-percent requiretuent of
section 359 should be medifted,

(0) The dividend provision of section 312 would seem to indicate abandonment
of the loug-eatablished rule (sec regulation 118, section 490.115 (a)~1 (d)) that
dividends should be lncluded in the gross income of the distributees when the cash
or other property i8 unqualifiedly twade subject to their demmnds, This rule is
applicable to stockholders on the accrunl basis as well as to those on the cash
basis, We balleve it ahould be continued. The optional right might be given
to account for dividends elther us of the date when stock becomes “ex dividena”
on the exchange, or on the dividend declaration date. However, the legnlly
sound and long-established rule of accounting for dividends when thelr amount
{8 unnqualitiedly made available to the stockholders should not be changed,

(e) Advance declarations and tae payments by corporation, sections 6016, 6075,
6154, 6655

We strongly urge that the provisions for advance declarattons and tax pay-
ments by corporation should not be cnacted. It will be exceedingly difiicult for
many corporations to form any reliable advance estimates of their taxable incomo
for the yoar, and vory many covporations will flnd it a serlous drain on thelr
finances. Sowe corporations, well estublished and well finunced, could probably
atand the burden without too great difficulty, but to those less favorably placed,

rticularly in a titie of recedlug income, the finanelal drain would bo serious,

any of our mining companies in particular have had to reduce the scnle of
their operations and would flud it especiatly difllcult to make the advance pay-
ments,
(1) Deduotion for oharitadle contributions, scction 170

It 18 often difficult for corporations to know what may prove to be the
amount of the S-percent atlowance for charitable contributions, Corporation
incomes, particularly those of mining compnnles, will fluctunte, Special demands
for charitable contributions may come from time to time. Provision should
be Included so that it contributions by a corporation In any year prove to be in
excess of the § percent of income allowable, the excess may be carried forward
as & deduction in aunccecding years within the limitations applicable to the
allowance In each of such years,

(9) Ordinary troatment procosses, coal, section 613 (0) (4) (A)

The vule in the Rlack Mountain Corp, case (21 1. C. No. 83) that oll treatment
of coal does not qualify as a “further treatment process in mining” should be
reversed in the law. The ofl treatment I8 an improvement tn providing a salnble
product.

(h) Silver dullion tax, section ;801-4897 !

‘This tax {8 Included as subchapter F of chapter 88, The occasion for this
tax has long since {mssed. It ylelds only a few thousnand dollars a year in
revenue, and {8 definitely a nuisance tnx which should be repealed.

The CrammaN. Thank you very much, Mr, Fernald, It has been
good to have you here. .

Mr. Palmer, have you heard the statement just made by Mr.
Fernald? .

Mr. Paumer. Yes, sir. . o

The CrarmaaN, Do you have any differences of opinion with it?

Mr. Paruen. No, sir. X

Senator Grorer. Mr. Chaivman, before the next witness proceeds
may I make 1 or 2 requests; I am making them now becauss I have
to leave here and I want to make them, at this time.

The Cuamrman, Proceed, Senator .(}eor o, i

Senator Grorae. Mr. Chairman, first I would like to submit for
the record a letter from M, Muion C. Courts, of Courts & Co,,
Atlanta, Ga., urgmg the adoption of provisions genmttmg certain
unincorporated business enterprises to elect to be taxed in every
yespect as corporations, with accompanying amendment,

d‘ (he Ciamrmax, Tt will be made a part of the record as you
esire.
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{The letter referred to follows:)
Covnrs & Co,
Atlanta, Qu., Aprit 17, 1854,
Hon. Warter F, Geonar,
Senate Office Building,
Washington, D. O,

DeARr SENATOR GEORGE: T am writing to urge the adoption in the 1054 Internal
Revenue Code of provisions permitting certain unincorporated business enter-
prises to elect to Le taxed in every respect as corporations,

Such a provision was endorsed by President Eigsenhower In his budget message
in January. Ile assoclnted it with & recommendation that certain corporations
with a small number of active stockholders be given the right to elect to be taxed
ay partnerships.

I understangd that the 1954 code as recommended to the Ways and Means Com-
mittee by the Treasury contained provisions carrying out the Prestdent’s recom-
mendations hut that these were dropped as the result of a 13-12 vote of the mem-
bers of the Ways and Means Comuuittee, Mr. Sidney Camp has strongly urged
the adoption of these provisions, Mr. Recd of New York introduced a bili
accomplishing this resuit for proprietorships or partumerships on May 22, 1051,
which was numbered H. R. 4214,

Our buslness, that 1s the business of Courts & Co., well {llustrates the justice
supporting a bitl of this sort. Ours Is a business where capital is a substantial
income producing element and growth Is dependent upon the accumulation of
capltal, A shullarly situated business In the manufacturing field would undoubt-
edly have been incorporated in order to secure the privileges of accumulating
needed capital free of individunl surtax rates, Qur position is such, however,
that we are prevented by customs of the trade and rules of the cotton exchanges
from {ncorporating. We must operate as a partnership {n order to satisfy the
cotton exchanges, The burden of high individual surtaxes {8 making it fncreas-
ingly difficult for us to attract or retain capital that we need for expansion.

Most business partnerships or proprietorships if pressed by Ligh surtax rates
can incorporate and, as you know, many such businesses are incorporated. There
are businesses, llke our own, which must be operated in a partnership form In
order to,pravide to creditors and to customets the individual responsibtlity of
the partners. It is this type of business which would secure relief from the pro-
posed biU and X am confident that it would result in a very nominal loss of
revenue,

I want to make it clear that our opinion is that If the advantages are given
it Is only fair and proper that the disadvantages follow, This should be true
with both portions of the provisions recommended by the Treasury. The prob-
lems of adapting the corporate tax to a partnership should be no different from
the familiar problem of adapting the corporate tax provisions to associations and
other unincorporated groups now taxed as corporations, The only language in
the 1889 code providing for the taxing of associations as corporations is found
in section 8707 (&) (8) reading: “The term ‘corporation’ {ncludes associations,
Joint-stock companies, and tnsurance companies,” The details have been handled
by regulations and rulings,

I understand that some objections have been made based upon the technieal
difficuities of adapting such provistons to the new code. I have discussed there
provisions with counsel here and am setting forth on the attached sheet some
reconunendations on the drafting of the bill. Our primary suggestion is that
both portions of the bill should state generalities, and the detailed application of
the provisions should be left to regulatlions prescribed by the Secretary.

I would like to telephone you in the early part of the week to discuss this
Because of the Interest they have shown in this proposal, I am sending coples of
this letter to Messrs, Reed, Camp, Stam, and Dan Troop Smith,

I trust you have recovered from your recent 1llness and ook forward to seeing

ou 800N,

With highest personal regards,

Sincerely yours,
Mavon O, CourTs.
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CoMMENTS REaARDING IPART IT OF Proroskd SUCITAPTER R, BLKCTION 0F CORPORA-
TIONS AND PARTNERSHIPE A8 TO TAXALLE Bratus

PART IT=—~ALTERNATIVE TAXAULK S8TATUS OF CKRTAIN PROPRIETORBNIVS AND
PARTNERSILIPS

(1) Sectlon 1841 (b) (2) : Tuls provision seems designed to provent the brenk-
ing up of a single business into several electing partnerships with substantinlly
the same interests in order to secure more thun one surtax exemption, The
Himitations of this subsection as drawn seem mueh too strict and would penalize
all partners where a siugle partuer had an interest in an eutively unreluted
partnership which itself ondeavored to elect the alternative taxnblo status,  This
provision does not seom to Le needed In view of the fact that section 1731 of the
proposed Internal Revenue Code of 1054, corvesponding to seetion 16 (¢) of the
1030 code, would be wade applicable and would prevent the breaking up of
partnerships without a business purpose just as it provents the breaking up of
corporations without a business purpose. .

(2) The proposed section 1341 (¢) makes the corporate proviatons in general
applicable, except to the oxXtont otherwise provided. It.would secem wise within
this proviglon to prescribe that the corporate provisions shall be made applivable
as presceibed under regulations lssued by the Secretary or hts delegate, I, R,
4214 Introduced by Mr. Reed on May 22, 1051, 824 Congress, 18t session, incorpo-
rates this suggestion for handling the mattor,

(8) The proposed sectlon 1341 (d) provides that the partnera or proprietors
of the unlucorporated entorprise are not to he considered cmployees for the pur-

o of soction 501 (o) relating to ewmployees’ penston trusts, ete, There may

reasons not apparvent to us which support this provision, However, wo see no
reason why our business, if it olects to e taxed as a corporation, should not have
alt of the corporate bencfits, atong with all of the restrictions lmposed on cor-
porations and thelr stockholders, and we would suggest that this exception be
excluded, unless there are strong reasons to the contravy.

(4) Reconsideration should be given to the statement of constrnetive owner.
ship set forth in scction 1841 (g). The ownership of a pavtnership interest is
‘to be determined In accordance with the riles of constructive ownership of stock
a8 set forth in such section 207 (c). Section 207 (¢) (B) provides that an in-
dividual owning any stock in a corporation shall be considered as owniug the
stock owned divectly or Indirectly by or for his partner,  Under this every partner
would be deetned to own 100 percent of the partnerahip.’ A saving clanse conld
bio ingerted in section 1341 (g) excluding the appllcability of section 207 (¢) (3).

(8)' It in poasible that some of the ather detniled provisions of this subchapter
R could better be covered by regulations and rulings. ] '

Senator Grorer. I would like to have fram Mr., Stam and his staff
& tabulation showing the exact effect of the expiration of the last
individual tax incrense on the individual taxpayer. Of course, I
know in a general way that it was a reduction across the board, but

v 3 h
I would like to have tables inserted showing the breakdown,
('The tables referred to follow:)
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Retimated distribution of the individual fncome-tar returna, adjusted pross
incomae and tar Habitity under the Revenue Aet of 1951 and after the Jan, 1

1954 termination date

{Maney amounts in tillions)

‘Totnl tax under !
e ) e e | TUR TOURC
Numberof | Adjusted tlon due to
Adjusted gross Income elasses taanhlp Kross Aller Jan, }Joi L, L10A4,
returns theome Revenup I, 1084, [terirination
Actof 1081 t{iermination|  date
dte
Under 2,000, . - 1,874, 8307 $1,803 0 $¢
1,000 10 $2,000, 8, 2081, (R4 4, 407 73 7
82,000 L0 §3,000 e 7,800, 64 0,088 1,700 3
£3,000 to $4,000. 0, 118, 451 81, 789 9T 00
4,000 10 $5,000. . 7, 3%, 300 38, 4\'? 3,173 REY
‘Potal under $8,000. o8, um R, 461 o8
4,000 fo $10,000. Fa sotn ) om
1O, O Lo $23,000, 27, 4% 4,848 b
23,000 o $40, (00 1,080 H, 080 358
$50,0LH1 1o $100,000 - b7 L PLY]
S100,000 Lo $250,000 3,48 [l 108
220,000 to $300,000 . 1L 034 o 3
$300,000 to $1 nitllion 880 30 10
stiniltion and over. o2t o an 8
Totalover 3,000, ....... ... . 11, 420, o mx %uu J ;V.'. m7 ( 'zn a8 [ 1 080
.. . " RNk
Total.. . : e + 00, 0 | 31,804 | 2%, 870 3,016
TAQE DISTRIBUTIONS
Uiiler 1,000, ... .. 0.13
$L,000 10 §3,000 2.03
$2,00K {0 4,000 0,87
£3,000 10 $,000. 0.08
$4,000 to §4,000 un. 67
Total undoer 8,000 . 3101
$5,000 10 $10.000 .. )
F10,000 to $32,000 .
315.111) 10 $50,000 .
50,000 to $1 \l).\l)(! .
100,000 to Hw.il\tb . N
150,000 to .mu.( P
'm.mnu i\l) e
1,000,000 unn o\'\'r..A .
Tota) over $3,000
Total.... .

' lnvlluhw norinul tax, surtux, nad ultomnuvo tax,
ulumlnr yoar 1052 and 1053 Habllittes,
‘ Lows than 0,003 pereont,

Norx.—Dstall may not add to totals dus to rounding,
8ourcw: Jolut Conunitteo ou Iutarnal Rovenue Tazation.
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Comparison of the individual income-taw labilities under the law in effect prior
to the enaotment of the Revenue Act of 1951, under the Revenne Aot of 1951,
and under the present law for 1954

SINGLE PERSON, NO DEPENDENTS

Tax Increase, Reve | Tax decronso under
Amount of tax under— |  enuo Act of 1051 P"“““‘ Iaw for
over prior law 954
Net income (after deductions but
before exeraptions) Law in
offect prior | povanue
"‘\’3‘;}“1‘&;{‘ Actol | Amount [Percont| Amount |Porcont
and for 1081
$10 .40 $4.40 11, $4.40 9.9
88, 80 8, 80 11, 8, 80 0.9
280 310,80 30.80 11, 30,80 9.9
488 542,40 - B4, 40 1, 8. 40 10.0
708 768,40 80.40:[ 11, 80, 40 10.3
ou 1,083.00 108,00 11 108,00 10.3
1,780 1,902.00 212.00 11, 212.00 10.6
243 | 2.78.00 202.00 12, 292,00 10.7
4,448 4,068, 00 620,00 1. §20,00 10.5
8,92 7,762.00 820,00 1. 820,00 10.6
AR| mead| s g plem)
66,708 | 80,688.00 2, 890,00 5 3,800,000 4.1
217,274 | 283, 164,00 4, 890, 00 4,890, 00 1.9
429, 430, 164. 00 6, 890, 00 6, 800.00 1.0
1870, 1880, 000,00 | 10, 000, 00 10, 000. 00 1.1
MARRIED COUPLE, NO DEPENDENTS
1,500. $60 $00.60 $6.00 | 1.0 $6.60 ,
%00. . 100 177.60 17.60 [ 13.0 17.60 ,
000 860 399,60 30,60 1L0 89,60 ,
,000. 860 621, 60 81,60 L0 61,60 3
,000 760 813,60 83,60 o 83, 60 ,
000 1,416 1,878, 80 180. 80 1.4 160. 80 10.
1,000~ 1,888 | 2,104.00 218.00 | 11,4 21800} 10.
18,000. . 3, 200 3,644.00 384,00 11,8 384,00 10,
,000. . 4,873 8,450.00 884,00 12.0 584,00 10,
5,000 6,724 7, 508, 00 784,00 1.7 785,00 10,
000 w502 | 2n8%0.00 [ 228800 1.7] 228800] 10
100, 82,776 | 86932.00 | 4 166.00 L0 4,188.00 .

X 872 | 229, 362.00 6, 780, 00 .0 | 6,780.00 3
000. .. 403, 848 | 413, 828.00 8, 780. 00 .2 8, 780. 00 .
1,000,000 -0l B48 | 872,328.00 | 13, 780.00 .6 13,780.00 .6

MARRIED COUPLE, 2 DEPENDENTS

$120 $133.20 $13.20 110 $13.2 9.0
320 385. 20 38.20 11.0 35.20 9.9
820 C 81120 87.20 1.0 57.20 0.9
1,182 1,281.60 129.60 1.3 129.00 10.1
1,802 1,7713.60 181.60 1.4 181.60 10.23
3,900, 3,338 00 336.00 1.6 836 00 10.4
4,484 8,000.00 $36.00 12.0 636 00 10.7
6,268 7,004.00 73 00 1.7 738 00 10.8
18,884 { 21,088.00 2,204.00 1.7 9,204.00 108
81,012 1 56,032 00 4,120.00 .9 4,120.00 T4
231,504 { 228,272.00 6, 768.00 .1 6,763.00 3.0
402,456 | 411,224.00 8,768.00 3.2 8, 768,00 2.1
837,456 | 871,224.00 | 13,768.00 .8 13,708.00 [N}

1 8ubjeot to moximum effootive rate limitation of 87 peroont.
1 Bubjeot to maximum effeotive rato llmitation of 88 poroent,

Bouroe: Jolnt C. on Intornal k Taxation,

I would also like to make a request of the Treasury that the exact
number, if now known, and if not, the approximate number of returns
for fiscal year 1953, of last year, be inserted in the record, and the
actual number of returns percentagewise of the number of taxpayers,
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I know in a genernl wuy, many returns are joint and they cover both
i}usband and wife, or two taxpayers. I would like to have that definite
iguvre.

b’l‘hen, Mr. Chairman, from the Treasury—and I presume some
Treasury representative is present~I would like to have a statement
of the number of tax warrants now pending and unsatisfied in the
Bureau and whether or not—and I would like the answer to be spe-
cific—n rule or custom exists to issue no tax warrant if the tax liability
is $10 or less, and whether the Bureau is now considering increasing
this minimum to $25 in lien of the $10. I would appreciate that very
much. Mr. Chairiman, at the suggestion of my doctor that I shall be
away for a week or so, and may not be able to return by the time the
committee reads these subjects in executive session.

Therefore, I would like to now record myself as saying that I favor
the 2-year carryback. Under existing law, there is a 1-year carryback
allowed, but I think it should go back 2. I also think that the de-
preciation formula is sound, assuming, however, that it is optional
with the taxpayer, and that no basis could arise for the exercise of
discretion by the Bureau to reimpose the old original Virginia Hotel
Co. rule that we corrected, here, by legislation.

On the question of taxation of dividends paid, I have not had an
opportunity to study the formula. It seems a bit complex, and I
wonder why it couldn’t be simplified, but I am in harmony with the
general princis)]e and think there should be some deductions in comput-
ing the taxable income of the taxpayer against dividends paid on
which a corporate rate has been actually paid, but I withhold any state-
ment on that, hoping I will get back before you finally dispose of that
question which may be a somewhat troublesome one, and because I
have been not (luibe able to understand why we could not simplify
the formula, rather than make it more complex. '

I thank you very much, Mr. Cheirman. I regret that I have been
unable to be here during the hearings. I will, of course, try to read
all the testimony before we actually get down to executive considera-
tion of the bill, but I wished to make these two statements, one espe-
cially with reference to the 2-year carryback, and the other with refer-
ence to the depreciation.

The CrnamrMan, We shall miss you very much, Senator, and we hope
you will take good care of yourself. .

Will the steff see that the things are supplied and have the Treasury
do the things which are necessar[s)r.

(The information requested by Senator George follows:)

APRIL 28, 1054,
Hon. EueNE D, MILIIKIN,
Ohairman, Committee on Finance, United States Senate,

Senate Office Building,
Washington, D, O,

My DeAR Me. CHAIRMAN: During the Senate Finance Committee Hearlngs on
H. R. 8300, April 19, 1954, Senator George requested that the Trensury Depart-
ment supply the committee with information about the number of individual
tax returns and taxpayers and also the number of tax warrants outstanding
in the Internal Revenue Service,

The Intest finnl statistical compilation of individual income tax returns is for
the 1950 income year and is presented in Statistics of Income, part 1, 1930, These
data show a total number of returns filed of 3,000,008, of which 31,388,000, or
about 80 percent, were the Joint returns of husbands and wives. Since both
persons reporting on a joint return are regarded.as filing the return, the number

45004—54—pt, 3--—-8
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of joint returns may be added to the total number of returns to show the total
number of individuals included in the filing process, On this basis, there were
84,646,181 individuals filing income-tax returns for 1950,

To find the number of indlviduals who were taxable on their 19350 incotnes,
the number of taxable joint returns may be added to the total of taxable returns,
On 'this basis, 60,831,891 individuals had tax liabilities for 1050 incomes. ‘The
18580 data are summarized in the following table:

Nontazable Taxablo Totuk
Number of all roturns 14,873,418 | 38,180,082 53,060,008
Joint returns of husbands and wivoes . 8,641,381 22, 644, 709 31, 586,090
Number of individuals iling returns. ..c.ceeeeveecnecnan 23,814,797 60, 831, 301 84,046,188

The mokt recent data sHowing the total number of returns filed are based on
admintstrative reports of the Internal Revenue Sarvice, These data, which are
preliminary, indicates that during the 1953 calendar year, 56,841,351 individual
income-tax returns were flled, relating for the most part to 1032 incomes, The
data as reported do not show the number of returns filed by particular types of
taxpayers. Iowever, it is estimated that this total includes 42.6 million taxable
returns representing 69 million individual taxpayers.

For the current income year, 1954, it it estimated that 47.2 milllon taxable
returns will be filed. These returns will represent an estimated 77.7 million
individuals with tux lability.

The additional fnformation requested in regard to the current status of tax
warrants in the Internal Revenue Service is being assembled nnd will be for-
warded in a separate letter as soon as it is avallable.

Sincerely yours,
M. B, For.s0x,
Under Secrctary of the Treasury.
e 1) .

(Note: The additional data was subsequently submitted directly to
Senator George and is not included in the hearings.)

The CuamrMAN. Go ahead, Mr, Packard.

Mr. Packaro, Thank you.

STATEMENT OF ARTHUR J. PACKARD, CHAIRMAN, GOVERNMEN-
TAL AFFAIRS COMMITTEE, AMERICAN HOTEL ASSOCIATION

Mr. Pacrarp, I have with me Mr. Vernon Kane of the firm of
Horwath & Horwath, who are our tax consultants, and our legal coun-
sel, Charles W. Merritt.

] We have.filed with you, Senator, a brief which involves about 10
Fages, but in the interest of time there are just two points I would
ike to stress orally.

Woe are very grateful, of course, for the job that has been done in
H. R. 8300 as it stands today, and we feel it goes a long way toward
removing numerous-longstanding inequities—also it closes numerous
loopholes in the Revenue Code.

urther, we feel that in most respects Congress did a good job in
the passage of the excise tax amendment 3 weeks ago. Our industry,
together with all segments of American business, and the public at
large, will profit from the careful deliberations of Congress. There
was only one instance in the items which meant the most to the hotel
business, where factual evidence, we feel, was swept nside. We re-
gretted very deeply the fact that your committee recommendation was
rejected when the bill reached the floor of the Senate, and that body
declined to reduce the 20 percent tax on entertainment rooms in hotels,

!
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even though the Treasury’s own figures reveal that that levy has long
since passed the point of diminishing returns. L

On the other hand, we are very grateful for what we think is

uitable taxation es far as our industry 4s concerned; but to hurry
along, there are two particular items in this bill in which we are
primarily interested and which we would like to discuss. The first is
tax-exempt establishments.

For several years, now, spokesmen for the hotel industry have been
urging Congress to close some of the lool:holes in section 101 of the
existing Revenue Code. Congress did make a beginning in this direc-
tion in the 1950 Revenue Act, when it exposed to Federal income-tax
liability the proceeds from wmrelated business activities of certain
cate%ories of 101 organizations. I do stress for you today, however,
gentlemen, that one of the most serious inequities remaining in the
code reposes in this particular section, and unfortunately, H. R. 8300,
as it stands today, fails to further tigilten these provisions.

I have here for your information, and they will be filed if you like,
the type of exhibits which we have been assembling for several years
and turning over to approprinte authorities, These have been filed
with congressional committees and with the Internal Revenue Service,
They reveal an incrensing volume of instances where tax-exempt es-
tablishments are catering to the general J)ublic, for profit, and in
serving luncheons, dinners, receptions, and so forth. This provides
utterly unfair competition to taxpaying establishments.

There are even some of these orgamzations today which are pro-
viding transient rooms for the general public, and operating as hotels.
This certainly goes beyond the original concept of services to mem-
bers for which these organizations were initially granted a tax-exempt
status. .

The Treusury Department has estimated that 5.5 percent of all con-
sumer expenditures are channeled into business-ty pe receipts of exempt
organizations. If this measurement is applicable, for instance, in food
service, it means that $550 million worth of hotel and restaurant bus-
iness is avoiding Federal income tax. These tax-exempt organizations
have a terrific advantage over us.

First, they can undersell us considerably because they are not sub-
ject to Federal income tax, which all private corporations must pay.

econd, operating in the guise of organizations which cater only
to their members, they frequently solicit public groups to have dances
and other forms of entertainment without payment of cabaret or ad-
missions taxes, and so forth. It is essential that Congress provide the
Internal Revenue Service with authority, and funds, which will per-
mis & better policing job in this particular field,

In 1950, the Congress stipulated that certain 101 organizations were
to be subjected to the Federal income tax. These were 101 (1), (6),
(7), and (14). All references are to existing code sections, incident-

ally.
) 1 would like to ask your committee, if I may, a question. Is it your
interpretation of the code that 101 organizations not covered by 1950
amendment, such as 101 (3), can be deprived of its tax-exempt status
if found to be engaging repeatedly in catering to public functions,
for n profit, in fields which-are entirely unrelated to the purpose for
which it was originally chartered?
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As an illustration of what I mean, we will suy there is a fraternal
orgunizution, classified as 101 (3) which toduy is neither susceptible
to income-tux returns, nor is it obliged to file information returns,
Where one such establishment caters to public functions every day
in the week for profit, it scems incredible that such a practice ¢an be
continued without the Treasury Department advising that establish-
ment that it has lost its tax-exempt status by repeatally beneliting
from this unrelated income,

For instance, it i3 just such an organization us we have been de-
scribing hore where Commissioner Andrews himself is to be the
princirul speaker in a Midwest city this week, 1 have tho advertise-
ment hore in my hand. 1t is expected that aun attendance of 600
people will be prosent, 'Fhe meeting has no possible bearing upon

e purposes for which that fraternal organization was chartoved,
and incidentally the State itself is nlveady imposing cortain roal
estate taxes on that particular establishment growing out of « find-
ing that a large part of its activities were in fialds unrelated to the
purposes for which it was chnrtered. But that group goes along
merrily, year after year, doing an annunl volume estimated to be
well in excess of $100,000. How much longer shall the tax-paying
establishments of the country be required to endure this degree and
type of inequity? We are willing, My, Chaivman, to face up to any
kind of competition such groups want to give us—if they want to
enter the food business, as an example.  But we do ingist that when
they eator to public groups, for profit, they should be exposed to
Federal income tax on such profits, the same as we ave, |

To that end, we propose two amendments which I won't read, but
which are incorpornted in my brief, and which would cover what
wo think would be the indquities involved in these particulur tax.
exempt organizations.

Then I would like to speak briefly on the subject of deprecintion,

On behalf of the hotel industry, we would like to offer a fow re-
marks on proposed section 167 ra nting to depreciation. The typical
hotel of Americe was built in the 1920 und .consequently today is
25 or 80 years old, Considering that the average useful life of hotel
structures is about 40 years, this means that the great majority of
American hotels today have a remanining life-tine of from 10 to 15
years, lg)oaslbly in some cases, 20 yenrs, During the 14-year period
of 1030 to 1958, motor courts of this country increased from 13,500
to over 50,000 which is an increase of 370 percent. During the same
time there was very little hotel construction with the result that
hotels increased in numbers by less than 10 percent. However, many
thousands of hotels are in direct competition with motor courts and
one advantage of the motor court is their newness. There is no
obgolescence in motor courts, today. A number of hotels have been
renovated and improved in appearance and, by reason of the expocted
benefits from the declining balancs method of dopreciation, more
hotels may see fit to invest in renovations and improvements, There-
fore, it scems appropriate that we should request that some means
ba devised of assuring two thinge to the hotel industry, and other
elaments of business similarly situated. :

First, that renovation and improvements taking plnce after Janu
ary 1, 1054, be permitted to be deprecinted by use of the declining
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balance mothod of deprecintion deseribed in code section 167 (b) (2).
We assume that this i3 covered by the use of the term “veconstruc-
tion,” in section 167 (¢) (1).

The second thing is that the renovation and improvement of older
hotol structures wtll not be used as n reason to generally extend the
lifo of hotels for deprecintion purposes,  There is nothing in the
gn'uposml code that assures this to the hotel men who wish {o make
hesa improvenients,  Some reassurance on that scove is badly needed.

Ono of the objectives of revising these deprecintion procedures is
to stimulnte additional investment in Amerviean enterprises,  And wo
conclude this particular section of our brief, with certain recom-
mended medifications of this law, or of these xections of the law which
would be benefieial to the hotel industry, and would give them an
opportunity to vehabilitate their properties, ke n further invest-
ment to the general wolfare of the business, and to the traveling publie
as a whole,

Fhe Ciiamman, Thank you very much indeed.

Mv. Rolla D, Campbell. ’

(‘The prepared statement of Mr, Arthur J. Packard follows:)

STATEMENT OF ARTHUR J, PAOKARD o 1L It, 8300

Mr., Chairman and geutlomen of the committee, T am Arthur J, P'ackard,
prestdent, Packard Hotels Co, with headquarters in Mount Vernon, Ohlo, 1
am chalrman of the governmontal affalrs commlttee of thoe Amorican Hotel
Asgoclation,

The hotel Industry wanta to tuke this opportunity to congratulate everyone
who hag played a part in the development of H, R, 8300 as It stands today. We
do feel that It goes o long way toward removing long-standing inequities, and
clores numerous loopholes In the revenue code,

Simllarly, we do feel that, in most respects, Congress did n good Job In pasrage
of the exclse-tax amendmentn 8 weeks ago,  Qur Induntry, together with all
segments of Amerlean business, and the publie at large, will profit from the
carceful dellberntions of the Congresy, ‘'here was only ono instance in the items
which meant the most to the hotel business, where factual evidenco was swept
aslde, Wo regretted deeply the fact that when your committee hill renclied the
floor of tho Sennte, that body declined to redueae the 20-percent tax on entortain.
ment rooms In hotels, even thonglh the Treasury's own tiguven revenl that that
levy has long sinco passed the point of dlminishing roturus,

COonvenienco rule

We do want to acknowledge gratefully the action of (hoe Iouke in spolling
out section 119 8o that a problem of long standing i ohr business shall be
largely resolved, Thig ls the stipulation regarding the placing of evaluatlon on
weals aud lodglng for withholding-tax purposes,

Net operating loas deduotion

We are also apprecintive of the incluslon of section 172, which proposes to
oxtend the net opernting loss carryback period to 2 yenrs, instend of 1 year, as
at present, Thik postwar readjustmoent period har been n difficult one for
hotelr, and it ts quite Ukely that this provision will prove extremely helptul to
many individual proporties,

Delay of offective date of subchapior O

Subtitle A of the Internal Revenue Qode contains chapter 1 which in turn
Ineludeos subchaptor C, rolnting to corporate distribution and adjustmments. Thls
stbchapter {8 designed to ellminnte much of the confusion now present in exist.
ing law with rospect to corporate reorganizations generally, The hotel industry
generally was reinanced in the 1030's.  Muny of thoso refinancing moasuroes still
aftect a number of hotels today with the rosult that the hotel industry may be
materlally affected by subchapter O, The extent of this effect cannot be gaged
In the brlef time that is avallable for the study of subchapter O. Moreover,
even a hriof study of this subchapter reveals certaln conflicts thut might result
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in more confusion than is present in the existing law. As an example, IRC sec-
tion 312 (g) of the proposed 1aw states that the terms defined in sectlons 312 (b)
to (f) inclusive shall be applicable only with respect to subchapter O, However,
gection 275 of the preceding suhchapter B refers to section 812 (d) for definitions.
This seems to make sectlon 275 inoperative by reason of the exclusive applica-
tion of gection 812 (g). There are a number of other apparent confiicts in sub-
chapter C which cannot be positively stated but which seem to require exten-
sive study before this subchapter is enacted into law.

The American Hotel Association recommends that subchapter O, of chapter 1,
suhtitie A, be eliminated from the proposed code and the existing law be per-
mitted to stand until the proposed subchapter O is given further study. As an
alternative, it is recommended that subchapter C be made effective not earlier
than July 1, 1955, If this later date {8 adopted, adequate time will be avafl-
;\ml%ggr Congress to clear up apparent conflicts in subchapter C when it meets
n 5

Taz-exempt estahlishments .

For several years now spokesmen for the hotel industry have been urging the
Qongress to ¢loge some of the loopholes in section 101 of the existing revenue
code, Congress did make a beginning In this direction in the 1050 Revenue
Act, when it exposed to Federal income-tax llability the proceeds from unrelated
business activitles of certain categories of 101 organizations, I do stress for
ynu today, however, gentlemen, that one of the most serious inequities remaining
in the code repores In this section. And unfortunately H, R. 8800, as it stands
today, fafls to Lighten further these provisions,

I hold in my hand the type of exhibits which we have been assembling for
several years and, turning over to appropriate authorities. These have been
flled with congressional committees and with the Internal Revenue Service.
They reveal an increasing volume of instances where tax-exempt establishments
are catering to the general publie, for profit, and serving luncheons, dinners,
receptions, ete. This provides eminently unfair competition to taxpaying estab-
lishments, There are even some of these organizations today which are pro-
viding transient. rooms for the general public, operating as hotels, This cer-
tainly goes beyond the original concept of services to memberg for which these
orgunizations were tnitially granted a tax-exempt status,

The Treasurr Department has estimated that 5.5 percent of all consumer
expenditures are channeled into business-type receipts of exempt organizations.
If this measurement is applicable in food service, it means that $650 million
worth of hotel and restaurant business is avoiding Federal income tax.

These tax-exempt organizations have a terrific advantage over ns, First, they
can undersell us considerably becaure they are not subject to Federal income
tax which all private corporations must pay. Second, operating in the guise
of organizations which cater only to thelr members, they frequently sollcit
public groups to have dances and other forms of entertninment without payment
nf cabaret or admissiong tax, and so forth, It is essential that Congress provide
the Internal Revenue Service with .authority and funds which will permit a
hetter nolicing Job in this fleld.

In 1050 the Congress stipulated that certain 101 organizations were to be
subjected to Federal income tax. These were 101 (1), (8), (7), and (14). (AUl
references are to existing code sections.) Now let me ask the committee a
question, Is It your interpretation of the code that 101 organjzations not
covered by the 1950 amendments, such as a 101 (8) organization, can be deprived
of its tax-exempt status if found to be engaging repeatediy In catering to public
functions, for a profit, in flelds which are entirely unrelated to the purposecs
for which it was originally chartered? As an illustration of what I mean, we
will say there is a fraternal organization, classified as 101 (3), which today is
neither suscepttble to Income-tox returns, nor fs it obliged to flle information
returns. Where one such establishment caters to public functions every day in
the week for profit, it seems incredible that such a practice can be continued
without the Treasury Department advising that establishment that it has lost
its tax-exempt status by repeatedly benefiting from this unrelated income. For
insatance, it Is Just such an organization as we are describing where Commissioner
Andrews himself is to be the principal speaker in a Midwest city this week. It
fs expected that an attendance of. 600 persons will be present.
 The meeting has no possible bearing upon the purposes for which that fraternal
organization was chartered, and incldentally, the State itself is already imposing
certain real-estate taxes on that particular establishment, growing out of a

¢
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finding that a large part of its activities were in fields unrelated to the purposes
for which it was chartered. But the group goes merrily along, year after year,
doing an annual volume estimated to be well In excess of $100,000. How much
longer shall the taxpuying establishments of the country be required to endure
that degree of inequity? We are willing, gentlemen, to face up to any kind of
competition those groups want to give us, if they wish to be in the food business.
But we do insist that when they cater to publle groups, for profit, they should
be exposed to Federal income tax on such protits, the seme as we are.

To that end, may we propose two amendments. First, may we propose that
you consider Including in the present bill a provision amending title 2¢, section
54 (f), of the present code, by striking section ¢(H). The effect of this amend-
ment would be to requlre information returns from fraternal beneficinry socleties
now exempt under sectlon 101 (3). Section 54 (f) (6) now providea that no
information veturn need be filed by those groups. We feel very sure that if the
Treasury began to agsemble information returns from these fraternal henefieiary
groups it wonld soon lenrn what a prodigious volume of unrelated business
activities are annually expertenced,

Then may we respectfully suggest that you amend title 26, section 421 (b) (1)
(A) In the bil} to read, “The taxes iinposed by subsection (a) (1) shall apply
in the case of any organization (other than a church, a convention, or associa-
tion of churches, or a trust descrlbed in paragraph (2)) which is exempt,
except as provided in this supplement, from taxation under this chapter by
reason of paragraphs (1), (8), (6), (7), (8), (9), or (10) of section 101. Such
taxes shall also apply in the case of a corporation described In section 101 (14)
it the income {8 payable to an organization which itself is subject to the tax
imposed by subsection (u) or to a church or to a convention or association ot
churches.” Such an amendntent would expose to Federal income tax the follow-
ing categorices of organizations: 101 (3), (8), (9), and (10).

Depreciation.

In behalf of the hotel industry we would 1like to offer a few remarks on pro-
posed code section 167, relating to depreciation, The typleal hotel of Amerlca
was built in the 1920's and consequently today Is 235 to 30 years old. Conslder-
fng that the average useful life of motel structures s about 40 years, this means
that the great majority of American hotels today have a remaining lifetime of
10 to 15 years, possibly in some cases 20 years. During the 14-year period of
1039 to 1048, the motor courts of this country increased from 13,500 to over
§50,000—an increase of 870 percent. During the same time there was very
little hotel construction with the result that hotels increased in numbers by
less than 10 percent. However, many thousands of hotels are in direct com-
petition with motor courts and one advantage of the motor courts is their new-
ness. A number of hotels have been renovated and improved in appearance
and, by reason of the probable benefits of the declining balance method of
depreciation, more hotels may see fit to Invest in renovation and improvement.
Therefore, it seems appropriate that we should request some means be de-
vised of assuring two things to hotels:

First. That renovation and improvement taking place after January 1, 1054,
be permitted to be deprecinted by use of the declining balance method of depreci-
atfon described in code section 167 (b) (2). We assunie that this i8 covered by
the use of the term “reconstructlon” in section 167 (¢) (1).

Second, That the renovation and improvement of older hotel structures will
not be used as a reason to extend the life of hotels for depreciation purposes.
There 18 nothing in the proposed code that assures this to hotels.

One of the objectives of revising depreciation measures of the Internal Revenue
Code is to stimulate additional investment in Amerfcan enterprises. The stimu-
1ation is afforded by permitting higher writeoffs {n the early years of the life
of assets and we belleve that this point haa been so thoroughly covered in
testimony and explanations that we need not d¢well further on it. However, the
hotel industry, like other industries of this country, would not be so encouraged
if the result of investment in renovation and improvements of property results
in action by the Secretary or his delegates to extend the life of such property.
Manifestly, this would remove a great deal of the incentive for relnvestment
in existing property and would shift the advantage to investors in completely
new property. We don't believe that this is the intention of Congress.

A careful study of (he proposed code indicates that only code section 1687 (e)
respecting dispute as to useful life and rate, is the only section that provides
any protection at all against indiscriminate extensions of usetul life of prop-
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erty. Hven thla section ts not directly on the point of concern to the hotol
industry and to other indusries in a similar position. There In no real guldance
for the {nvestor in the proposed code that will encourage him to renovate and
improve existing property without fear that such will be used a8 an excuse for
extension of usoful life. To this end, it is belloved that a mutunl service win
be rendered if the following addition to the proposed code be taade and known
as pection 187 (o) (3), as followsa:

“The burden of respongibility for proving that the useful life of property
should be extended shall fall upon the Secretary and his delegates whenever In
any taxable year expenditures in the nature of capltalized renovation and im-
provement are made to existing depreclable asseta in amounts not exceeding
10 percent of the original hasis for depreciation.”

Such a provision in the proposed code, together with the other proposed pro-
vislong, would provide the very best guaranty that Amertean hotels and other
industries would give the utmost consideration to the renovatlon and improve.
ment of their properties. .

Before leaving the subject of deprecfation, we feel obliged to make one other
ohservation reapecting code sectlon 167 (¢). Subsection (¢) (2) dentes the use
of declining balance depreciation to hotels that weore bulit before December 81,
1938, but which have been acquired by new owhera subsequent to that date,
This 1s & severe penalty to place upon investors in lhotels that acqulred thoele
intereats subsequent to December 81, 1053, Kquitable constdorations would seem
to require that section 187 () (2) be amended by striking out any reference
to “original use” of property acquived after December 81, 1038,  Subsectlion
(c) (1) permits the use of declining halance depreciation only to property con-
atructed after Decoember 81, 1953, or to such portion as 18 comploted after that
date. This would appear to fipose a tedious mathematical problem on investors
of property that was in process of comptetion on that date, One conld concelve
of a situation where one-half of a bullding completed in 1953 had to be depre-
ciated on one basis and the other half, completed in 1054, could be depreciated
on another basls. It seems therefore that this should be obviated by having
sectlon 107 (c¢) (1) read “the construction, reconstruction, or erection of which
s completed after December 31, 1083,” and ellminnte the balanve of the presently
stated section.

STATEMENT OF ROLLA D. CAMPBELL, NATIONAL COUNCIL OF COAL
LESSORS, INC.

The Crawrman, Identify yourself to the reporter.

r. CaMrepErt, Mr. Chairman and gentlemen of the committee, m
name is Rolla D. Campbell, of Huntington, W, Va. I am a lawyer,
am president of u‘com[}nny which owng coal lands and lenses them to
operating companies. I am vice president of National Couneil of Conl
Lessors, Inc,, and was one of its ovgunizers soveral years ago.

T wish to compliment those persons who have worked on preparing
H. R. 8300 and_the accompanying voport. The bill and report are
monumental and they embody many long-needed improvements in the
code. I hope that the bill will be reported out by this committee and
passed at this session.

However, it is inevitable that in a complex work of this type some
corrections are needed. It is my purpose today to call your attention
to some af the changes made by the bill and to some needed corrections
in the bill in which the members of the National Council of Coal

rs are particularly interested, | .

First, I wish to direct your attention to sections 631 (b) and 272 ?bg
of the bill. These sections amend sections 117 (j) and 117 (k) (2
of the present code, which accord capital-gains treatment to gains
from coal and timber voyalties. :

Wa are not interested in the changes proposed with respect to timber
royalties. While most of the members of the National Council of
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Coal Tassors pre also owners of timber, it is not. our &)m'poso to spenk
for timbor lessors or operators, I understand they have a prosenta-
tion which they will make to you and I would like to say that we have
no objection to anything that they propose,

The first amendment contained in section 631 (b) is to state that
u sublessor of coal is an owner entitled to capital-gains ! treatment on
his gaing from royaltics. The amendment is designed to correct a
ruling of the Internnl Rovenue Service to the effect that a sublessor
of corl in placo is not an owner. We think the ruling was wrong
and that the amendment conforms the statute to the original intent
of Congress,

The Tnternal Revenue Service has ruled that successors in title to
tho owner who exccuted the contract of disposition are entitled to the
benefits of section 117 (k) (2) of the present Internal Revenue Code,
That is, in onr opinion, a correct interpretation of the law, The bill
does not undertake to change this interpretation.

Tho second amendmeont, which is contained in both sections 631 (b)
and 272 (b), provides that the expenses of administration of the
contract of disposition and of preserving the economic interest of
the royalty recipient should be dedncted?® from the roynlty income
and not from nonroyalty income. 'This is a proper change which will
promote equality among royalty recipients and we approve it.  In our
opinion, it does not alter the original intent of the present code
as such expenses ave necessary and attributable to the sale out of
which the royalty income arises and should be charged against then.
The Intornal Revenue Service has not ruled on this point and field
agents have taken different positions, usually depending on which will
prodnces the larger tax, '

It is possible that n royalty recipient might realize a loss on his
royalty income. Under the present law, section 117 (j) of the code,
such n loss is treated not as & capital loss but as an ordinary loss, The
counterpart of that section in the bill, section 1231, continucs such
troatment. But soction 272 (b) of the bill, when fitted into the con-
toxt of sections 63 (a) and 161 of the bil), apparently denies such a
losa either as an ordinary loss deductible under section 165 (a), or asa
capital loss carry-forward under section 1212, or as a carrying charge
to be added to base under section 266. Moreover, we have not been
able to reconcile the meaning of section 272 (b) of the bill, as written,
with the comments thereon contained in the report at pages §9-60,
A68, A190-191, and A272,

1 The new langunge appears in the third sentence of ace, 481 (b) and readn: "¢ ¢ © and
the x;-lorcl OWREF IneHNs ALY DeTRON who owns an economtc interert {n coal in place, including
& sublessor,

*This la accomplished by the additlon to the firat sentence of sec. 117 ;k; (3)_IRC of
the words “pius the deductiona disallowed for the taxable vear under see, 272,'% Ree, 272
(b) of the bill dteatlowr aa & deductlon under sec, 181 : ¢ & ¢ oxyenditurea attributable
to the making and administering of the contract inder which such diaposition occurs and
to the prescrvation of the ec intereat retained er auch contract.” It also pro-
vides: “This eubsection shall not apply to any taxable yvear during which there Is no pro.
duction, or income, under the contract,” Thin last sentenice of sec, 2 b) i« new, It in
unobjectionable as' to subatance but s eubject to technical criticlsm. Reference to the
report (p. AG8) shows that the two commaa in the sentence should he deleted and that &ho
word "or" should be changed to the word “of,"” so that the sentence was obyiously intended
to read: ‘“This subsection shall not apply to any taxable year durlng which there Is no
production of income under the contract.”” Since there may more than 1 such contract

nd since, under sec, 1231, nll must be considered In 1 computation to determine the gain
or losa from the cmun. the last sentence should preferably read: This sentence shall not
ap);)y to ln(y taxable year during which there is no produetion of income under the contract.
or it there {s more than one contract, under sich contracts.”

AR5 =
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It is our opinion that losses sustained with vespeet. to voyalty incomeo
should be tronted as presently provided for in the eade under section
U7 (j), and we urgo the committeo so to provide, Drafts of changes
in the bill necessary to accomplish this vosult ave attached,?

If, howover, the committes desives to write itno tho bill the rosults as
to losses deseribed in tho rvoport, the language necessary is also
attachod.

Another desivable amondmoent. to soetion 681 (b) of the bill is to
change the word “lossee™ contained in the fifth sontence to “producer.”
This will clarify, bat, in our opinion, will not change, the meaning,
Wao recommend this amendment.?

Sineo all the foregoing amendments contained in the bill and addi-
tional changes in the N vecommeonded hy us ave mevely elavifying
and ave not intended to vepresent any basic or fundamental chango,
wo strongly urge that they should be made retronctive to Junuary |,
1051, Ifadopted, thoy wiﬁ’not have any materind effect on the vevenne,
but. will toml to increase rather than decroaso revenue paymonts by
affocted taxpayers,

Second, I wish to direot your attention to the definition of the tern
“property” in connoction with the dopletion allowanees, hoth unit and
perconta;{m, contained in soction 614 of the bill. The definition, which
:H)poars or the first time in tho codo, is a departure from the provi-

onha of the vegulations 118~—section 40.23 (m-1) (i}=—and would re-
quire a separate accounting by lessors and producers, whether or not
taking percentage depletion, ng to ench separate mineral interest, which
in the case of coal would bo ench seatn in each soparate tract as
desoribed in the deods of acquisition, and wonld deny to lossors any
vight of aggwgatinp into a single propoerty all seams in a boundary
of land composed of two or more contiguous tracts, a vight they have

Ty comforiy the rn]‘e 8 to loasea auatalued In connection with royalty fneome, an now
provided i seetton 117 (1) of the coide with reapoct to loasea snatataod an the disponition
of “property teed 1n trade or business” see, b of the bill shoutd bo “\wr tton uy
mmw‘- (it betwgr wndevstood that the Councll 1s muggenting changes only with reapect to

(b Where the dlapnaal of conl or tlber 1a covered by ree, 01 (1), na deduetlon whiall
be allowed for expenditures atteibutahte to the wmking and admiunistoring of the contract
utder whieh sueh disposttlon eccurs and to the proservatlon of the oconamle Interont
retalied under ench cantract, exeept that whoen i aty taxable year sieh exponditures plun
the adjustod depletion hasis of the ceal or (tll\l\lw Alpoacd of oxeead the amonnt roaliad
under the contract, auch ex ahall, to oxtent not avallod e & reduction under
woe, 1981, be %\ 1oas deductible under ave, 14 fa B & aubxection ahall not apply to any
faxable xear duting which thiere i na praduction of income undor the coutract, or I there
1o mare than one cantraet, undor such contracts”

00 contormy tho rale as to losges suatatned in conneetion with raxalty income as deacribed
in the report an 'pale , pee, 272 (b) of the bl ahould be reweltton as follows (1t belag
undoretoad that the Couneit e n\w‘xwllu chianged only with reapeet to ecoatt

“{b) Whero the dlapasal of coal ar timber by the taxpayer {a covorad by see, 631 (b)),

0 deduetlon shall bo atloawed hg exponditnres attributablo to the making and adminiator-
wg of the coutract under which such dizporition cecurs and ta the proservation of the
oconomic interest retatned undor such cantract, oxcept that whoen in any taxable vear the
expensva (ather than u}u\arll\mvd nroperty taxea) Inlun the adjunted depletion dakia of the
CORL or thaber dispossd of excesd the amount realized under snch contract, such oxeeas,
to the extent not avalled aa a reduetion of P\m under ree, 1981, ahall notwithatanding the
rovislons of »ec, 1241 bo treatod as a capital-loas earryover under see, 1212, Taxea paid
the awner on lane lilbjoet to such contract or contracta ahall firat be apportioned
ot and attributable to the timbor or coal covered by the contract or
coutracts eaml the value attributable to other elewonta of value, To the extent that the
appartion p%rt 0of such taxea plus the 1“)“{]"" ather expenditurea dizallowed by thiv
wection and the adjusted depletlon basla of the rﬁnl ar thn oard of oxceed the
amount realiasd fram such cantract or contracts, the taxes sha deductible under goe.
&l. In raaking thia «\npulngw. the incowe under auch contract ahatl dest be reduced by
other expenditures and the adjusted depletion basia an r en hy the taxen. Thin
u%ooc::m 0 Aot ap! to an{ axable year durlny which thaore i# na productlon of
neowe under auch coatract, or if thore ia m;r» than one contract, under auch contracts.”
With such change, the Afth sentence will read : “In determining the groes income, the
aﬁum\d gross income, or the taxadble income of the producer, the duductiona allowable
:t tl’u“:t:‘l.xet ‘t& u!ﬂ\!l andt royaltioa ahall be determined without vogard to the provislons
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enjoyad and exercised for yonrs, It is our undorstanding that this
vesult was not. intonded by the deaftsmen of soction 614, In uny ovent,
sootion GHE ns it now reads is highly objeetionable,

Tho Crramaan, What do we know about that ¥

My, Sareni, That was not. the intention,

‘The Cuamman, Will you be prepured to eluvify that?

Mr. Saen, Yes,

My, Canrentrr, Unloss changed, it would imposs n gront expense and
nuisaneo on royalty owners, operafors, and the Internal Rovonune Sery-
ico and wonld necomplish no useful purpose whatovar,

1t i3 our recommendation that. seetion 614+ of the bill should be com-

pletely rewritteny that taxpayers veporting incomo from deplotable
woporty should have tho optional right to aggregate their minera]
mteresty into one or more aggrogations ench of which is to be trented
a8 a singlo prolpm-l.y a3 they may eloet with the right to revise their
election upon the hnpllwning of any substantial chango in their hold-
ings or operations, and that apportionmont of depletion altownnces to
any single minoral intorest bo roquired only when such an apportion-
ment becomes necessary, as for example, whon such an interest is sold,
A suggostod redraft of section 614 incorporating these proposals is
nt,mcﬁod.‘

I such an appronch eannot be made by the committoe, then we
strongly vrge that a specinl rale should bo added to section 614 which
would vocognizo and prosorve existing practics with respect to aggre-
gating troots for computing unit doplotion by royalty recipients,

Thoe Cetamatan. 1invite your attention to section ¢t (b) :

For purpesea of the preceding gentence, operitting mineral interesats whleh cone
stitate All or part of an oporating unit may bo aggregated whother or not they
are luelndesd 'noa gingle teact or pareel of land and whother or not they are iu-
cluded in contlguous tracts or pareels.  The tuxpayer may not olect to form more
tluia;\ one aggregution of operating mineral interests with any ono operating
unit,

Mr, Caneemenn, W Chanirman, as T read that langunge, it is limited
to the election allowed to those taking percentage depletion to form

® Rodraft of ree, G414 18 aa followa:

“8RC. 414, DRFINITION OF PROPERTY,

“{0) GRNENAL RULk, For the purpore of computing the deplatjon allowanee in the enre
of mines, wotle, and other nntueal dopositr, the torm ‘property’ means onch sepnrate
]l:\\‘!‘c“l\\nl owned by the taxpayer 1 each mineral doposit in each separate tract or pareel of

.

() ELRCTION 'Te A0ORKOATR BRIPARATR INTRUKSTN. If A (axpnyer owne two or more
separate wineral intererts, e may elect—
" to apreegato {wo o inore of such intereats Inte one or more aggrerations,
enell of whieh shiadl be connldered an a separnte property @ and
SN to treat na a reparate property each xuch interest which he does not eloet to
elide withiiv an narregatlon referred to in subnaragraph (A),

() MANNKR AXD 8COPR OF RLECTION, The eleetion provided by subsection (h) shall he
made, I accordance with regulations preacribed by the Secrotary or his delogate, not Inter
than the time preseribod for Aliug the return glnclmllm: exfenslona thereot) for the fArst
taxable year haghining after December 81, 1053, with reapect to mineral fnterests owned
by the taxpayer at the end of such year.  Such clectlon may he revieed by the taxpayer
With veapect to rll mineral Interosts of the taxpayer not later than the time for Nlmg the
return (inclnding extonsions thoreof) for any subrequent taxnble year during which the
taxpaver acqulres or dlspater of a mineral inforest or changea any mineral {uterost from a
development stage to n production stnge or ahandons operatlons in any minernl interest,
Au electlan made by the taxpayer siall be bluding on the taxpayer for all subseqitont taxne
ble veurs unleRs revieed nnder the preceding renterice or unloss the Soerctary or his delegate
:ﬂhul‘ \;(\llll::‘l‘\{ﬁm & different treatment of the intercst with reapect to which an eloction

ng bheen mnde,

C(d) ATPORTIONMENT OF DEPLRTION ALLOWANCRS, Whero there has been nn aggrepation
of ninoral interests tnder subxectlon (b), the depletlon allowance with reapeet to

¢

aggrregation shall be reasonably apportioned among the mineral Intereata aggrernted for

i%tilnu:;poao otlaiq!ormlnlng the 4\5,‘.\1:(‘%1&\:"'0 Lasls of cach such interest ﬁmlor Rection
w vy v



1266 INTERNAL REVENUE CODE OF 1954

an aggregation within one oi)el'uting unit. anud does not apply to
royalty owners or recipients who do not take percentage deplotion.

ow if that language were made applicable to what is described
in there as nohoperating mineral interests, which would be the royalty
recipient, it would be entirely all right.

The Crairman. Bring that to the attention of the staff,

Mr, Campners, 1 am sure there is u defect in draftsmanship which
just didn’t occur to the draftsmen when they were working on it, since
they had their attention primarily focused on the problems connected
with percentage depletion,

Senator CarusoN. Mr. Chairman, I remember the my appent-
ances of Mr, Campbell before the House Ways and Means Committee
and he usually cnme in with good suggestions, so T would hope his
renrks will be given their due regurd before this committee.

The Cratrman, I hopé the staff will puy special attention to this
when we get into executive session,

Mr, Caneneur. Thank you va much, Mr, Chairman,

Continuing, I suggest a special rule which should be substantinlly
as follows:

(c) 8prcrAL RULR A8 TO NONOPERATING MINERAL INTRRESTS., If a taxpayer
owns 2 or nore separate nonoperating mineral interests in a single tiact or parcel
of land, or in 2 or more contiguous tracts or parcels of land, the tnxpayer's
{nterests in such minernl propertles mny he considered to be a single property,
provided such treatment is cousistently followed by the taxpayer,

g;)h;; i(s su?ztu)ntinlly the language of present regulntions 118, section

.28 (m-1(1)). )

'The CrarmaN, Have you discussed this with members of the staff ¢

Mr. CampBenr, Yes, I have, I have with the Internal Revenue
Service, but not with Mr, Stam and his staff,

The CrrairMaN, I suggest you muke a date with Mr, Stam.

Mr. CampprrL. Thank you very much, sir. I will be happy to do

If the committee retains a difference in treatment between operating
and nonoperating mineral interests, we do not suggest that a non-
operating mineral interest should be combined in one aggregation with
an operating mineral interest. :

hile this subject is highly technical, it is of extreme importance
to taxpayers affected and deserves the most careful and diseriminat-
mi attention both as to substance and as to technical languago.
thank you for the privilege of appearing before this distinguished
committee. :

The Crairman., We thank you.

Mr, J. Rutledge Hill was scheduled to present an oral statement in
behalf of the National Sand and Gravel Association, He was unable
to appear today becanse of iliness but his statement will be made a

rt of the record in lieu of his personal appearance,

(The statement of J. Rutledge Hill follows:)

BTATBMENT oF J. RUTLEDOE HILL, DALLAS, TEX., CHAIRMAN OF COMMITTEX ON
TaAXATION, NATIONAL BAND AND GRAVEL Assoclux:m, oN PERCENTAGE DE-
PLETION

My name s J. Rutledge Hlll. I am president of Gifford-Hill & Co., Inc,
Dallas, Tex,, which has sand aund gravel operatlons in Texas, Louislana, and
Arkansas, I appear before you as chalrman of the committee on taxation of the
National 8and and Gravel Assoclation, i

i
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I was a witness before the Ways and Means Committee of the House of Repre-
sentatives in the public hearings conducted by thnt committee last yenr, This
statement will not duplicate the testimony offered at that time and will be
contined, as you request, to the additional recotnmendations which my industry
hax to offer on the basis of the bill which passed the House and is now pending
‘sefore your commitice,

I shonld make it elear at this point that although at the public hearings
conducted by the Ways and Means Committee, I represented hoth my assoclation
and the Nationnl Industrinl Sand Association, this morning I appear only for
sand and gravel producers and not for producers of industrinl sand, whose
products and probiems In this connectlon are quite different from ours,

The bill pasged by the House propoxes a percentage depletion allowance of
18 percent for chemical and metallurgical grade lmestone for whatever {nlrpom-
nsed, My industry belleves that this i8 & sound proposnl and s fully justified
by the national policy of granting a percentage depletion allowance to indus.
tries with wasting assets, It is our hope that the wisdom and the justifleation
of this proposal will be recognized by your committee; but I must say in hehalf
of the industry which I represent that the same cousiderations which led to this
decislon by the Houre apply with equal force and logic to the sand and gravel
industry, whose percentage depletion allowance of § percent the House does not
propose to change,

Snnd and gravel producers and producers of crushed limextone used for con-
struction and bullding purposes are in compatition with each other alt over the
United States for common markets, Kach should therefore get the same consid-
eration from the Congress under the national policy of encouraging the mining
industries to explore and develop new gonrces of supply in order that the
mounting demanda of the conntry for mined products may he fulfliled.

I should therefore like to ask your committee to Include the sand and gravel
fndustry in the cntegory of mining industrics entitied to the 15 percent percent.
age deptetion allowance, Another competitor of our Industry, with whom we
must compete in many areas for highways and streets {8 the rock asphalt
tndustry, which has heen entitled to a percentuge deplotion allowance of 15
percent since 1043, There {8 no evidence in the public record that thia industry
Is entitled to more considerntion than the sand and gravel industry and ‘we
hope that your committee will eliminate this competitive inequnlity imposed on
the sand and gravel industry. To a lesser extent, but nonetheless neute in
certain phases of our operntions, we will be at a disndvantage it the proposnl
of the House of Representatives to incrense the percentage depletion allowance
fur slate from & percent to 13 percent is approved by your committee without
Inereasing our own rate by a correaponding amount,

I ask for your committee's consideration of the demonstrated need for equality
of treatment in the application of the percentage depletion polley. We do not
wlsh to be regarded as asking here any reduction in the percentage depletion
rates provided for in the bill which passed the House. We belleve that the action
of the Ways and Means Committee and Its later approval by the House is easily
Justified on the facts and in full accord with a wise national policy; but we do
urge upon your committee the propriety of according to all industrles in the
same mining family the same rate for percentage depletion in order that obvlous
inequalities may not be imposed.

The-sand and gravel lndustriv‘ is second only to the bituminous coal industry in
annual tonnage produced-in the United States. Our country is exhausting its
economically available sand and gravel reserves at a distressing rate, We face
the prospect of serious sand and gravel shortages In many areas, and while I
realize that it is a grave but common error to suppose that sand and gravel can
be found almost everywhere, the grim truth i{s that under modern conditions
vast sumg of money must be spent first to explore for and locate a satisfactory
sand and gravel deposit and then to build a plant which will produce and process
the materlals in conformity with the severe specification standards now required
to be met before our materials will be accepted.

It is my deep-rooted conviction that our industry on the merits and on the
basls of competitive equality, is entitled to an increase in percentage depletion
allowance from 8 percent to 15 percent. )

The CuamrmMan, Mr. Barker——a
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STATEMERT OF RICHARD B. BARKER, BIBB MANUFACTURING CO.,
MACON, GA,

Mr. Barker, My name is Richard Barker. T have offices in the
Southern Building, Washington, D, C., and I represent the Bibb Mun-
wfacturing Co., of Macon Ga. I ask permission to put my written
statement In the record and T will summarize it orally, if I may do so.

The CramrmaN. You may do so.

(The prepared statement of Mr., Barker follows:)

STATEMENT OF R10HARD B, BARKER REPRFSENTING Bisn MANUFAOTURING Co.,
MACOR, Ga,

The enclosure has been prepared for use in acqualnting members of Senate
Finance Committee with the status of the pending House legisiation pertaining
to the suggested revision in the Revenue Code to permit the use of the lower
of LIFO cost or market, and in soliciting support of an amendment to the
current tax revision bill by the Senate Finance Committee to include this much
needed revision,

MEMORANDUM ON H, R. 5205 axp H. R, 5206

There are pending before the House Ways and Means Commlttee, two bills
(H, R. 5203 and H. R. 5208) the enactment of either of which will remove from
the Internal Revenue Code an inequity among taxpayers whose taxable lncome
is substantlally affected by inventory methods. These bills, by amending section
22 (d) (1) of the Internal Revenue Code, permit a taxpayer who adopts the
last-in, first-out method of inventorying, to value his inventory on the geperally
accepted method of cost or market, whichever is lower, instead of forcing bim to
use only the cost basis,

On July 21 in the hearings before the Committee on Ways and Means, testimony
was given by representatives from all industries urging that the contents of
these bills be included in the current tax revision legislation. This testimony
included representatives from';

The American Cotton Manufacturers Institute
The American Mining Congress
The American Retail Federatlon
The National Retail Dry Goods Assoclation
The National Assoclation of Manutacturers
The National Coal Assoclation
The American Institute of Accountants
and many other groups and individual taxpayers. :

It 18 understood that when this tem was brought up for discussion in com-
mittee, the item was not acted upon favorably, primarily because of a mis-
understanding of its principles. Subsequent discussions with individual mem-
bers of the Ways and Means Committee who opposed the item, clarified thelr
understanding, and they stated they would change thelr views upon any sub-
sequent action. However, they also stated that it was inopportune to attewmpt to
call for a reconsideration and suggested that the only lmmediate course of
action would be through an amendment originating in the Sehate Finance Com-
mittee. Hence, the following information s submitted.

The peed for this legislation will be evident from the following brief suryey
of the present sftuatfon with respect to the effect of inventory methods on
fluancial statements and on the amount of taxable income.

Section 22 (d) (1) of the Internal Revenue Code provides that all taxpayers
may uge the last-n, first-out (LIFO) pricing principles in determining {nven-
tory valuatlions, These provislons were enacted by Congress in the Revenue
Act of 1930 for the express purpese of providing a means through which the
increased cost of carrylug the same required Inventory investment, due to price
riges, would not be considered business profits. .

For 10 years following enactment in 1680, administeative Interpretations and
regulatlons issued by the Bureau of Internal Revenue discouraged, and in
;nanytlngtances specifically prohibited the use of LIFO except for very simple
nventories,
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The Bureau did not broaden its regulations until compelled to do so as the
result of gseveral ‘'ax Court decislons {n 1047 (Hutsicr Bros,, 8-TC-14; Kdgar A,
Basse 10~-TC-828, and Siwweeney & Co., Ine, T-TCM-121), which upheld practi-
cal mechanics of applylng the last-fn, first-out method for complex inventorles,
This was In 1940—10 years too late—and by that time prices had risen more
than 100 percent over the 1930 levels, As a matter of fact, the procedural oppo-
sitton of the Bureau of Internil Revenue to the adoption of the LIFO method of
valuing Inventories by tuxpayers has not digappeared even today--16 years after
Congress acted on the matter. As recently as February 1054, the Bureau issued
Instructions whereunder for the Hrst time they recognized practical methods
whereunder so-culled speclalty stores could adopl LIFO.

It is this silent but powerful opposition of the Burcaw and the Treasury to
the approval of sensible applications of thie LIFO principle which justifies and
merits relief actlon by Congress at this time, It has been estimated that only
about 10 percent of the country’s inventories are valued on a LIFO basis. A
large part of the remaining 90 percent of the inventories of the country undoubt-
edly would have etected the L1FQO method prior to the present time but for
the fact that the Bureau of Internal Revenuce elther advised the taxpapers that
they weve prohibited from adopting the method or advised them that, If the
nmethod was permissible, the procedures acceptable to the Bureru were such as
to make the use of LIFO completely impracticable.!

In short, there has been a step by step forced and reluctant retreat by the
Bureau and Treasury with respect to the LIFFO problem and it is subinitted that
under such circumstances it 18 entirely appropriate that Congress should enact
rellef legislation so that the taxpayers who were misted by the Government can
now adopt the LIFO method.

While most of the ndministrative blocks of the past have now been eliminated,
still it is unreasonable to ask a taxpayer to make such an electlon when.all the
economic factors indicate that prices are at thelr cyclical penk. This Is ocen-
sioned by the fact that the present statute requires LIFO taxpayers to value thelr
inventories at cost rather than at “cost or market, whichever {3 lower” as is
permitted FIFO taxpayers. No one in their right mind would freeze thelr
inventory prices at costs determined at the peak of a price cycle. Thus, while
taxpayers who have heretofore been dissunded by the Bureau tactics from making
the election, now, for the first thme, have what can be considered a free election,
but the timing of the free election destroys fts validity, .

The Treasury, to date, has indicated orally its objections to the rellef bills,
It is difficult to underatand the Treasury position in the light of the past perform-
ance of the Bureat of Internal Revenue, There has been no published statement
by the Treasury to the effect that the rellef bills would cause any {mmediate loss
of revenues—and it is doubted that any such claim can be valldly made In the
light of the stationary position of commodity price indices and the fact that if
prices go down, the 90 percent not on LIFO under their present inventory pricing
basts will write down thelr inventories accordingly and if prices go up and LIFO
is ndopted by any of the 90 percent, any income which is thus deferred to future
years will be more than offset hy the Increase in profit from turnover of inven-
tories during the period of acceleration.

Also, prices would have to drop generally about 60 percent below thelr present
levels before the inventories of the 10 percent now on LIFO would be affected so
these are not reltef bills for those now on LIFO,

The long rango advantage to both the Government and the taxpayers from
adoption of the amendment to the law can be best summarized by the following
twelve points:®

1 Proof {s avallable that taxpavers were adviged that if they adopted LIFO they must
uae 8o many subcingsifications of Inventory as to make the method unworkable, _For exam.
ple, one textlle concern was advisad it would have to st up 24 different clareifications of
cotton—one for ench grade and staplo of cotton nsed even though all their finished goodr
were roarse carded yarng or fabrics made therefrom, For yenrs the Rurean tsed pressuren
o mnke taxpavera excltde labor costa from thelr LIFO inventories on the threat that, if
neluded, the taxpayer would have to use impraetical suhelassifications of goods, Hven
alay the Burcau requirer a gepnrate classification of Inbor cgsts from material costs even
though they are both cost clementa of the finished goods, For over 2 years the Burean
hat haen considering, hut to date hne not pudlished, & mimeograph adviaing taxpayers who,
heenuge of prosgures exerted on them at the time they made thelr elections. made Imprac.
ticn] classifications of thelr inventories, how they can adjust thia situation throush the use
of thr so.erllnd dollar value method, . Numerona other detalled exampler comld he nre.
rented which demonstrate the unsympnthetie and noncooperative attitude of the Burean.
L4 l:{nlm;xa before Committeo on Ways and Means, 83d Cong., 1st sess,, pt. 1, pp. 638,

eAnly).
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1. Encouraging the adoption of LIFO by permitting all compnnies to use the
lower of LIVO cost or market, will provide an opportunity to provent further
paper profit intlatlon if and when prices go up and thus prevent these additiounl
paper losses if and when prices go down,

2. Qiving all taxpayerr who ndopt LIFQO, the right to write down to the eurrent
coat or market, will give them no greater deductions from acenmulnted income
than they will have {if they postpone their shitt to LIFO untll a lower price tevel,

3. Under the present law (without the amendment) all companies not on LIFO
now have the right to tnke write-downs to current cost or market when prices
recede and then shift to .. O,

4, Likowlse, under the oxtating law (without the amendment), new companles
which cone Into existence at high-cost-lovel perlods, will walt until prices recedo
hefore adopting LIFO and thus they, too, will be foreed to write up their
Inventories If prices go up before a deeline takes place.  On the other hand,
companies which adopted LIFO early In the picture and have subsequently
expanded thelr operations In the more recent high-cost years, find themselves
with Invge portions of thelr expanded inventories frozen at these more recent
high-cost levels, .

6. The amendment to permit the lower of LIIO cost or niarket will provide the
possiblllty of at least partinlly ellminating the inequitics nmong taxpayers cansed
by the restrictlve administratton of the origlnal TLIFO provistons for a perlod
of 10 years subsequent to 1089 during which prices doubled.

4. Over a complete price eycle, the same amount of business profits will be
availnhle for taxuatlon—profits are merely shifted to the year in which they are
rentiged—wlithin the cycle,  Aguln quoting from the United States Departinent
of Commerce Survey of Current Business, Muy 1083, on page 20:

“Over n complete price cycle tolnl profits before taxes wili tend to be similar,
tor any one firm, under either (LIFO or FIF0O) method.”

7. For shorter periods of less than & complete price cycle, the effect upon
taxahle revenues will be to level out profita—a definite bhenefit to both the business
economy and the Treasury, Another quotatlon from the Survey of Current
Business, page 20, of the May 19063, {ssue I8 pertinent : .

“Another reason for the ngreml of LIFO 18 the grenter atability of LIFO
profita relative to FIFO profits over an extended perlod. LIFO profits are
lower In thnes of vising prices when profita are typleally high, Conversely,
reported profits are greater (or losses smaller) wnder LIFO than under FIFO
fn thmes of falllng prices when profits are typleally low, To mnny businessen,
the mmoother, more atable plcture of earnings provided by LIFO 18 onoe of the
more attractive featurea of the method.”

8 Taxpayers will be ahle to ndopt LIFO for tax purposes and atlll continua
to keep thelr accounts in conformity with gound husiness principles and accepted
acconnting practices, 1. ¢, that Income should not be recognixed until reallxed,
and that provision should be made for losses when It appenrs likely that they
will occur.

9, It will permit uniformity and elarification of financial reports.

10. The poasihle shift to LIFO which might be encourngedd by the amend-
ment would bo a gradual one with a relatively minor effect upon tax revemies
in any one year—and then only In a period of rising nrices, During such
perfods, the windfalt of taxable realized profita from the effect of price increases
ag Inventorles are turned over soveral times during an annual {miod. far exceed
the unrealized “paper profits” in Inventories which are shifted to a future yoar
through LIFO application,

13, It is significant that the United States Department of Commerce In its
national income accounting uses a method of inventory valuation which closely
resombles the LIFO method, The National Income Supplement to the Burvey of
Current Business (1051 edition) on page 30 states:

“The LIFO method of inventory nccounting ylolds reaults most akin to natlonal
{ncome practice.”

Also an page 21 of the May 1058 imue of the Survey of Current Business,
the statement 1s made that:

“The basic principle of the LIFO mothed, tho charging of curront costs to
current r:venuu. {s essentially the same an that emm{dled in national income

neepts.

It would seem, therefore, that the LIFO tax law should be amended to remove
the obstacle which prevents its adoption by Industty generally.

12. Basically and most fmportant of ail, it will provide & single method of
tnventory pricing through which all taxpayers can at mil times keep price infla-



INTERNAL REVENUE CODE OF 1084 1271

tion out of Inventory valuntions, and business peotits determined thereunder
will he reallzged profitr fully avallnble for disteibution as dividends, taxea, ote,
Only through the combinption of the LIFO order of priving and the lower of
cost or market inventory valuation method can business be condueted In necopd.
ance with sound principles and taxation of business profils placed upon the
solld foundation of enly taxing profits that have been realized.

Oue other facet of the problem deserves attention,  P'he advocates of 1L R,
HRO0 and K200 have attempied in every possible way to meet the 'Creasury repres
sentatlves more than balf way on the proposal to amenad the LICO provisions
of the code. On April 8 1102, H. R, 7447 war tntroduced by Representative
Camp, of Qeorgln, and on April 28, 1052, H. R. 7064, an ldentieal hill, was
Introdueed by Representative Reed, of New York, in an attempt to effectunte
o reasouable compromise of this problem.  Representatives of the Treasury hnd
argued that the bills tntrodieed In the present sesston of Congress (1 R, 5200
and 11, R, B200) gave an indelinite perlod within which there could be a perma.
nent write-down of costa to market values,  Although rightfully no lmitatlon
pertod {8 n part of the basle principles Involved fn this problem, since we are
denling with matters of established business and aceounthr practives, a 5-year
perunnent wrebte-down perlod was Ineluded n those compromise B, Sueh
a proviston wonld at least protect the taxpayers from electing the LIFO method
nt a time when [t appears we are at the very peak of (he price eyele,

The advocates of the bllla jutrodueed durlng the present sesslon are st'll
willlng to aeeept the compromise proposals,  ‘They cannot helleve that the present
Treasury officinls wourld oppese the compromige If (hey were fully aware of all
the mmerous lwmpediments strewn In the tnspayers’ poath (n the past with
respect to the right to use, and methods of application of, 1.IFO,

Mr, Barker, Thero were introduced in the Honse last year two hills,
identieal in form, H, R. 5298 by Mr, Byrnes of Wisconsin, and X1 R.
5206 by Mr. Crmp of Georgin,  The purport of these two hills was not
included in I, R, 8300, They deal with a vevision of section 22 (d)
of the Internnl Revenue Code, dealing with the method of costing
inventories and more particularly whether or not “last in, first out?
taxpayers should be allowed the privilege that “first in, first out”
taxpayers arvoe allowed i. e., of costing their inventories at cost, or
market, whichever is lower,

Muy I say that the purport of theso bills is backed by sueh associn-
tions s tho National Assoctation of Manufacturers, the Amevican
Retnil Federation, the National Retail Drygoods Association, the
Ameriean Tron and Stecl Institute, the American Cotton Mannfnc-
turers’ Institute, the American Mining Congress, and the National
Conl Association,

The Cutairman. What is the thing that you are trying to dot

Mr. Barker. Specifieally, what we are trying to say, Senator, is
this: That under the Internal Revenue Code, taxpayors are entitled to
uso their “first in, first out,” or “last in, first out,” as'a method of evalu-
ating their inventory.

For years, “fi-fo” taxpayers have been allowed to use cost or markot
whichover is lowor, Whereas, “li-fo” have been restricted to the use
of cost in pricing out their inventories, and are not entitled to use
market when market is below cost,

‘Tho renson why we feel this relief provision should be included in
the Internal Revenue Code is becauso, frankly, although Congress

L wevel ¢ p X ) gre
mssed provisions in section 22 (d) entitling taxpayers to use “li-fo?
m 1939, the administration quietly and subt y was opposed to the nse
ot *i-fo” and frankly blocked it in every ?osslbln way.

Now for example, I know that my particular client, the Bibb Manu.
facturing Co. came up here in 1941 or 1042 and inquired as to how it
conld utilize the “last in, first out” methad of valuing its invontories,

45004 —54—pt. §—- @
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‘They were advised that if they wanted to use “li-fo” they would have
to split up their inventories into so many subelassifications, as to mnke
the use of it impractical,

For example, for 10 years, the Bureau of Internal Revenue told
department stores that they couldn’t use “li-fo” and it wasn’t until
we took a test case to the courts and fought it out in hitter litigation
that the Burean was told that they were wrong and that Congress in-
tondod that all taxpayers hiad the right to use “h-fn"‘ and the Bureaun of
Internal Revenite had no right to sy that any particular group or
class of taxpayers could not use it. .

For 10 years, the Burean fought & practical method of applying
4]i.£0” where labor costs were used in determining the value of the

3. It was not until Jannary ov February of this year, 1064,
that the Burenu came out with regulations permitting spectalty stores
10 use “last in, first out” methads of valuing inventories on a practieal
basis, The Bureau has had under consideration for 2 years & mimeo-
graph, which is not yet issued, advising more complicated businesses
of the practical methods of using indexes for valming their inventor-
ies, So there has boen this opposition by the Burenn nnd the Treasu
Department to the advising of taxpuyers of practical means by which
they could use this “last in, first out” method of valuing inventories,
with the result, Senator, that only about 10 or 15 percent of the tax-
payers of this country have taken advantage of the provisions of law
that Congress put into the Internal Revenue Code in 1039,

Now under these circumstances, we maintain that it is only fair and
equitable to give those tuxpayers who were dissugded from using
“1i-fo” an opportunity to go on and take advantage of that provision
of the Internal Revenue Code. But no taxpayer in his vight mind is
going to elect to go on “li-fo” at the time when Four price indexes are
at a possible peak, because if we are restricted to using cost, as the
statute now requires, we will have: our costs frozen and if there is
a recession in the price indexes, we will have to continue to carry them
at cost, whereas “fi-fo” taxpayers can write them down to market.

Now the provisions of these two bills, H. R. 5205 and H. R. 5208,
which are identical, provide that taxpayers can, on the “li-fo” busis,
use cost or market, whichever is lower, just as “fi-fo” taxpayers can use
it. I must say, I understand the Treasury is opposed to these bills,
I must also say there was a difference of opinion in the House Ways and
Means Committee as to whether the grovnsion should be put into H. R,

00. T do want to call attention, however, to the fuct that 2 years
ago, largely with the help of Mr. Stam’s office, & compromise bill
was dra in the 82d Congress, H. R. 7447, by Mr. Canip, and H. R,
T84 by Mr. Reed, The compromise bill doesn't say that “li-fo” tax-
!)a ers.can write down their inventories to cost or market, whichever
18 lower, on & permanent basis, but it does say because of the past
inequitable administration of section 22 (d‘? of the Internal Revenue

de, taxpayers for a period of 5 years shall be allowed to writo down

their inventories to coat or market, whichever is lower, and establish
n.new low-cost base, L

.. Aftor the B-year l;’):rxod, while.they can at;miwrit.e down to' market,

if the market. gﬂ:xea low cost, thereaftor if prices rise, they will pick

up income go that there will be no permanent loss of revenue to the

’lgﬂw spartment. SR o
'

«
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1 Lelieve thut a happy solution to this problem of working out the
inequitable situntion tl-hut has existed in the past, could be accomplished
if this committee would take the compromise bill and put it into the
Internn] Revenue Code,

1 do feel that sume corvection should be made beeause of the atttindes
of the Bureuu and the Treusury Department, as proven by the fights
that we have had to have with them over a period of 10 years on this
subject. Weo vespectfully urge that the compromiso measure would
solve the problem wnd very frankly I can say this, that in my opinion,
Senutor, this s one provision that would not cost the Treasury any
bomedinte revenue, beeause our price index lovel is more ov less at a
stationury point. It would correet an inequity and not cost the Gov-
ernment money at the present time,

Thank you very much,

‘The Caamman, Thank you very much.

Mv. Higging——

STATEMENT OF ALLAN H. W, HIGGINS, BOSTON, MASS.

Mr. Hicarns., Mr, Chairman and members of the committes, my nume
is Allan H. W, Higgins, of Boston, Muass,, and T represent o group of
real estate and investment trusts and their beneficiaries,  These trusts
were formed nbout the (urn of the century—that is,most of then were—
before there were any income taxes and were formed for the purpose
of providing a means of diversified investment in real estate, renl estate
then being deemed to be even more of u trustee’s investment than were
stocks and bonds.  These trusts were formed largely by soliciting sub-
scriptions from shareholders for shares of honoﬁcinl mterest and the
proceeds from these subseriptions were held by the trustees who used
them to acquire locations for, chiefly, office and mercantile buildings in
vurious sections of the country, and in most cases built the buildings,
although in some cases they later sequired other buildings by purchase,

The trusts were performed to provide centralized management and
diversification of investment, and minimizing of visk because even
in those days it had gotten to the point where very few individunls
could build a large ofﬁ ‘e building, However, many small individuals
could combine together and provide the capital for the building and
by doing that in a number of different instances, vould diversify the
risk of investment in any one picee of real estate,

Now, for many years, these trusts were taxed us striet trusts but in
the late 1020's or carly 1930, gradunlly by court decisions they were
held to be more like corporations than like frusts and weve subjected to
the corporate tax.

By that time, however, the real estate situntion with reference to
meveantile buildings was in such a poor economic condition that the
impact of the corporate tax was not very serious, as most of these
trusts had very little income, at that time, and many of them had
lossos. As the older leases expired and new leases were written so
that the trusts made income, the payment of the corporate tax has.
becoine exceedingly serious,

‘The amendment which we pm‘f)ose would incorporate the substance
of H. R. 8418 (which was introduced in tho House by Representative
Goodwin) in H. R. 8300. It applies to these real estate investment
trusts the same tax treatment as was applied to the security-invest-
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ment trasts in the Internal Revenue Code, that is, to tax the trust
beneficiaries on the income from the rents, dividends, and interest
which is currently distributed by the trust, to tax the trust beneficiaries
on distributions of capital gains, and to relieve the trust of the cor-
Fomte tax on such distributed income which is imposed by present
law. That is very much as the system works with reference to security
investment trusts, that is, it applies the so-called conduit theory.

Now the justification for the tax treatment of real estate trusts, like
that of security investment trusts, is that these trusts are inequitably
subjected to a corporate tax on all their net income under present law,
whereas the security investment trusts are not. This corporate tax
on real estate trusts is confiscatory in that if a trust buys a building
which an individual could buy on a 8-percent basis, the trust, after the
50-percent corporate tax, has only 3-percent net to distribute to its
beneficiaries, These real estate trusts are ‘substantially similar in
form and substance to security investment trusts. As I sanid, the
security investment trust got relief from the corporate tax on the
theory that they were mere conduits of the income received, which was
then ar?Iy distributed to shareholders, and that the shareholders
really had an indirect or beneficial ownership in the underlying assets.
The very game thing is true of these real-estate investment trusts,

For instance, comparing & bond investment trust with real estate
investment trusts, it agpenrs that rental real estate is just as much an
investment as are bonds. The interest on the bond is paid for the use
of the money, and rent is paid for the use of the real estate, Both
types of investment trusts were formed for the snme purposes; namely,
centralized management, diversification of investment, and the mini-
mizing of risks,

The management dutids of trustees and real estate trusts are sub-
stantially similar to the duties of the trustees of security investment
trusts, that is, they handle the investment, they employ field forces
to go out and look over the various corporations in which they own
securities, The same is true of the real estate investment trust.

The Cuamrman, Does the real estate investient trust occupy an
active management rolef ‘

Mr. Higains. I don't think they do occupy nn%more of an active
management role than do the security trusts, The security trusts
maintain large staffs of research people and fieldmen who not only
consider the financial statements of these corporations but go out
and investigate them and decide whether or not they are going to invest
in them, The same thing is done with the real estate trusts,

Furthermore, in many cases with reference to the real estate trust,
and in fact in most cases, they employ a management firm of real
estate managers to manage the propertg. .Now that is a_very inter-
esting thing because, if you consider a business organization, such ns
a manufacturing or sale organization, they will not go out and employ
a firm of managers to mnanage that manufacturing or sale corporation.
People do go out and employ real-estate managers to manage an
office building—it is a very common J)ractice, and the reason for that
comparison is because real estate in that sense is an investment. It is
trup that the handling of that investment requires a little diffevent
operation than the handling of security trusts, but certainly a much
less staft, and the employees in an office building in most instances

'



INTERNAL REVENUE CODE OF 1054 1275

are not in the employ of the trust, they are in the employ of the man-
agement firm who collects the rents, handles the employees, and dis-
tributes the net to the trust so that the employees, the elevator oper-
ators, and so on, are in the employ of the mrnagement firm rather than
in the employ of the trust, directly, so that the trustees devote their
time largely to investing possibilities of investment in real estate, or
the acquisition of additional rental properties. They deal with the
managers with reference to whether the rents should be raised or
lowered or whether there ought to be possibly a new front put on the
building, but the management firm is the one which actually does the
operation,

The same is true with reference to investment trusts. There fre-
quently is a management finn which manages the security invest-
ment trust,

Now the effect on Government revenues from this we believe would
be minor, in that there is a provision in here, in our suggested relief
for these real-estate trusts, similar to the provision with reference to
security investment trusts, that the trust must distribute 90 percent of
its income to its beneficiaries, so if they save the cox'%grage tax, of
necessity the amount of the corporate tax would then be distributed
to the beneficiaries, and would be subjected to tax at surtax rates, in
the liands of the individual beneficiaries, which in many cases might
be considerably higher than the corporate-tax rate.

As it is now, lmff of the income 1s being taken by the Government
at a 52-percent rate, and that isn’t distributed.

The Crair:MaN. What would you like to do?

Mr, Hiaeins, Qur proposul sqeciﬁcn]ly, Senator, is to take sub-
chapter M, chapter 1, of subtitle A, which covers regulated investment
companies, and divide that into two parts. Part 1 would cover the
regulated investment companies, and part II would cover the real-
estate investment trust,

Then we would specifically provide that 90 percent of the income
of these trusts must be from interest, dividends, and rent, or income
from real estate. At the moment, in the case of the security-investment
trusts, 90 percent of their income must come from interest and divi-
dends on stocks and bonds. This merely adds rent to that definition.

Then we provide, as do the security-trust provisions, that not more
than 30 percent of the trust gross income may consist of short-term

ins on security sales, and then we go one step further and provide
that not more than 30 percent of its gross income should come from
sales of real estate, held for less than § years.

Now, we put that provision in advisedly after consultation with the
staff, becruse we wanted to make doubly clear that these trusts are
not in any sense real-estate dealers. They don’t buy for resale; they
buy for long-term holding investment purposes, And we didn’t want
to get our type of operation confused with the real-estate dealer who
invested for a quick speculation.

The CuairMAN. Supposing you have a real-estate trust which sells
everything it has. at is the tax effect to the trustees and to the
beneficiaries

Mr. Hicorns. If it were to completely liquidate ?

The Cuarruan. Yes, :

Mr. Higons, First, if the present law prevailed, if the trust sold,
you would have a capital-gains tax on the sale by the trust of its under-
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lying real estate and, secondly, upon liguidation to the beneficiavies,
if it was complete liquidation, the heneficiavies would realize gnin or
Yoss, depending on what they had paid for their shares of boneficial
ownership in the tenst, based on the amount that was distributed to
them in conneetion with the liquidation,

Naw, there is o very serions danger of foreed Tignidation on these
trusts, due to the fact that the market vatue of these shaves is dopond-
ent nlmost entively (us cun be demonsteated for a peviod of 30 yenrs)
on the eapitalization of the dividends they pay.  Thie to the corporate
tax. the dividends have been halved, and the value of these shares has
gone down substantinlly,  On the other hand, it can be demonstrated
that the market value of the underlving assets is considerably higher
than the value of the shares which is based on the dividend.

So, if fhese trusts wore completely liguidated, the shaveholdoera
would undoubtedly get more in lignidation than they ean get by sell-
ing their shares, and there ix congidernble prossure as novesult of the
corporate tax to liquidate these trusts,

The Crramnaran, Do the beneficinvies have a voiee in this?

My, Hiaains, Generally the trustees have the complote power, but in
o good many instances, the beneficinvies enn vote to foree a liquida-
tion by a two-thivds or three-fourths vote of the beneficiavies, In
gome of the trusts the heneficiaries have some anthority with reference
to the selection of suecessor trustees.  Tn other cnses, the teust is self-
porvnhmtin{z.

I wonld like to say, Senntor, that n statement has been filed by
Henry M. Channing which develops that point gquite substantially,
and T hope will be incorporated in the record riglh! after our state-
ment so that the two may be together.

The Crieaemax, 1t will be so incorporated.

".('I‘l.u\ s\tnmnm\t referred to follows the prepared statemoent of Mr.
igring,

Mr. Ihaorns, T wonld Jike to say we hnve prepared n detniled state-
mént with the proposed provision for amending IT. R, 8300, which I
would like to ask permission to file and have incorporated in the
record,

The detailed statement veferred to appear sat {v. 1280n.)
The summary of the statement referred to follows:)

RUMMARY STATEMENT RE ProvosEn AMEXRDMENT To H, R. 8300 To Tax Rrate
IRBTATE INVESTMENT TRUATA LIKK SKOURITY INVERTMENT TRUATA

1. Purpoze of the amendment

To apply to real-estate Investment trunts the aame tax treatniont as {a applied
to securlty investment trusta, namely

(@) To tax to the trust benoficlaries the income from ronts, dividends, and
intercat which (s currently distrlbuted by the trust;

() To tax to the trust bencflelnries all distributions of capital gains, and )
+ (0} To relleve the trust of the corporate tax on such dlatributed lncome which
{x Liposed Ly present law.

11, Juatificalion for taw trogtment of rcal-cstate irusts Mko that of seourity
inveatmont trusie

(1) Renlestate Investment trusts, as compared to security investment trasts,
are inequitably treated under the Fedoral tax law, th that the former are sub.
Jected to & corporate tax on all thelr net income, whereas the latter are not,

(2) The corporate tax oh real-estate trusts is conflacatory in that if a truat
buys & hulldlng.v;mch an individus] coutd buy on a 6-perognt basls, the tppst,
[y i the BO-perccnt eorpof::le ax; has only 8 percent net for its benoficiaties,

- () Real-atité (nvestiment trusts ave substantigily similar in form and sl
atance to sccurity investment trusts,

'
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(4) Neeurlty fnvestment teusts got velief from corporate tax on the theory
thut they were mere conduits of the Income recelved, which was then Inrgely
digteibuted (o shareholders, and thiat the shnveholders vreally had an indirect
or beneitelnl ownership in the undertyling assets. The seie I8 (rne of renl-ontate
favestinent trusts, .

(5) Comparing the bond investient (ruste with renl-estte (nvestment trasts,
tt appears that rental renl extate (8 Just an much an investment ay are bonds,
Tntereat 1= pald for the use of money and yent 18 paid for 1he use of renl estate,

() Both typrs of investment trusts are formed to provide centralized man-
agement, diversileation of fuvestment, and ntnlmizing of risky,

(7) "I'he managemeat tuatles of truxtees of venl estate trists ave substantinlly
slmllar to the dutles of teastees of secnelty investimenat trasta,

(R) 'The effeet on Government tax rexenmues will not he serlons, beeatse, in
ortler to get rellef from the corporafe tax, the trusts witl ave te distribute %0
pereent of (iielr income to the beaefleinvies, and thas the savings in corporate
tax will he prered on to the benelelnrlier who, fn turn, will be subjected to
fndividual {ncome taxes theremt,

() "The granting of such rellef will give an economic 1t to equity invest-
ment in real extate through the medinm of trusts, just ar the granting of such
rellef to vecurkty (runts gave n Mt to tavestment in securlties,

I, Bafeguards to prevent abivae

(a) At least 40 poereent of the gross Income of the trust must he derived from
retits and other renl extate income, and at least H0 pereeat from these sources
plus dividends and interest,

(3) Not more thun 30 pereent of the trust’s gross hicome may consist of
short-term gning on securktty sales,

(0) Not more than 30 pereent of the truat's gross Income may be from gains
on sttlen of real catate held for less than 6 years,

(d) At least 90 pereent of the trust's net income must be diatributed to Its
benetictarios,

‘Phene safextinrds parallel generally those applicable to recurity investment
truxty, but ave atricter in zonmo respecta (e, i, the 3-year holding period utder
(c) ubove),

V. Fornt of amendment

To change the title of sulbehapter M of chapter 1, subtitie A (p. 201), to cover
hoth regulated invextment cotpanica as part I and real estate luvestment trusts
as part 1. Part 11 whl fnclude sectlons 854-830), inclugive, which follow the
ganeral pattern of zectlons KHt-8iG, relating to the regulated investiment
colpunles,

SHAWHOLDERE' STATEMENT IN Surront or H, R. 418, an Ruvisxy, Brinag A Big,
To AMEND THE INTERNAL REVENUE Cobk Lo Provine A Brrecian Metiton ov
TAXATION FOR RREAL BRTATE INVERTMENT ‘I'vUSTS AND RRAL RKeTate INVEST
MENT ABBHIATIONS WITIT 'TRANSFERARLE SNUARKR OR BENEFIOIAL INTERKSTS,
INTRODUCED BY ME, GOODWIN OF MARSACHUSETTS

BUMMARY

1, Who the wituess hoveluto is; a fiduelary shareholder with no connection
with the management of any real estate trust.

2, Economle and social justifieation of real estate trusts; what they wore
deslgned to do, what they ¢an do for the economy of the conntry.

8. Liffect of income taxation on trusts, including destruction of market for
shares, depressed value of ghares leading to destructive spoculation; witherlug
of these trusts compared with mushvoom growth of investment trust and fn-
surance compunies,

4. Bilect of removal of dlseriminatory tax: (a) No windfall lavolved which
shareholiders cannot get hy one of these meana.

(0) Release of ereative energy in commercinl real estate at critical thne in
country's growth,

8. Certnin arguments against the bt tnvalid,

1. Who the witneas hevein is .

Henry M. Channing, whose name {8 attached hereto by the undersigned as his
attorney, 1s an attorney at law and professional trustee of almost 40 yenry'
oexperlence, Mr., Channing was formerly, and for over 20 years counsel for
several of the trusts involved, and has a long and intimate knowledge of their
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problems. He bas presently no connectlon with the management of these trusts,
and has not had for some 15 years. Mr. Channing is interested In H. R. 5418
only by virtue of his ownership as a fiduclary, mostly for persons of moderate
means, of several substantial blocks of real estate trust shares. Mr. Channing
is also a director of Minot Kendall & Co,, Iuc,, a firm of stock brokers locnted
in Boston, Mass., tnembers of the Boston Stock Exchange and of NASDI, and is
hence famillar with the market for these shares from a broker's viewpoint.
Mr. Channing has been a director of a number of business corporations, and hns
held positlons of substantial public responsibility, including having served with
counsel to the War Industries Board in the First World War.

2. Economio and soclal justification of real-estale trusts

At the turn of the century there were a number of attorneys practicing in
Boston who had great famlliarity with real estate conveyancing and probate
law, and who bhandled the proporty and affairs of a considerable clientele of
persons of means. Real estate and Interests therein were then a traditional
medium of fiductary trust investment. DBut at the tlme referred to, with an
almost phenotuenal growth taking place in our country, particularly in the West,
parcels of commercial property, and the bulldings thereon, were rapidly becom-
ing far too expensive and large for individual investment conslstent with proper
diversification and limitation of risk.

The real-estate trust was conceived and thought of as a medium of common
investment in the improvement of real estate by persons of moderate means
investing conservatively, but investing at the same time with a view to gradual
growth in the value of their holdings. These entities were set up as trusts
partly because their founders thought In trust terms ns probate lawyers. Their
financing was a model of conservative soundness, being (as far as we know)
entirely in common shares, and usually with a limitation on the trustees’ power
to mortgage the properties purchased for more than a percentage (30 percent
for example) of the par value of the shares. Thus, the attractiveness of the
shares was not at all in "“leverage’~~the mercurial renction of a narrow equity
over & large debt—which modern taxation has made so deceptively attractive—
but in the soundness of a picture unembarrassed by debt and managed by per-
sons coinbining the caution of the experienced fiduciary with the {magination
necessary to concelve of growing communities in distant places. The type of
persons who subscribed to the shares justified the ptans and the intentions of the
promoters. BShares were not hought to he traded or sold for quick profit, but
to be held for income and growth, Thus was created a flexible yet stable medium
whereby persons of ordinary means could own interests in diversified real estate.
Tens of millions of dollars were invested in these trusts, and capital flowed
out from Boston not only through New England, but into communities as far
west as Seattle and as far south as Alabama and was heavily invested in grow-
ing cities llke Detrolt, St. Paul, Kansas Oity, and Denver, to mention examples,
‘While the original iuvestiments were of Boston capital, there I8 no formal 1!mita-
tion in that regard, and today shares are owned by persons in many different
States. That this waeall in the national interest hardly is worth dehating.

8. Effect of Federal corporate income taration on rcal estate trusts

The last real estate trust designed for public ownership, of which the author
is aware, was formed in 1637, Since that time, the corporate income tax, as it
has increased, has gradually destroyed the market for these shares, and by
destroying that market wlitl, in the writer's opinfon, gradually strangle the trusts
themselves. Because, as will be explained, the corporate income tax does not
deftroy the market for the real estate the trusts own, the sharcholders will not
suffer, but in the lignidation of that real estate in winding up the trusts a medium
will be lost which could do a great deal to ward off depression by encouraging
the small man to invest in real property. What has happened to real estate
trust shares, and what will happen it H, R, 5418 falls of passage, {8 simply an
example of the unintended but nonetheleas fatal econumic consequences of legis-
latfon designed only for revenue purposes, and the following is a sketch of how
it operates tn this case.

Income producing shares on the stock market will usually sell on a “times
earnings” or more accurately “times dividend” basis, which varies as between
stocks of different categories, and varies with money rates over a period of time,
If you have two categories of. owners, one who by virtue of some rule of law
or device derives twice as much income from a property as another, it will be
worth twice as much to him. Thus, a typical real estate trust share paying a $7

. . /
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dividend might sell for $100 on today's market. But, before Uncle 8am got his
32-percent cut, who will buy on the basis of the same yleld of 7 percent, you
will find a man who will pay on the basla not of $100, but of much more. And, in
the case of real estate, that is exactly what you do find. Kor every parcel of
commerclal real estate, there 18 a wenlthy- speculator or syndicate who, because
they act individuslly, are exempt from the 52-percent corporate tax,

Since credit has been easy, and since for a wealthy man the income-tax law
cuts interest charges in half or better, what could be more attractive than pay-
fng on a basis to yield 7 or 8 percent for a narrow equity in the property we have
described? Thus, the small man, in paying 50 percent of income for diversifica-
tion and limited llability, cannot compete with the large. Thus the trustees of
these real-estate trusts, who are acting entirely for the small man, cannot compete
for properties with the tax free individual—nor can they interest caplital for
a 3 to 4 percent yleld, which Is the yleld on sound corporate bonds. Because of a
general renlization that real-estate trusts were going nowhere in particular and
could go nowhere in particular as they have been taxed, the investing public has
gradually turned away from them. Thirty years ago, trust companies and trus-
tees of large charities and universities would buy these shares for {nvestment,
which they would not consider today. At the tag end of the depression and into
the postwar era, the shares of some trusta became bait for big speculators. At
least one fortune was made through buying shares cheap on the depressed mar-
ket for shares, and compelling liquidation of the trust on the much higher mar.
ket for real estate. The share market today has become largely restricted to the
mnnagers of the trusts and interests they control. When sold to the public these
shares are never sold without reference to & possible profitable liquidatlon,
Meanwhile, insurance companies have grown, and investment trusts have grown,
only because insurance companies are subject to entlrely different taxation
when Investing, and investment trusts to no corporate taxation at all (wher
complying with certain legal requirements). If tomorrow investment trusts
were subjected to fncome taxation at 50 percent, they would experience exactly
what real-estate trusts have—a constriction of the market for their shares, and
inevitable slow extinction. Because the stockholders would sell on the basls of
the full market to persons free of tax they would not suffer; only the mediuw of
cominon investment would be lost, with fnevitable soctal damage.

4. Eftect of H. R, 5418 (n stimulating investment in real esiate .

No one can assesa the future, but anyoue i8 a fool to fail to provide for its
obvlous dangers. The country stands now at the cnd of a long extraordinary ef-
fort that began with Pearl Harhor, Everyone remembers and bears the sears of
1020 and the depression which ensued. Everyone recogniges the necessity to
stimulate the economy in thie year 1954. Bveryone recognizes further that at
the basis of the economy the construction industry lies as an important corner-
stone, There i8 today no recognized medium for investment by which the welght
of public interest and widely held funds can be brought to bear In this fleld, be-
cause the tax law keeps the field confined to the big individual or the special
purpose corporation, usuelly a tool of some other interest gnd always loaded to
the gunwales with debt. At the same time our population is incrensing. Even
more important {mmediately it 18 decentralizing. The revolution the automo-
bile made possible is just beginning its ultimate momentum. Now our indus-
trial and commercial citles are beginning, and just Leginning, to indicate thefr
future shape—covering areas many times the present size, linked by superhigh-
ways, supported by garden cities where people work and live as they were meant
to, and not in the rabbit warrens the industrial revolution brought into being.
To implement and carry out this great change, vast resources will be needed,
and H. R. 5418 removes an impassable obstacle to another economie revolution
such as the model T so largely bronght about. It should be borne in mind its
effect fs not limited to Massachusetts organizations; similar entitles can be and
would be formed anywhere, depending only on the particular provisions of
local laws.
8. Arguments against the dill are invalid

1. It has been snid that the bill gives the stockholders a windfnll. Western Real
Bastate Trustees for example was started in about 1000, and capital was subscribed
at $100 per share. ‘The market value of shares today I8 about $100. It has been
reliably estimated that if the underlying properties were sold today they would
bring around $170. It Is submitted that tuking the decline of the value of the
dollar Into account that 4s no “windfall.,” But if it is the passnge or nonpassage
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of this bill has nothing to da with & liguidation at $170. . If it Is this “windfal\”
which is te be prevented, leglalation should prevent not ouly ligpldution, but
mérger with an investaent trust as well.

2. It has been argued that these entitics are too narrowly hold to be regarded
as public. It is true the tax has narrowed the holdings. It Is also true that
these trusts are as widely held today as investiiont trusts once were, and It muat
be apparent they will grow it given & falr chanee to do so, nud that many new
ones could be expected to spring up.

8.1t has been argued that by this lugislation revenue will be last. This {s not
80. Because the trusts are belug driven to liguldate or become Investment trusts
the revenue will be lost lu any event. Itepeal of taxation in this lnstance will lead
to much larger revenues to sll sorts of pursons and businessvs subjuct Lo tax, pre-
elsely as happened with {nvestwient trusts,

Respectfully submitted
EHexky M. Cnannixa,
By hls attorueys:
. Lauvrexck M, Cuannina.
,Frang 8. KetcuaM.

Arriz 10, 1064,

Mr. Hicains. This i’ a very serious situation. I Dbelieve these
trusts would have gt:ottan the same benefits and trentment as the
socurity-investment trusts had they come in in 1936 and 1940, when
those were corrected, but at that time most of the real estute invest-
ment trusts had very little income and the impact of the corporate tax
didn’t force them into it. As it is now, it has become so serions that
thi(si very substantial source of investment money in real estato is going
to dry up.

Now, conversely, if this provision were included, we beliove that
you might get a tremendous lift in real-estate investment, as has
oceurred in the case of the security-investment trust. I well remem-
ber when I was before your committes in 193¢ and 1041, that there
was grave doubt as to whether it wasn't going to cost a tremendous
samount of revenue. The reverse situation occurred, namely, that a

t many small investors all over the country who hadn’t before
mvested in stocks and bonds, took up this idea of the security invest-
ment trust, with the result that there has been a very substantial
increase in revenue, rather than a decrease.

+ Now, we believe that in this economic period, if we could get the
same rolief for the real-estate investment trusts, you would get that
same effegt—of many thousands of beneficiaries all over the country
puttitx;g in.finds to invest in and build new buildings throughout the
country. .. ‘

- Thank you.

““The Cratemaw. Thank you very much.
" Senator Franpens, Might I ask o question?

Cuamman, Certainly, . . | ,

- Senator Franoeis. I would like to inquire about the size of this
operation. I must¢onfess that it was something of which I had no
knowledge until you came to the committes with these suggestions.

Are there many who invest in renl-estate investment trusts? Do
their total investments a te to a considergble amount?

" Mr. Higgpné, Well, 1 know,. Senator, of abaut 25 or 30 of these
trugte—and .there.are undoubtedly more that X.haven’t heard of—I
would say that'more than.50 percent of them are located in New Eng-
land, but thety ars'a good many I heat about, as a result 6f previous

!



INTERNAL REVENUB QODE OF 1954 1280s

appearance before the Ways and Means Committee, in other parts of

8 country.

It would be very difficult for me to make an estimate as to their total
assets, but I wonld say that it runs into probably several—maybe $125
million or $130 million at least, miybe more.” I know the security
trusts were very siall when they first got their relief, and have gone
up 3,000 or 4,000 percent since then.

As to shareholders, I believe from figures I have been able to corral
around New England, that there are at least 5,000 to 7,000 share-
holders in that area alone, and probably an oquivaient number outside.

Senator Franpers, Thank you.

The CrairMaN. Thank you very much.

(The detniled statement veferred to on p. 1276 follows:)

DETAILED WRITTEN STATEMENT OF ALLAN H, W. HivoINs IN SUPPORT OF INCLUSION
or Provisions or IL R. 53418 1N H. R, 8300, AN Act To PROVIDE FOR A SPEOIAL
METHOD OF TANATION OF REAL ESTATE INVESTMENT TRUSTS AND REAL KSTATR
INVESTMENT A880CIATIONS WITH TRANSFERARLE SIARES, Ok BENEFIOIAL INTER-
ESTS IN SUBSTANTIALLY THE SAME MANNER A8 SECURITY INVESTMENT TaUSTS

Thiv bill was introduced by Representative Goodwin on May 27, 1083, Wit-
nesses appeared before the Ways and Means Committee on August 6, 1853, and
testitied at length in support of the Mll. (See Hearings on Geueral Revenue
Reviglon, pt. 8, pp. 1406-1505.) Due to pressure of time, the bill was not brought
to a vote fn the committee, or in the House, but was held for further consldera-
tion. The bill has been amended to provide additlonal limitations and safe-
guards, which were tiot in the bill as introduced but appear in the form of the
first bill attached liereto, as the result of conferences with representatives of
the Treasury Departient and the jolut committees. Also is attached a revised
form of the bill to Integrate it as part IT, subchapter M, subtitle A of H. R. 8800,

1, 8UMMARY OF THE PROVIRIONS OF THE BILL

1. Provides for a new supplement V in the present Internal Revenue Code (or
pt. IT of subchapter M, subtitle A of H. R. 8300), covering the taxation of real
estate trusts and associations with traunsferable shares or beneficial Interests,

2. Provides that real estate Investment trusts be granted the same relief
from corporate tax as Is now given to securlty investment trusts under supple-
ment Q (secs, 361, 362) of the present Internal Revenue Code. It accomplishes
this result by providing that real estate trusts and associations, which meet
certain conditions, shall receive a dividends paid credit in computing the net
fncome subject to tux at corporate rates.

8. Provides that such a trust or association can qualify for the credit under
2 supra, (;nly it— .

(a) At least 90 percent of its gross income i8 derived from dlvidends,
interest, rents of real estate, and gains from the sale of real estate,

(b) At lenst 60 percent of {ts gross income I8 derived from rents of real
estate, Interest on real estate mortgages, gains from the sale ot other dis-
pos{tlon ?f real estate or shnilar income derived directly or indirectly from
real estate.

(0) Less than 80 percent of the gross Income comprises net gain from the
sale or other disposition of securitles held for less than ¢ months. | '

(d) Less than 30 percent of its xross incoine comprises net gain from the
sale of real estate held for less than 5 years. "

(e) Nlnety percent or more of its net income s distributed to the share-
holders or heneficlaries each year, computed without regard to net long-térm
or short-term capital gains, ‘

11, STATEMENT IN S8UPPORT OF THE BILL

1, Purpose of the bill : ;

The purpose of H. R. 5418 {8 to relleve an inequity and unjustifinble hirdship
ander-the Internal Revnue Code with respect to imposition of a corpérate tax
on smalb investors or beneficiaries who have pooled their fands and {nterests
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in order to secure or maintaln investments in real estate or interests in real
estate, including real estate mortgages, and shares of real estate trusts or real
estate assoclations,

2. Real estate investmont trusts should be taxrcd in tho game munner as scourily
{nvestment irusts

Under supplement Q (sec. 861 and 362) of the Internal Revenue Code, regu-
lated Investment companies, i. e., securlty investment trusts are retleved from
& Federal corporate income tax, provided they meet certain couditlons, and
especlully if they distribute during the taxable year to their shareholders as tax-
able dividends, other than capltal galn dividends, an amount not less than 00
percent of their net income for the taxable year.

On the other hand, real estate fnvestment trusts have, in recent years, by
judicial decision been subjected to a Federal corporate income tax. The imposi-
tion of a corporate income tax .on such real estate trusts is especially unfair,
when it is considered that the purpose of such trusts ia principally to hold invest-
ment real estate, as well as securities, provide unifled management, and dis-
tribute substantially all thelr income to their benefleinrles or shareholders
anbually, Just as securlty investment trusts do. In this respect the trusts are,
in fact, conduits of income, just as nre stock investment trusts, whose unique
status has been speclully recoguized under the Internal Revenue Code.

The proposed act attached hereto would grant substantlally the same treat.
ment to real investment estate trusts ar i8 now given to seeurity investment
trusts under the Internal Revenue Code., This would be accomplished either
by iuserting a new supplement in the present code, to be known as supplement V,
or by adding equivalent provisions as part II of subchapter M of subtitle A of
H. R. 8300. Such similar treatment of the two types of trust is not only fair
and equlltab!e. it is also completely justified when thelr purposes and operations
are analyzed.

The justification for granting special treatment to security investment trusts
under supplenment Q was that such trusts permitted a group of investors to pool
their funds and chtajn competent management of thelr investmients, diversifi-
cation, and the minimising of risks. These objectives would tot be obtainable
to such investors if, with their limited capita, they tried to invest directly In
stocks and bonds for themselves.

The proposed act would grant the sawme privilege to a group of Investors who
poolt(:wir'mnds to invest in rental real estate by means of a rcal estate invest-
ment trust,

8. The conduit theory showld be applied to all investmont trusts to eliminate
doudle and triple taxos

Rellet from the corporate tax was given to security investment trusts on the
theory that they were substantially conduits of lucome, and that the investment
income ghould not be subjected to double taxation, by first having the income
subjected to a Federal corporate income tax in the hands of the trust and then
by having the distributions from the trust received by the beneficlarles or share-
holders taxed again,

In the case of stocks held by security investment trusts, {t was argued that
there had beén a triple tax, namely: Firat, a tax on the corporation that {ssued
the stock and paid the dividends thereon, next a tux on the dividends received,
and lastly a tax on the distribution by the trust to its shareholders. It should
be noted, however, that the alieged second tax was only on 16 percent of the
dividends received by the trustee.

In the case of bonds held by security trusts, there waa at most only a double
tax, in that the corporation paying iuterest, although it had paid & corporate
tax, received a deduction for the Interest paid. Nevertheleas, the so-called bond
funds or bond fnvestment trusts were given the same relief from corporate tax,
as were the stock iuvestment trusts. .

In the case of the real estate investment trust, the rent received by such trust
s completely analagous to the interest received by the bond Investment truat.
In the one case the paying company I8 paying interest for the use of money and
in the other case it is paying rent for the use of property. In both cases the payor
corporation, whether paying interest or rent, {8 nevertheless subjected to tax on
{ts business income. The source of the income of real estate trusts is principally
rents from commercial real estate occupied by buainess tenants. An income tax
burden falls first on the buainess of the tenant, second on the real estate trust,
and finally on the distribution by the truat to its benefclary.
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In giving relief to security fnvestment trusts, the conduit theory was further
applied by recognirving that to a certain extent the distributions retained the
same character in the hands of the shareholders as they did when received by the
trusts. For exawple, in the case of the provisions with regard to security in-
vestment trusts, under sectlon 362 (b) (7) of the code such trusts are permitted
to distribute capital gains received and the sharcholders in turn are permitted
to treat such distributions as long term capital gaius {n their iodividual income
tax returns,

Since the condult theory has been applied to security Investment trusts so as
to grant rellef from corporate tax on the interest, dividends and gains recelved
by them and distributed to their shrreholders, the real estate investment trusts
should be exempted from corporate tax on the rents as well as interest, dividends
and gains received by them and distributed to their benetlclaries,

4. Rental real cstate and real cstate mortgages are as much tnvestments as are
stocks and bonds

The investments of regulated Investment compunies under gection 362 are
confined to stecks and bonds. The investinents of reat estate (rusts are con-
fined largely to rental real estate or {nterests in real estate, including real estate
mortguges, and shares of real estate trusts or real estate assoclations, I'rom time
to time available funds of renl estate trusts are also Invested in stocks and
bonds, and certainly at least the dividends and interest on such Investments
should be exempt from corporate tax, the same as stmilar income of stock invest-
ment companies,

Rental real estate and real estate mortgages have for generatlons been recog-
nized as investments. Indlviduals, as well as trustees under wills and trustees
under inter vivos trusts, have long recoguized real estate as a sound investment.

As has been stated above, Interest {s received for the use of money. On the
other hand, reut is recelved for the use of property. In elther instauce the in-
come s distributed by the trust to its beneflciaries,

Accordingly, the rent received by a real estate investment trust should be re-
lleved from the corporate tax, just as much as intevest recefved by u sccurity
investment trust Is relieved from the corporate tax.

6, Real catate trusts and security investment trusts teere both formed to provide
:'\‘enklrau:ed management, diversification of investments and mininizing of
[13] .

Both real estate trusts and gecurlty {nvestment trusts were formed to provide
centralized management, diversificution of investment, and the minimizing of
risk. Real estate trusts are analogous to stock investment trusts In that the pur-
pose of ench 18 to provide competent centralized management of investments.
The average small investor s unable to glve the time and attention to the manage-
ment of such investmeuts. When the Investment §s with respect to an interest
in real estate, such manngement is most essential. It Is also essentinl in con-
nectlon with sclecting the real estate to be invested in. Although some real
estate trusts have an {nvestment in ouly oue property, many real estate trusts
have lnvestments in severa! properties, From time to time these propertles may
be gold and the proceeds relnvested in other propertles.

Just as with investments in stocks and bonds, diversification Is desirable fn
real estate Investments. This diversitication has been achieved Ly setting up
real estate trusts, so that no one investor would have too large a percentage of
his Investments in any ote property, and conld Invest in a real estate trust own-
fng several properties, or in several trusts owning single propertles. In this
respect the real estate trusts are analogous to the stock investment trusts. Addi-
tional diversification is obtained in that a multiple bullding has numerous tenants
engaged in different businesses. When one business 1s off the others way be good
and thus the risk I8 minimlzed.

Historlcally, real estate trusts were formed as the result of two different
types of situntions, but both bad the fundamental purpeses of providing cen-
tratized management, diversitication, and minimizing of risks.

First, are the real estate trusts which were set up in order to enable investors
to pool their funds and acquire and build real estate developimnents, office bulld-
ings, individual stores, or blocks of stores, apartments, ete., in major citles.
Many of the real estate truats which were set up in the eastern seaboard in the
early days were partly responsible for the development of the major - cities in
the West such as Ohicago, St. Paul, Minneapolls, Seattle, ete, Swall fnvestors
thus pooled their resources, contributed them Into a real estate trust, and the
trustees then procceded to carry our the investnent of these funds in real estate.
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In meny cases these investors were trustees of Individual testamentary or inter
vivos trusts who desired to invest part of thetr trust funds in reul estate. Bince
they did not want to put too large an amount of their trust funds in any one
property, they participated in the formation of renl estate investment trusta in
order to obtain diversifieation and minimize the risks,

A second cause of the formmution of real estute trusts arose from situntions
where a long-term testamentary or inter vivos trust terminsted and the many
remnindermen involved suddenly found theinselves as tenants in common with
an undivided interest in certain real-estate properties. It was wholly fmprac-
tical for such indlviduals to join together in slgning teases or deeds or managing
these properties. In many instances the remaindermen were minors and {t
was necessary to get guardians appolnted for them. As n means of securing
centralized management of these propertles, all of the individuals involved got
together and formed a real estate trust. They designated one or move trustees
who would manage the properties, collect the rents, pay the expenses, and dis-
tribute the net lucome to the beneficiaries, In some instances the beneficiavies
hold no actual certificates but had wmerely a pecantage benefleinl fntevest. In
other cases certificates of heneficlal interest were distributed which facilitated
the transfer of such certiticates to membors of the family either during their
lifetime or upon thelr death.

In both of the foregolng types of situations in which real estate truata were
formed, the same principles of centralized management, diversification of invest-
ment, and minimizing of risks In real estate investments provailed, as is the case
with security investment trusts.

6. Proscnt: law' favors tho large rcal-cstato imveslor as opposcd to the amall
invostor

Since rental real estate s just us much an investment ns stocks and bouds,
thore {8 no renson why the small investor who wishes to put part of his funds
into real estate should not have the privilege of pooling his funds with others
similarly situated In a real-estate investment trust and not suffor the burdens of
the corporate tax., .

Under present law, a wealthy investor ean purchase a h\mdtnf fndividually
without the imposition.of a corporate tax. If a group of smull investors ]pnol
their funds and form a real-estate !nvestment trust and buy the sanio building,
they are penalized by the corporate tax. For example, if the bullding shows a
G-percent net return on the investment to the wenlthy Investor, the individuals
who P°°‘ thelr funds, form & real-estate investment trust, and buy the same
bullding are penalized by & 50-percent Federnl tax and thus secnre only a maxi-
aun'é return of 8 percent by way of distributions from the real-estate fnvestment

uat,

- The small investor who wishes to put part of his assets into real cstate cannot
obtain an interest In & large office bullding or other large property without pooling
his investment with others similarly situated. This privilege has been granted
to emall inveéstors in security investment trusts and shounld be granted to the
amall Investors in real-estate investment trusts,

7. T'he holding and ronting of reul estats as an investmens {8 oledrily distinguish-
abdle from ordinary dusincas operations

Rental real estate held for investment, by its very nature, requires manage-
ﬂent. such as the making of leases, collecting rents, making repairs, and servicing

e property.

Individuals or gronpe owning rental real estate frequently cmploy a real-estate
management firm or bank as agent or trustee to make leases, collect rents, make
}'epa!{s. and service the property--in other words, to manage the real-estate

nvestment.

An owner of a manufacturing or sales compauy, on the other hand, would not
employ a management firm or bank to operate such a company becauso it is a
business and not something held for Investment. -

Actually, the beneficlaries or sharcholders of a real-estate trust have merely
employed the trustees to manuge thelr property, just as a aingle Individual or &
partnership would do. The underlying rental real estate is still au investment,
-Just as the underlying securities of a socurity invesfment trust are investments,

It is significant that in most instances, when a management firm manages
rental real estate, the service employees, such as janitor, elevator operator,
yorters, and cleaners, are on the payroll of the management company and
not on the payroll of the owner of the hulldlng. The owner merely has an

)
!
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favestment In rental penl estate and ploys &8 ma
trustees to manage the investment,

If an fudividual or Joint owner of reai estate can employ a real-estate manago-
ment firm to manage his rent-estate investments without boing subjected to a
corporate tax, certainly n group of investors in renl estate should be permitted
to form a renl-extiute investment trust and have trvstees, or & management firm
of trustoes, manage the real-estate investment,

Such a situation 12 clearly distingulshuble from that in which sharcholders of
a manufaeturing or anles company invest In that business, 'There the operation
Ig a business operation-—-manufacturing, buying, selling, ete—~which {8 clearly
distingulshable from the management of an investuient, siteh as securlties or

rentul renl estate,

8. The dutics of management of trustecs of real-catate trusts are substantially
atmilur to duties of trurtecs of acourfty investnient teusls

BEAL-ESTATE TRUSY

1. Purchase of real estate and secu-
ritlos,

2, Sale of real estate and sccurities.

8. Other management duties:

SKOURITIFS TRUST
1. Purchase of securities.

2, Sule of securities,
3. Other wanagement dutiea:

(a) Expert services and research
organization to determlne types of
business and quality of manage-
ment of buslnesres invested in.

(b) Collection of interest and
dividends,

(¢) Protection of securitles, and
regular followup of companies ine
vested in, omployment of tleld men

(@) Expert services and research
organization to determlue locations
of real estate to Invest in and type
and quallty of tenants,

(b) Collection of fnterest, dlvi-
dends, and rent.

(¢) Protection of real estate by
propor insurance and maintenance,
and regular followup of tenants'

to investigate and study operations businesses and of rental values,
of companies fn which trust holds
securitlns,

(d) Getting up and sending re-
porty to shareholders.

(¢) Payment of dividends. (¢) Same to beneficlaries,

() Preparation of tax and other (1) Same, .

Government returns,
(g) No comparable activity be-

(g) Actlve anles organization for
sales of shares of the trust itself. cause corporate tax on real-estute
! trusts discourages investors.

(d) Same to beneficlaries,

9. Eoonomio and fisoal effeots of the Vill

Looking at the question from the broad overall economic point of view,
Fedoral tax laws should encourage investment in real estate, the stimulation
of new real estate developments, and the constructlon of buildings. Many
eminent congressional lenders as well as economists and financial leaders have
expressed concern with respect’ to the difficulties of securing equity venture
capital. The granting of relief to real estatd trusts would stimulate. such
venture capital in a fleld which is most important to the welfare of the country.
Only relatively few individuals can by themselves supply the large amount of
capital required today to build an office bullding or an apartient house, How-
ever, if the corporate tax were eliminated on real estate trusts, thousands of snall
investors, each putting in a few hundred or a few thousand dollars, could pool
thelr funds and thus supply the tremendous amounts of capital needed to bulld
new bulldings and apartments. The stimulation of activity in this fleld would
be of great help to the economy of the country at this timo. .

The cost to the revenue, as the result of the adoption of thoe proposed act may
be minor, and, in fact, may ultimately result in an increase rather than a de-
crense of the revenue. The bill would require that such real estate trusts dls-
tribute 90 percent of their net income to the beneficlaries or shareholders. In
other words substantially all the tax saving to the trust—by elimination of the
corpornte tax—would have to be distributed to the shareholdera and, in turn,
be taxed to them. With individual tax rates as high as they are today the
addltional distributtons which the trusts willi be able to make will be sub-
Jected to high Individual tax rates, which may well enhance the revenue.
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When supplement Q was fucluded in the law with respect to the taxation
of securlty Investment trusts, some convern was expressed by the Treasury vep-
resentatives that the revenue wmight be adversely affected. It Is now a matter
of common knowledge that as a result of such beneficial tax leglslation, the
growth of security investment trusts has been onormous. Many people who
never owned & share of stock before, have hought shares In security invest
ment trusts with the resuit that the tremendous distributions by these trusts
have awelled the natlonal income and greatly enhanced the tax revenue The
growth of real estate Investment trusts Is now lLmpossible because of the i-
l\aet of the Fedoral tax, Just as the growth of sccurity Investment trusta was
mpeded by the corporate tax hefore thoy secured rellef under supplemient Q.
It is to be autlelpated that, 12 the vellef 1s granted to real estate investment trusts
:: proposed in I, R, 5418, a comparable growth will bo oxperlenced in real estate

usts,

The Treasury Department and the Congress lave, for many years, sought
to encourage organizations to distribute substantinlly all thelr ecarnlngs to
shareholdora or boneficlarles so that the Treagury will obtatn taxes at indi-
vidual rates on such distributlons. ‘This was the purpose of the so-eatled 1186
undistributed-profita tax and also section 102 of the present Internal Reve-
nue Code, A similar objoct waa sought by the so-called 66-dny rule appicable
to distrlbutions by trusts. Accordingly, the provision in the proposed nct ve-
qQuiring real eatate trusts to distribute 80 percent of thelr income to heneficiavies
or stockholdera would carry out recognized objectives of the Treasury Depart-
ment and the Congress,

CONCLUBION

In conclysion: it is submitted that the proposed act should be enacted by
the Congress and incorporated in H, R, 8800 for the following reasons @

1. It corrects an oxisting Inequity in the revenue law with reapect to the taxa-
tlon of real estate inveatment truats.

2. It taxes real estato Investment trusts on substantlally the smme basis s
security investmont trusts.

8. It will enable small investors to invest in real estate apd to got the bene-
fit of experionced centrallzed management, diversificntion of investinent, and
mininmising of risks,

4. It will encourage equity investment in real estate aud stimulate activity in
the conatruction intustry.

5. It will encourago the distribution of substantlally all the income of real
estato {nvestment trusts to their beneficlaries,

6. 1t will not subatantially reduce and may in fact increanse the vevenve, By
incrensing the income distributed by real estute investment trusts to thoeir bene.
ficlarios it would increase the incaine subject to taxation at individual tax rates.

ALuAN H, W, IHligains,
Attornoy, Boston, Maass,

(Notn~The following 1s a rovision of H, R. 5418, contaluing conditious nnd
safeguards which were not in the original biit,)

{H. R, 8418, 884 Cong., 1st sess.)

A BILL To amend the Internal Revenua Code to pravide a apecial method of taxatlon
for real ostate Investment truate and real-estate investmont asaocintions with transterable
shaves or benoficlnl intereats
Be it enacted by the Senata and Howso of Reprosontatives of the United States

of America in Oongress assembdled, That subchapter C of chapter 1 of the Internal

ltevc;nue Code s amended by adding at the end thereof the following new supple-
mont:

“SUPPLEMENT V—TAXATION OF REAL KsTATE INVEATMENT TRUSTE AND REAL
%na'rlm'. INVRATMKNT ASBOOIATIONS \WITH TRANSFERARLKY NHANES 08 BRNRFICIAL
NTERERTS

810, 426. DEFINITION.

“(a) IN Qererat~—For the purposes of this supplement, the terms ‘renl estate
investment trust with transferable shaves' and ‘renl ostato investinent assoclation
with transferable shares' mean a nonincorporated trust or assoclation managed
hy one or moere trusteer, the benoficlnl ownership of which s evidenced by trans.
fornble sliaves or certiilentes of beneficlul (ntervat, and which (except for this
supplement ) would be taxable as a corporation and the groxr lncome of which
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s principally derived from the ownership of real estate or fnterests in real
estate, Inclicling real estate mortgages and shares of real estate trusts or real
cstate assoclations,

“(b) Lnararions—~Notwithstunding the provisions of subseetion (n), 8 real
estate fuvestment trust or real estate fnyvestment assoclation shall not be taxed
under thds supplement for any taxable year unless—

S At least 80 poer centum of ity gross income 18 derived from dividends,
interest (ineluding {nterest on real estate morigages), rents of real estate,
gaiuy front the sale or other disposition of stock or securities, or real estate,
luterests fn real estate or real estate mortgages or abatements or refunds
of loeal real estate taxes;

S(2) at least 80 per contum of Hr gross tneoe 18 derived from rents of
real extute, tutevest on veal estule mortEages, galng from the sale or other
dlsposttion of veal estate or Interests in real estate or veal estate mortgages,
or from dividends or dlstributions on, or galns from the sale or other disposi-
tlon of, shares or transforable lutevests ln other real estato trusts or asso-
clatlons, or nbatements or refunds of local real estate taxes;

(83) less than 30 per centum of s gross Income comprises net gatn from
the anle or other disposition of stock or securities held for lesy than six
months; and

b)) less than 80 per centum of its gross Income comprises net gnin from
the vnlnntilr‘\' sale or other disposition of renl estate held for less than five
YEArs; au

“(f) It distributes to its shareholders or holders of beneficial nterests
not less than £0 per centum of its net income for the taxable year computed
without regard to net long term and net short term galns,

“(¢) The term 'rents of real estate’, as used tn subsection () (1), shall not
{nclude amounts recelved or acerucd by hotels, Inns or ladging houses from
guests, boarders or lodgers In consideration for the eccupnney of furnished roous
or furnished apartments or for food, refreshments, or personal services rendered,

“SRC. 427, TAX ON REAL ESTATE INVESTMENT TRUSTS AND REAL
KSTATR INVESTMENT ASSOCIATIONS WITH TRANSFER-
ABLE SHARES, AND ON CAPITAL GAIN DISTRIBUTIONS 'O
SHAREHOLDERS. :

“(a) Mxrrons or TAXATION oF REAL KSTATE INVESTMENT TRUSTS AND SHARN-
Holbers,~—In the caso of a real estate Investient trust or real estate investmont
asgoclation with transforable shaves:

“(1) Its supplement VY net [ncome shall he it adjusted net Income (com-
puted by excluding the excess, if any, of the net long term capital gain over
the net short term capital loss) minus the basie surtax credit (excluding
capitul galn divldends) computed under section 27 (b) without the appll-
catlon of paragraphs (2) and (8), For the purposes of thls paragraph the
net inconte shall be computed without regard to section 47 (c‘).

“(2) Its supplement V surtax pet income shall be its net income {com-
puted by excluding the excess, it any, of the net long-term capltal galn over
the net short term capital loss) minus the dividends (otber than capitat
galn dividendg) pald during the taxable year Increased by the consent
dividends eredit provided by section 28. For the purposes of this paragraph
and paragraph (5) of this subsection, the nmount of the dividends puld credit
shnll Le computed in the same manner as is provided in subsections (d),
(e}, (£), (B), (W), aud (1) of scction 27 for the purpose of the basie surtax
crodit provided tn section 27, For the purposes of this paragraph the net
fncome shall be computed without regard to rection 47 (o).

“(8) There shall be levied, collected, and paid for each taxahle year upon
Itgs mn;plomeut V net (ncome a tax equal to 80 per centum of the amount

iercof.

“(4) There shall he levied, colleeted, and paid for each taxable year
upon its supploment V surtax net {ncome a tax cqual to 22 per centum of
the amount thereof.

“(B) There shall be levied, collected, and patd for cach taxable year a tax
of 26 per centum of the excess, it any, of the net long term capital galn over
the sum of the net short term capltal loss aud the amount of the cupital
gain dividends patd during the year.

450904 .64 --pt. 8- —10
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“(b) MeTitop or TAXATION oF CAPITAL, GATN DIVIDENDS 10 STIAREHOLDERS OR
FoLpirs of BENEFICIAL INTERESTS IN RrAL FaraTe INVESTMENT TRUSTS AND
ASBOCIATIONS WITIt TBANSFERABLE SHARES,—

“(1) A capital gain dividend shall be treated by the shareholders or
holders of beneficial intercsts as gains from the sale of capitat assets held for
more than slx months,

“(2) As used in this section, the term ‘capital gain dividend’ means any
distribution or part thereot which is designated by the trust or assoelntlon
as a capital gain dividend or distribution in a written notice malled to its
shareholders at any time prior to the expiration of thirty days after the close
of {ts taxable year. If the aggregate amount so designated with respect to
& taxable year of the trust or assoclation is greater than tho excess of the
not long term capital gain over the net short term capital loss for the taxable
year, the portion of each distribution which shall be a capitnl gain dividend
shall be only that portion of the amount so designated which such excess of
the net long term capltal gnin over the pet short term capital loss bears to
the aggregate amount so designated,” .

PROPOBED AMENDMENTS TO SUNCHAPIER M, CuiAPTRR 1, oF. SunTiine A or, H. R,
8800, T0O PROVIDE YOR A SPECIAL MEFHOD 0F 'PAXATION OF REAL Farare
INVESTMENT TRUSTS

1, To change the title (p. 201) to read as follows
- "Sg'l:ghupter M—Regulated Investment Compantes and Real Estate [nvestinent
rusta’,
2. To add, immediately following saiQ title, the following subhkcading :
“pPart I—Regulated Investment Companies”.
8. To add the following, immediatoly after section 885 (p. 208) :

“Part 11—REAL ESTATH INVESTMENT TRUSTS.

“SRO. 836. DRFINITION OF REAL ESTATE INVESTMENT TRUST.

“(a) In GxnzmarL—For the purposes of this part, the term peal estato invest-
ment trust’ means a nouincorporated trust or nssoclation managed by one or
more trustees, the beneficial ownership of which I8 evidenced by transferable
shares or cortificates of beneficial Interest and which (except for the provisions
of this part) would be taxable as & corporation, and the gross fucome of which is
principally derived from the ownership of real estate or interests In real estate,
including real estate mortgages and shares of real estate trusts or real estate
associations,

“(b) Limrrarrons.—A trust or assoclation shall not be constdered a real estate
investment trust for any taxable year unless—

“(1) at least 90 per centum of its gross income Is derived from dividends,
interest (including intereat on real estate mortgnges), rents of real estate,
gains from the sale or other dlsposition of Btock or securities, or reul eatate,
interests in real eatate or real estate mortgages or abatements or refunds of
local real estate taxes:

“(2) at Jeast 60 per centum of its gross income is derived from rents of
real estnte, Intereat on real estate mortgages, gains from the sale or other
di ttion of real estate or interests in real estate or real estate mortgages,
or from dividends or distributions on, or gains from the sale or other dispo-
sition of, shares or transferable interests {n other real estate trusts or
associations, or abatements or refunds of lochl real ostate taxea

“(3) less than 80 per centum of its gross income comprises net gain from
the sale ordother disposition ‘of stock or securitles held for less than six
months ; an. . ) .

(4) leas than 80 per contum of its gross income comprisen nat gain from
the voluntary sale or other dlsposition of real cstate held for less than five

8ars, .
"(z) RENTS oF REAL, MsTATE.—The term ‘rents of real estate’, s used in sub-
sections (b) (1), and (2) shall not include amounts recelved or acerued by
hotols, Inns or todging housea from guests, boarders or lodgera in consideration
for the occupancy of furnished rooms or furniahed nPurtmenta or for food,
rofreshments, or peraonal services rendered. .
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Y8R0, 867. TAXATION OF RRAL KSTATE INVESTMENT TRUSTS.

“(a) REQUIREMENTS APPLICABLE TO HEAL ESTATE INVESTMENT TruUsis.—The
provisions of this Part shall not be applicable to a reul estute investment trust
unless— .

“(1) 1t distributes to its stockholders or holders of beneficial interests not
less than 90 per centum of 1ts net income for the taxable year computed
without regard to net long term and net short term gains, and

“(2) the real estate investmont trust complies for such year with regula.
tions preseribed by the secrotary or his delegute for the purpose of ascertain-
ing the actual ownership of the shares or certificates of buneflelal interest
of such trust. .

“(b) METHOD OF TAXATION OF RRAL KSTATE INVESTMENT TRUSTS AND HoLDERS
OF SHARES OR CERTIFICATES OF BENEFICTAL INTEREST.

“(1) IMPOSITION OF NORMAL TAX AND SURTAX ON HFEAL ESTATE INVESTMENT
TRUSTS.~~There is hereby lmposed for cach taxable year upon the real estate
investment trnst taxable Income of every real estute investment trust a
narmal tax and surtax computed as provided in section 11, i though the
real estate investment trust taxable Incomo were the tuxable incowme referred
to in vection 11, For the purposes of computing the normni tax under socs
tion 11, the taxable income and the dividends paid deductlon of such reat
estnte {nvestment trust for the taxable year (computed without regard to
capltal gains dividends) shall be reduced by the deduction provided by
sectlon 242 (relating to partinlly tax-exempt interest),

“(2) REAL ENTATE TRUST TAXABLE INCOME~—The renl estate investment
trust taxable income shall be the taxable Income of the renl estate investinent
trust adjusted as follows:

“(A) There shall be execluded the excess, If any, of the net long-term
capital gain over the net ahort-term loss,

“(R) The deductions for corporations provided in Part VIIT (except
section 248) fn subchapter B (sectlon 241 and fotlowing, relating to the
deduetion for dividends received, ete.) shall not be allowed.

“(C) A deduction shall be allowed for the dividends (other than
capital gains dlvidends) paid during the taxahle year computed in
accordance with the rules provided In section 582, .

“(D) The taxable jncome shall be computed without regard to sec-
tion 448 (b) (relating to computation ot tux on change of annual account-
ing period).

“(8) CADITAL QAINB—

“¢{A) Imposition of Tux.~There {s hereby imposed for each taxable
year In the case of every real estate investment trust n tax of 25 percent
of the excess, if any, of the net long-terin capital gain over the sum of—

“(1} the net rhort-term capltal loss, and

“(1l) the amount of capital galn dividends pald during the year.
For purposes of this subpnragraph, the amount of dividends paid shall
be computed under the rules provided tn section 562,

“(B) Treatment of Oapital Gain Dividends by Shareholders.—A
capital gain dividend shall be treated by the shareliolders or holders
of beneficinl interests as a gain from the sale or excliange of a capital
asset held for more than 6 months,

“(C) Definltion of Capital Galn Dividend.—A capital galn dividend
means any dividend, or part thereof, which is deslgnated by the real
estate Investinent trust as a eapital gain dividend in a written notice
mufled to its shareholders or holders of beneficlal intercsts at any time
prior to the expiration of 80 days after the close of its taxable year, If
the aggregite nmount so desighated with respect to a taxable year of the
trust (including capital gains dividends patd after the clese of the
taxable vear deserlbed in section 839) is greater than the excess of
the net long-term eapltal gain over the net short-term capital loss
of the taxable year, the portlon of ench distribution which shall be a
capital-gain dlvidend ashall be only that proportion of the amount so
designnted which such excess of the net long-term eaplital gain over the
net short-term capital losa bears to the aggregate amount so designated.
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“(¢) BARNINGS AND ProriTs.—The earnings and profits of a real cstate invest.
ment trust for any taxable year (but not its accumulated earnings and profita)
shall not be reduced by any amount which is not allowanble as & deduction fu
coniputing its taxable income for such taxable year,

“SKC. 858. LIMITATIONS AIPLICABLE TO DIVIDENDS RECEIVED FROM
REAL BSTATI INVESTMENT TRUST,

“(a) OAPITAL GAIN DIviDEND—For purposes of scction 84 (a) (relating to
credit for dividends recelved by iudividuals), section 11¢ (relating to an
exclusion for dividends recelved by individuals), and section 243 (relating to
deductions for dividends received by corporations), a capitat gain dividend (as
defined in section 857 (b) (8)) revelved from a real estate investment trust shatl
not be constdered as a dividend.

“(b) OTHER DIVIDKNDS~

(1) GENKRAL RULE.—In the case of a dividend received from a real
estatle ;nvestment trust (other than a ‘dividend to which subsection (a)
applies) —

“(A) it such real estate investnent trust meets the requirements of
gection 856 for the taxable year during which it piid such dividend; and
“(B) the aggregate dividends received Dy such trust during such
taxable year are less than 78 percent of kts gross income,
then, in computing the credit under section 34 (n), the exclusion under
section 118, and the deduction under section 243, there shall be taken into
account only that portion of the dividend which bears the sume ratio to thoe
amount of such dividend as the aggregate dividends recelved by such trust
during such taxable year bears to its gross incomo for such taxable year,

“(2) NOTICE TO SHARKHOLDERS.~—A real estate investment trust to which
paragraph (1) s applicable for any taxable year shall, in a written notice
to shareholders or holders of beneficial interests mailed not later than 80
days after the close of thio taxable year, desighate the portlon of dividends
paid by the real estate investment trust during such taxable year which
wAay be taken Into account under paragraph (1) for purposes of the credit
under sectlon 34, the oxclusion under section 116, and the deduction under
sectlon 2438,

“(8) Durinrrions~For purposes of the subsection—

“(A) gross income does not include gain from the sule or other dispo-
sition of stock, sccurlties or real estate, and

“(B) the term ‘aggregate dividends recelved’ includes dividends only
to the extent that such amounts would be taken into sccount as a
dividend under paragraph (1).

“SEC. 860, DIVIDENDS PAID BY RFAL ESTATI) INVESTMBNT TRUST
AFTER CLOSE OF TAXABLE YRAR.

N “(a) OeNxEAL RuLx—For purposes of this chapter, {f a real estate investment
rust— .

“(1) declares a dividend prior to the time prescribed by law for the filing
of its return for a taxable year (including the period of any extension of
time granted for filing such return), and

“(2) dlstributes the amount of such dividend to shaveholders or holders
of baneficlal interests in the 12-month poriod followlng the close of such
taxable year and not later than the date of the first regular dividend pay-
ment made after such declaration,

the amount so declared and distributed shall, to the extent the trust electa in
such return in accordance with regulations ({wuscrlbed by the Secretary or lLis
delegate, be consldered as having been pald during such taxable year, except ns
provided ln subsections (b) and (e).

''"(b) RECEIPT BY SHARRHOLDER.~Amounts to which subsection (a) is appticable
shall bo trcated as reccived by the shareholder or holder of beneficial interest
{n the taxable year in which the distribution Is made,

"(¢) Norice 70 SHAREHOLLKES.~-In the case of amounts to which subsection
{a) is applicable, any notice to shareholders or holders of beneflclal Intercats
required under this subchapter with respect to such amounts shall be wmnde not
}:ter (tihe.n 80 days after the close of the taxalle year i which the distribution

made,
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The Cuairyan. Mr. Avent.

STATEMENT OF I M. AVENT, ATTORNEY, INDEPENDENT NATURAL
GAS ASSOCIATION

The Cuairman. Identify yoursdlf to the reporter, please, and
make yourself comfortable. )

Mr. Avenre, Mr, Chairman, and gentlemen, my name is Ira M,
Avent, of Shroveport, La. 1 am an attorney and member of the tax
committee of the Lulepondent Natural Gas Association,

The CiamaaN. Speak a little louder, if possible, We have u little
noise in here. Let the group be in order, please.

Mr, Avenr. I appear today in behalf. of the Independent Nutural
QGas Association of Amevicn, whose membership consists of oil and
gas producers, both corporate and individual, as well as companies
engaged in the transmission and distribution of natural gas,

nator Marong. Could the witness talk u little louder?

The Cuamnean. If you could talk a little louder, it would be much
appreciated.

{r. AveNT. A statement has been filed with the clerk of the com-
mittee, sotting forth the suggestions and comments of this associn-
tion with respect to treatinent of various items in H. R, 8300, Inter-
nal Revenue Code of 1954,

The Ciatman. The audionce will be in order, please.

Mr. Avent, It would be appreciated if that statement could bhe
incorporated in the record.

The Cuairatan, Incorporate it, please.

(The statement referred to follows:)

STATEMENT oF INDEPENDENT NATURAL (GAS ASBOCTATION OF AMERIOA, RE Prov-
BIONS or Tk INTERNAL RevENux Copx or 1054, 1. R. 8300

The Independent Natural Gas Associntion of America submitted to the House
Ways and Means Committee several suggestions as to changes in the Internal
Revenue Code that it belleved would be helpful to the Governwent and to the
taxpayer. For your ready reference coples of data on some of the toples pre-
sunted to auch committee aro attached hereto as appendix A. A brief outline
of the trentment In H. R, 8300 of the topics on which suggestions were made, is
submitted In the t(lllvwlqr J‘mnea with our further comments thereon. Your
attention {s respectfiflly dirériol] (0 syeh comments, to the new subject-matter
submitted hereln under the caption “Gonernl and New Matters,” and particu-
larly to the suggesation regarding the effective dnte of the proposed code.
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Topic 4, deductions of charitable contridutions, intereat, mn.c. and casually
losser

Our recommendations under thig topic were primarily that stamp taxes on
bond and stock issues should be allowed as deductions as taxes pald in the year
in which stamps were purchased and affixed. The memorandum submitted by
this association may be found on page 170 of the published hearings of the
Committee on Ways and Means of the House of Representatives, 83d Congress,
1st session and on page 1 of appendix A attached,

Wae find no proviston in H. R. 8300 that permits a deduction of this expense as
taxes, For the reasons expressed in our previous presentation as above referred
to, it 18 urged that further consideration be given to this question and that the
reliet requested be granted.

Topio 28, capital gains and losses (H. R. 8300, sec. 168)

It was our recommendation that the Internal Itevenue Code be nmended so that,
in the case of a corporation, the net long-term capital lorses incurred as a result
of investments in n corporation entered into for business purposes, should be
allowed as a deduction. The present law provides that this loss will be aflowed
only as an offset against capltal gains except where the corporation owning the
securities holds 93 percent or nmore of thie stock of the company on which the
loss was incurred. Our presentation on this question may be found on page
1198 of the published hoarings of tho House Ways and Means Committee and on
page 2 of appendix A attached. .

We find in H, R, 8300, scction 1858 (g) (3) (A) that the stock ownership in the
subsidfary where the loss f& allowed ag an ordinary loss, 18 reduced from the 95
percent to 80 percent.

For the reasons stated in our previous memorandum above referred to, we
urge the stock ownership timitation be eliminated entirely and that where losses
are incurred in Investments incidental to the prineipal bustness, then such losses
should be altowed as an ordinary loss without regard to whether or not the
lm-gstlng company was in control of the company in which the investinent s
made,

Toplo 24, the net operating lose (H. R. 8800, sec, 172)

It was the recommendation of this association that the net operating loss
carryover should be the tax loss incurred. Our memorandum on this subject:
may be found at page 1238 of the published hearings of the House Ways and
Means Committee and page 8 of appendix A attached.

Partial relief in this loss carryover sitnatlon has been provided for in ¥, R.
8300, section 172 however, it 18 urged that the full tax loss be carrled over with-
out adjustient to elther the year of loss or the year to which the loss Is carried.

Topic 86, consolidated returns and intercorporate dividends

It was our recommmendation that the present 2 percent surtax penalty for iy
consolidated returns be removed and the tax on intercorporate dividends recelveq
be eliminated. Our memorandum on this topic may be found at page 1204 of the
published hearlugs of the House Ways and Means Committee and page 4 of
appendix A attached. - .

The Ways and Meana Committee firat agreed in principle to both.of our rec-
ommendations and tentatively approved amendments to the code which pro-
videad that the 2-percent surtax penalty and the tax on intercorporate dividends
would be eliminated, a part each year over the next 8-year period.

After these provisions were tenwtively approved by the House Ways and
Means Committee they were recn:lcd and reconsidered, and the previous ap-
proval was rescinded. H. R. 8300 as passed by the House, therefore, does not
have any provision In it allowing the equitable relief requested and apparently
recognised, It is, therefore, again urged that further comsideration be given
this tople and the unjust penalty on consolldations and the duplication of taxes
on intercorporate dividends be removed.

Toplo 38, the determination of taradle income—inolusions and exclusions (H. R,
8800, sec. 248)

It was the recommendation of this assoclation under the above subject that
& corporation be permitted to amortlze the expenses incurred in fts organisa.
tion or reorganigation and in the issuance of 1ts capital stock elther at organt-
zatlon or thereafter. Qur memorandnm on this tay be found on page 1573 of
thoe published hearings of the Flouse Ways and ‘Means Committee and on page 6
of appendix A attached. ‘
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1. R. 8300, section 248, provides that certain organization expenditures incl-
dent to the creation of the corporation, subsequent to January 1, 1934, may be
awmortized over a perlod of § years.

The report of the House Ways and Means Comtuittee reflects that the amounts
to be amortized do not include the expenses of lssuing shares of stock Incurred
efther [n the crentton or reorganization of a corporation,

It is urged that the detinitlon of organization expenses be Lroadened to In-
clude the cost of Issulng stock and also to include all other organization and
reorgantzation expoenses, lucluding stock issuance stamp taxes it such exponses
are lel:ibl. otherwise allowed as a deduction for the year i whieh they were in.
curred.

1t is further urged that the provision of allowing orgunization expenses as a
deduction be extended to companies wiio have previously Incurved such expenses
and who have not heretofore beent permitted to take such expenses as deductions
agninst taxable income, The ltmiting of this deduction to new companies can
only be considered as discrimination against the older companies,

General and new matters

A partial and incomplete review of H. R. 8300 discloses many items which, in
our opinjon, should be vorrected. Some of these are as follows:

Section 11, tax lmposed.

Sectlon 401, general rules for taxable year of deduction.

Nection 481, adjustments required by changes In method of accounting.

Section 1341, computation of tax where taxpayer restores substantlal amount
held under claim of right.

Section 6016, declarations of estimated income tax by corporations,

H Section 6074, time for filing declarations of estimated lucome tax by corpora-
ons.

Bection 8164, installment payments of estimated income tax by corporations.

Sectlon 6055, fatlure by a corporation to pay estimated income tax.

Sectlfon 7851, appltcability of revenue laws.

Memoranda are attached hereto on these last numbered sections which briefly
set out the objections thereto.

These duta are subwmitted after only a very incomplete review of 1. R. 8300,
Internal Revenue Code of 1954 and since it will be finpossible to properly review
the bill within the time Rllowed for its cons!deration we earnestly urge that the
proposed Inw be made applicable as outlined in our memorandum under section
T8 1—applicabllity of revenue lws—hereto attached.

SECTION 13, TAX IMPOSED

In H, R. {300 It Is proposed to fucrease the tax on co Ate earnings in
excess of $25,000 from 47 percent ns exists in the present code to 52 percent,
such rate to be effective for taxable years beginning after March 31, 1954,

A great deal has been sald for and against the Incrense in tax rates from 47
percent to 02 percent (54 percent for a corporation filing a consolidated return)
when the Nation 18 in a peacetime economy. .

It I8 not our purpose to repeat bere the many arguments which have been
presented against such an extremely high tax rate, We must, however, point
out that the increase in the tax rate as set out in section 11, H. R, 8300, results
fn an excessive and undue burden on businesses in general and that we hereby
register our objections to such increase.

SBECOTION 461, OENKBAL RULE FOR TAXABLE YEAR OF DENUCTION

The nection above referred to provides for the acerual of real property taxes of
a taxpayer, using the accrual method of accounting, over the definite period of
time to which the real property tax applles, and further provides that such rule
shall not apply for a taxable year which began before January 1, 1954,

There may be many cases of a taxpayer who has followed the accepted
practice of accruing real property taxes for taxable periods covered by the 1089
eode, and who has taken deductions for real property taxes for the last taxable
perfod under the provisions of the 1989 code. Should these taxes, acerned after
January 1, 1043, and vrior to January 1, 1854, have been ratably distributed,
then the amount nndlistributed at January 1, 1064, will not be allowable as a
deductlion in 1034 under the provisions of H, R, 8300. The taxpayer would this
lozo a deduction for taxes to which he Is entitled. In order to prevent this in.
Justice it 18 suggested that for the first taxable year, a taxpayer, In existence for
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one or more taxable years next preceding the first taxable year under this code,
shall be entitled to & deduction for real property taxes for such first taxable
year in an amount which i8 the greater of the amount allowable under the pro-
visions of this code, or the amount to which the taxpayer would have been allowed
for such first taxable year in the absence of this section.

SrorIoN 481, ADJUSTMENTS REQUIRED BY UHANGES IN METHOD OF ACCOUNTING
L)

The above section provides (a) In computing the taxpayer's taxable income for
any taxable year * * ¢

1. If such a computation is under a method of accounting different from the
method under which the taxpayer's taxable income for the preceding year was
computed, then

2, There shall be taken into account those adjustments which are determined,
by the Secretary or his delegate, to be ry solely by reason of the change
in order to prevent amounts from being duplicated or entirely omitted.

The report of the House Ways and Means Committee, on page A-104, carrles
thias statement: “It is only those omissions or doubling up which are due to the
change in method wihch must be adjusted.” '

The committee report on page 50 carrles the statement that: “Under certain
clrcumstances, however, where a change in accounting method is made‘involun.
tarily, the courts have denied the Internal Revenue Service the right to require
these adjustments ¢ * *» .

The committee’s bill provides that the necessary adjustments will be made in
all cases when there is a change in the method of accounting regardless of
whether the change is voluntary or fnvoluntary.

Many taxpayers are required by law to keep their accounts according to rutes
of regulatory bodies. In the procecss of regulation, the current and future carn-
ings of such taxpayers are regulated and where a change in the method of ace
counting is ordered commencing with the current year, the regulated taxpayer
company is placed under an undue financial hardship under this section because
the retroactive income taxes plus interest resulting from the compulsory change
are not recoverable in the normal regulatory process. Xt is therefore urged that
adjustments shall be made under this subsection only for the year in which
the accounting change is made where such change 18 involuntary or compulsory
and made {n accordance with: rules and regulations of a regulatory body exer-
cising control over the accounting procedure of the taxpayer,

SECTION 1841, COMPUTATION OF TAX WHERE TAXPAYPR RESTORES A SUBSTANTIAL
AMOUNT HELD UNDER OLAIM OF RIGHT

This section psovides & method for the computation of taxes where amounts
recelved under a clalm of right have been properly reported as income in prior
years but in a later year the taxpayer is required to refungd all or & part of such
income. The deduction allowed the taxpayer under this section i8 the lesser
amount of tax determined under two different methods.

‘The provision for one of the above computations applies to adjustiments fora
perfod not in excess of 3 years. In addition, subsection (b) (2) provides that
this section wlll not apply to certain transactions,

Regulated public utilities are frequently involved in rate proceedings and
litigation which may sometimes take longer than a 8-year peffod. Such com-
panies would therefore be unable to avail themselves of the provisions of this
sectlon for income recelved prior to the 8-year period specified in H. R, 8300,

In addition, the restrictive provisions of subsection (b) (2) of this sectlon
might otherwise operate to deny to taxpayers the use of the alternative tax
computation provided by thia section.

It 18 therefore nurged that this section be modifieq so that the period in which
adjustments can be made will Include all of the taxable years during which
the proceedings were pending. .

. It 1s also urged that where the adjustment provided for in this sectlon arises
out of refunds or repayments resulting from final @etermination of proceedings
above referred to, is required of a corporation whose rates are fixed by a State
or political subdivision thereof, or by a public service of public utllity commise
afon of a State, or a political suhdivision thereof, or of the District of Columbla,
or by ap agency or instrnmentality of the United States, such adjustments shall
come within the provisions of this sectlon. ;
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SBECTION 6010, DECLARATION OF ESTIMATED INCOME TAX BY CORPORATIONS—BECTION
8074, TIME FOR FILING DECLARATIONS OF EBTIMATED INCOME TAXFS BY CORPORA-
TIONS~—BECTION 61564, INSTALLMENT PAYMENT OF ESTIMATED INCOME TAX BY
CURPORATIONS—BEOTION 6585, FAILURE BY A CORPORATION TO PAY ESTIMATED
INCOME TAX .

The above-enumerated sections contain provisions for a new system of advance
payments of corporation income tax. Under this system a corporation is required
to muke and flle a declaration of estimated tax on the 15th of the 8th month of
the taxable year. Advance payments are to be made during the 9th and 12th
months during the taxable year. The amount to be pald at each installiment will
graduate from G percent of the amount estimated to be due for the entire year
10355 to 25 percent {n 10730 and later years.

The provisions do not apply to corporations whose yearly tax liability cannot
reasonably be expected to exceed $50,000. (The current payment requirements
are limited to that portlon of the tax in excesa of $50,000.)

The effect of advancing tax payments on corporations is to reduce their cash
working capital. This reduction in working capital might well result in many
corporations being forced to reduce their expenditures for expansion and invest-
ment in plant and equipment. This will produce a resuit directly contrary to the
purpose of the act as expressed by the House Ways and Means Committee (p. 1)
as it will undoubtedly have some unfavorable influence on future expansions,

Companies whose cash working capital is reduced because of the increased cur-
rent tax payments may well be influenced by such a situation in their declaration
and payment of cash dividends, Any reductlon in dividend payments wiil re-
duce the overall taxable Income of the country since dividends are generally
taxable in the hands of the reciplents. A reduction in dividend income would
-work an undue hardship on many citizens and would be a deterring influence on
the Natlon's overall economy.

Because of the above it is urged that H. R. 8300 be amended by eliminating
therefrom all references to changes in methods of advancing payments of income
taxes by corporations and the filing of declarations of estiinated taxes, and sub-
stitute therefor the provisions now in effect in the Internal Revenue Code.

S8ECTION T831. APPLICABILITY OF REVENUE LAWS

* The House Ways and Means Committee state in their report (p. 1) on H. R.
8300 that “The purpose of these changes has heen to remove inequities, to end
harassment of the taxpayer and to reduce barriers to future expansion of produc-
tion and employment.”

This association is in agreement with the proposal as above stated and is of
the opinion that many of the changes recommended by the House and incor-
porated in H. R, 8300 will tend to accomplish the expressed purpose. It must,
however, be recognized that such an undertaking as a complete revision of the
Internal Revenue Code however desirable, cannot possibly be accomplished
‘without the occurrence of errors and amissions. .

The problems of taxes Is complex and the laws applying to such problem must,
of a necessity, be complicated. To these complexities i8 added the many pro-
visions of the proposed law which provide thnt procedure and tax practice be
controlled by regulations prescribed by the Secretary or hls delegates. The
Commissloner of Internul Revenue has been publicly quoted as saying that these
regulations eannot possibly be written and in the hands of the taxpayers during
this taxable calendar year. Taxpayers will therefore be without any official
interpretation of the code uutil the year 1835, Becnuse of the numerous changes
proposed and the lack of official clarifications they are now faced with a sea of
uncertainty as to the tax effect of transactions occurring from day to day in
their normal business operation, The many presentations made to your com-
mittee has pointed out many errors and omisstons in H. R. 8300 all of which
increases the difficulties under which a taxpayer is placed by the proposal that
this law In general will apply to taxable years beginning after December 31,
1053. Such & proposal certalnly does not tend to end harassment of the tax-
payer and to reduce barriers to expausion of production and employment. On
(the contrany, it tands to create capfusion, uncertainty. and delays in expansion of
production and employment. . .

The bill undoubtedly contalns many provisions which will be helpful to
taxpayers and will promote the prime purpose of the bill as above expressed.
It must be realized. however, that the uncertainties of the tax effect on many
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transactions will be a deterring effect on husiness nctivities during the transt.
tion perlod from the present Internal Revenue Code to the Internal Revenue
Code of 1054,

The Independent Natural Gas Association of America therefore recommends
that to eliminate the uncertaintics hereinbefore mentioned, at least for the
current year, and to accompligsh the fundamental purpose of the tax-revision
bill, the taxpayer be permitted to compute his taxes for the taxable year
beginning after December 81, 1953, and prior to Decewber 31, 1054, under
the provisions of the Internal Revenue Code of 1830, a8 amended, or under H, R,
l8800, Internal Revenue Code of 1034, whichever produces the lower taxable
ncome.

This suggestion may appear unusual, however, n study will Indicaie that the
following will he accomplished:

1. It will provide a method whereby the benefits to the taxpayers said to be
in H. R. 8300 can be immediately passed on to taxpayers.

2, Taxpayers will not become vict!ms of the traps and pitfalls in H, R, 8300
until they have had more time to study its provislons.

8. It will allow the Treasury Department tims in which to write their rega.
lt‘xtlcl)ns ﬂ:ngl get them in the hands of taxpayers before the law becomes exclu.
sively final.

4. It will permit A comprehensive study of H. R. 8300 during this transitory
period and the timely correction of defects by legisiation prior to its becoming
excluslvely effective.

8. It will do away with the many uncertainties which are now deterring
business activitles,

6. It will provide for the much needed rearrangement of the tax laws,

7. It will'be fair and equitable to the taxpayer and to the Government.

.8, It will accoraplish the prime purpose as expressed by the Committee
on Ways and Means which reads: “* * * to remove inequities, to ond harass.
ment of the taxpayer and to reduce tax barriers to future expansion of production
and employment.”

For the reasons expressed we urge your earnest conglderation to this
proposal,

APPENDIX 4

(House Ways and Meaus C(;mmlttee, 88d Cong., 1st sess, p. 170, published
hearings)

Topi;y p—~—Deduotion of oharitable contributions, interest, tuwes, and rvasnalty
08868, .

We recommend that stamp taxes imposed by section 1800 and section 8480 of
the Internal Revenue Code upon the issuance of corporate securitfes, capital
stock., etc., be allowed in full as a deduction in the year In whieh incurred.
At the present time, ns set forth in I, T, 8808 OB 1846-2, 81, Issued by the Bureau
‘of Internal Revenue, stamp taxes on bond {ssunnce are allowanble as a deduction
upon an amortized basis over the life of the bonds to which they apply; stamps
‘purchased In’ connection with stock issues are not allowed as deductions except
for the possibility of deduction as an orgunization expense at the time of corpo-
rate dissolution.

We fall to see a distinction in essence getween these stamp taxes and any
other kind of taxes, and we belleve that In equity and in fairness they shonld
bo allowed as deductions from gross income, elther as a tax or otherwlse, in
the (;lete&nlnatlon of taxable net income for the year in which the stamps were
purchased, .

(House Ways and Means Committee, 88d Cong., Ist sess, p. 119, published
s - hearings)

Topib 88.—Capital pains and losaes inoluding problems relating to dasis

‘" An Inequity that has existed in the Internal Revenue Code deals with the non-
dedudtibility by corporations of net lon§~term ‘capltal ‘losses when they are in
‘excess of fiet short-term capital gaing for the corporgtion’s current tax yenr.
T'he faet that such éxcess of ¢apitat losses may be carriéd forward for a perlod
fif eg yearsg as n},n offget to net capital gains in those vbars does not relleve the
theqnity or Hardehipon corporations,’ 0

" Queh'nét losses n the cnge of A corporate tAxphyetr ate usnually the pensult of

‘tratipactions Which are an Integral and ‘essenttnl purt of the éorporation’s opera-

'
'
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tlons,  With respect to utility companies, investiments may be made in the eapl-
tal stock of local industries with the object of promoting loral employment
and business activity which in turn will increage the utBiity’s revenues and scope
of operations. Also, two or more corporations mny jointly Invest in the stock
of n new corporation at the request of sojne governmental authority to promote
the national-defense effort or for the publie good in general. For example, a
group of cleetrle utilities have recently organized a separate corporation to
develop electrie resources for the Atowmle Energy Commission, Additional in-
vestments fn varying proportions of eapital requirements have heen made in
corporations engaged in research for developing new products from nnfural
gas and oil,  The electric industry is joining chemicrl companies In research
toward the development of generating electricity from nuelear energy, Such
necessary exploratory and research undertakings are made, in many instances,
through separate corporations with the knowledge that partial or complete
fatlures will obtain in many instances.

In any of the cases mentioned, the corporate-taxpayer will in most instances
own less than 93 percent of each class of the capital stock of the corporation
invested in and thus will not come within the reqnirements of scetions 23 (g) (4)
{A) and 23 (k) (B) (A). These code sections provide that If 03 percent or more
of cach class of stock of the affitiated corporntion is held by the corporate tax-
payer, then such stock will be deemed not to be a capital asset and will not there-
fore come under the capital gains and loss provisions of section 117, so that any
loss i an ordinary loss.

We urge that in order to arrive at true corporate net income for any current
tax year, code section 117 (d) (1) should be amended so that the excess of net
long-term capltal losses over net short-ternt capltal gnins, in the case of corporas
tions, when incurred as a result of a transnction entered into for business pur-
poses, should be allowed as deduction, regardless of the percentage of each clnsy
of stock owned as set out in code sections 23 (g) (4) (A) and 23 (k) (5) (A),

(Houge Ways nnd Means Commlittee, 831 Ccng., 1st sess., p. 1238, published
hearings)

T'upic . j~The net opertaing loss

Section 122 of the Internal Revenue Code permits a net opernting loss of any
year to be carrled back to the immediately preceding taxable year and to thé
extent that the loss 18 not absorbed by net income of that year, it may be carrled
forward to ench of the 5§ succeeding taxnble years,

This, on the surface, is fair and equitable, However, before a net operating
loss carryover may be applied ar a deduction from taxable income, the follow-
ing adjustments are required to be made to both the taxable year lu which the
loss occurred and to the net income of each year or years to which the loss may
beé applied:

1. The excess of percentage depletion over cost depletion must he restored
" 2, Wholly tax-exempt interest, less any nondeductible {interest paid or acerned
to carry the exempt securities, must be includeq in gross income:

8. The net operating loss deductfon must be restored ; and

4. No deduction or credit Is given for Intercorporate dividends received.

The ahove adjustments have the effect of reducing the net operating loss and
increasing the taxable net income against which the not operating loss Is appiied.
The adjustments purport to he Justified on the economic loss theory, The require-
ment that the adfustments be applied to hoth loss and Income years cannnt be
Justitled, and sound principles should Hwmit the earryover provisions to tasxable
income and not economic income concepts,

'\Zet urge that the so-called economic-loss limitations be removed from the
statute,

(House Ways and AMeans Committer, 23d Cong., 1st sess,, p. 1204, published
hearings)

T'opic 26~—Consnlidated returns and infercoyporate dividends
To many corporate taxpayers the most dlseriminatory and inequitable provi-
slon in the Internal Revenue Code today is the 2 perceant surtax penalty imposed
- for the privilege of fillng a consolidated income tax by an nffiilated group of
corporations. . .
. The first penalty on the privilege of Mling a consolidated return Ly & parent
corporation and one or more subsidiary corporations was Imposed by Congress
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in 1032 at a rate of threeguarters of 1 percent. Thie privilege was taken away
2 yenrs later, The Second Revenue Act of 1040 partially restored the privilege
when consolidated excess profita tax returng were nuthorized. The Revenue Act
of 1042-restored the: privilege .of flling: consolidated income-tax rcturys by an
afiiliated ?ronp of eavporations and Lnposed the 2 percent surtax penalty which
is gmcmt y in the Infernal Revenue Code,

he argument attendant to the:femoval of the privilege in 1084 centered
around the fact that losses of some companles could be offset against taxable net
income of ethera resulting In & reductlon of taxable income to the.aMliuted
group. This argumeunt is of no avail toduy hecauss of the 1-year carryback and
B-year carryforward of net operating lossea afforded to corporations filing tax
raturns on a geparate com mnf basis,

Thetve appears to be no Just ficatlon for Lhe 2 percent penelty for the privilege
of filling consolidated returns, In this respect, we quote the conclusion reacked
by the Senate Finance Commlittee in May 1032, as follows:

“e ¢ » Your committce recommends that this additional tax be eliminntnd.
It sees no fustification for it. ‘I'he provisions for consollduted veturns under
the present law and vegulutions recognize sound accounting practices and re-
Quire tax liabliitles to he determined on the basis of the true net Income of the
enterprise as a whole. No lmproper henefits arve obtalned from the privilege.
Your commiitee belloves that it is highly desirable, both from the polnt of
view of the administration of our tax laws and the convenience of the taxpayer,
that the filing of consolidated returns by aflillated groups of corporations e
contihued, partioularly in view of the changes made in the Revenue Act of
1028 nnd in the regulations Prnmulsnted by the Secretary of the Treasury there-
untder. }q.ln.gMcult to Justify the exnction of a price on the usu of this form of
return.

Certain corporatlons such as rallroads and other types of publie utility com-
panies are required by State laws, In many Instances, to maintain separate
corPorate structures in the several States in which they are doing business. We
belleve the exaction of a penalty Is unwarranted when these corporations must
have subsidiary companies because of legal requirements or business necessity.
In this respect we quote from the ‘conclusion reached by the House Ways and
Moans Committee in February 1034, as follows : L '

. 4e » * Your committee congldered at length the question of abolishing the
consolidated return. Our subcommittee originally rocommended thia actlon,
The Treasury helleved this policy undesirable, The Trensury pointed out that
the one way to secure a correct statement of income from afilinted corporations
is to retiulre & consolidated return, with all intercompany transactions eliminated.
Otherwise, profits nud losses may be shifted from one wholly owned subsldiary
to another, and their separate atateraents of income do not present an accurate
picture.of the earnings of the group as a whole, For all practical purposes the
various subsidiarles, thongh technically dlatinct entities, are actually branches or
departments of one enterprise. For theso reasons, consoligated statements of In-
mé have been the rule for ordinary business purposes,’and for 16, years the
me tax 1aw, qu‘ ‘)ros!dcd .tor;.om\:gudmw xeturns. ., The, administration. of
income tax law is slmpler with the consolfdated, return since it conforms

to ordinary business practices; enables the Treasury to deal with a single tax-
R:yex {nstead of many substdiaries ; and eliminates the necessity of examining the
na fides of thousands of intercompany transactions. ‘ Lo

“Consequently, after careful conslderation.of the questlon, the commlttee.
declded that it would be undesirable to'abolish the consolldated return at this
time. It appeared in the hearings that such actlon would ba especlally burden-
some to many corporations, such as the rallroads, which are frequently oblj
to maintain separate corporate structures in the several States In which they °
operate, although for all oxdinary business and accounting purposes the sub.
sidiaries form a single operating system ® ¢ & - .

. We strongiy, urge that the present 2 percent surtax penalty for fillng con.
nolldated retorns be removed and in addition that an anhual election to file etther
separate or consolidated returns be made available to all affiliated groups of
corporate taxpayers, . . * :
. . mmoomun.mvmmn‘

{» Subsequent to the: year 1088, 15 percent of dividends received from domestic
fﬁonﬁons have been subject to corporate income tax. Prior to that time all

dividends were entirely exempt from the tax. The congremional commit-
‘at that time were attempting to discourage the use of holding companios

)

¢
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and thelr complox corporate stfuctures. The reporty issued by both comnmittees
stated that they proposed to subject such dividends in only a small tax because
it was really double taxation of corporate profits,. In 1886 the corporation
fucome tax rate was only 15 percent and the effective tnx vate on dlvidende
received from domestic corporations amounted to 2.25 percent, Wowever, under
the percent corporation income tax rate of 52 percent the effective tax rate on
such dividends 18 7.8 percent, The Increase of 300 percent in the tax on Inter.
corporate dividends can hardly be called a siuall tax any more. Mr. Roy Blough
in his book entitled “A Federal Taxing Process,” in speaking of the lack of
precision in the iucome taxation of intercorprate dividends ald referring to the
tuct that only 18 porcent of such dividends nre subject to tax, says:

“Even at this rate, however, there Is little if any justification for imposing
the tax on holding companies In the publicutility fleld thnt are virfually re-
quired by State law if efiicient system operations are to be achleved.”

In additlon the tax on 15 percent of dividends received from a domestle
corporation has a ﬂ*\,vmmldlng effect It sdme of the affiiliated subsidiaries are
parents of some.of the afliated companies 8d-.that the same corporate net
inconie will bo.taxed greatly in excgess of 52 percents.

We recoiurend that the economically unsound imposjtion of additional taxes
on corporgtion earnings ns they phsa from one corporation to another before
distribugfon by the reciplent &rporaﬂlm, should be elminated by making
il Aividends received by one domestle corporation from anbt‘her 100 percent tax
freo ljatead of the,prosont Pls perdent allowance.

(11 (’nw Wways (l;ld Means )Cqmmu\l‘ee, &aa Oonf.',\‘v:lst sess, p\ 1078, published
] N hainge)

S

P ) A
Tqpio 38—The determi n o} tawably infomoe—inclusions eacluaions
'he Interngl Revonnal e provides for nmortizatipn of expentes Incurred on
o8,

ispuance of (lebt-geeurl Similay treapnient_js not allowed with rvospect to
stpck {ssuan expemgn& Such var| anral the tfeatment of fssfiance expenses
the

begween equify securitipy and debts gecQitifies is not equitable,
Debt mecurfties havel & fixed nigturity’ date oter which amoytisation deduc-
tlopa miny be \mensured, \ Tn mont insu(n s capital stock wilt not have such

& maturity dn\t’; Howovorm\nost enuity capital issdgnces are for the purposes
of hlant expausion. The ménsureinent perlod related to thé stock Issuance
expense incurred in the dverage 11te of the plant, -~ /

'elrecommend that a_netw subsqetion ndded to sectlon’28 of the Internal
Reveng Code which syotild permit. cqrporations t6 amortize capital.stock issuance
expenae \over a period.consistent with the average life ¢f the property, plant,
and equipent, o

Mr, Avexy. It is my understanding that the. statement filed will
be briefed foryou by your staff and it is pot my purpose here to dis-
cuss in detail the points on which sugestions have been made, except
the recommendation fouﬁﬂ‘m?ﬁ'ges 15, 18, and 17 of our statement,
to the effect that at least for the current year the taxpayer be per-
mitted to compute his taxable income for the present taxable year
under the provisions of the Internal Revenue Code of 1989, as
amended, or under H. R. 8300, Internal Revenue Code of 1954, which~
ever produces the lower taxable income.

The CrarMaN. Has your gomt been discussed with pur stafft

Mr, Avenr. We haven't had that opportunity,

The Cramman. Will you ;ientlemen see that this gentleman has
thti)t opp%rtumty, it he wishes

roceed.

Mr. Avent, We make this sugestion in order to eliminate for the
onrrent tax {zear, at least, the many uncertainties relating to the tax
effect of H. R. 8300 and to permit the bill itself, which is the result
of a tremendous amount of work by both the Government and tax-
payerf, and which extends benefits to many taxpayers, to finally be-
oome law, ... ST .
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The uncertainties are most apparent and need not be detailed here,
gince you have had before you many tax{;gyers and their representa-
tives who have pointed-out a great number of inconsistencies, omis-
sions, and errors in the new and proposed logislation and who have
made niany recommendations for changes and corrections.

These uncertainties are n great deterrent to business but should a
taxpayer know that the taxable effect of his business transactions will
in no case be worse under the new act than is now provided under
the present law, and that he can determine his taxable income under
the new act if it is more favorable to him, then he will no longer
hesitate to complete transactions or expand his production and carry
our his business program because of the uncertainties of the applicable
income laws. .

The suggestion that we muake, if incorporated in your fiual logisla-
tion, we believe will accomplish the following resuits:

1. It will provide a method whereby the benefits to the taxpayers
said to be in FI. R. 8300 can be immediately passed on to the taxpayers.

2. It will provide, for the much needed rearrangement of the tax
laws and accomplish the fundamental purpose of the tax revision bill.
. 3. It will allow the Trensury Depnartment time in which to write
their regulations and get. them in the hands of taxpayers before the
law becomes exclusively final,

4, It will permit a comprehensive study of H. R. 8300 during this.
transitory period and the timely correction of defects by legislation
prior to it becoming exclusively effective.

8. It wil}{pmvent taxpayers from becoming victims of traps and
pitfalls in H. R. 8300 before they have hnd an opportunity to study
1ts provisions.

6. It will be fair and equitable to the taxpayer and to the Gov-
ernment,

7. It will do away with the many uncertainties which are now de-
terring business activities and will accomplish the prime purpose s
expressed by the Committee on Ways and Means, which reads:
‘% * to yemove inequities, to end harassment of the taxpayer and'
to reduce tax barriers to future expansion of production and em-
pl%yment.” -

or these reasons it is urged that this auggestion be given your
earnest and careful consideration.

Extending my remarks beyond this, we have submitted to your com-
mittee several new questions which have been discussed or will be
discussed by other organizations, or other taxpayers, and we do not
wish to.take up your time in duplicating the arguments that I am
sure they will present to you, so for that reason, we do not make any:
further presentation at this time.

The CramrMan, Thank you very much for your connnents,

Senator Marone. Will the witness state what he hopes to gain by the:
changes—I see no chunges discussed here, at all,

Mr. Avent, Well, the change would be in section 7851, which would
have to da with the effective date of the act. Under this proposal, for
the cutrent taxable year, a taxpayer could determine hig taxable in-
come under either the old law or the proposed law. The taxpayers as:
a class now know with a reasonable degree of certainty what the
present law is, They 'ma‘y'wish to enter into some transnctions, make
some reorganization of their business, or organize a partnership and!

)
. !
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would not do this if they were doubtful of the tax effect of such
transactions,

Senntor Mavoxe. What else is itt

Mr, Avent. Well, that would be the change. A taxpayer would
hesitate to do it under 11 R, 8300, becnuse ha doesn’t know what the
tax effect would be under that particular act.

Senntor Marosk. What is the amendment you proposef

Mr. Avenr, It would be in section 7851,

Senntor Matoxe, What would it suy ¢

My, Avexnt. 1 haven't written the amendment out in detail, It
would be an amendment which would mevely permit the optional
computation, It could be in section 7851 which sets up the eflective
dnte of the uct,

(The following proposed nmendment was subsequently submitted
for the record:)

PROPOSED AMENDMENT 10 11 R, 8300, INTERNAL REVENUE CobE op 1054

Amend hy adading subsection (A) s follows :

“8Ece, TR Applieability of Revenue Laws,

() ** % (1) Subtitle A » * *

(D) Notwithstanding the provisions of subsections (A), (B) and (C) of sub~
ttle A of thix sectlon, or any other provistons in the Internal Revenue Code of
10954, the taxable Income of any taxpayer as deterinined for years beginning ntter
Docember 31, 1003, aud prior to dunuary 1, 1055, shall not be In excess of the
;A:{_n‘(;'u‘pl of taxable fheome ax deteviined under the Internal Revenue Code of

Senutor Martoxk. Your income tax under eithey the old or the
new one, in any case the Treasury could tell you definitely what to do.

Mr. Avent. No, the taxpayer would tell the Treasury what they
wished to do.

Senator Marone. Whether they wanted to go under the old law
or the new onef

Mr. Avent. Yes, that is right.

ny Al 2 N

The Cuamman, Thank you very much,

Mz, Kamm, nuke yonrself comfortable and identify yourself to the

reporter,

STATEMENT OF JACOB 0. KAMM, EXECUTIVE VICE PRESIDENT,
CLEVELAND QUARRIES C0.

Mr. Kanum, My, Chairman and members of the committeo, I am
Jacob Q. Kumm, I ain executive vice president of the Cleveland
Quarries Co,, Amherst, Ohio, I appreciate very much the opportun-
ity to appear before this committee.

Section 613 (b} of H, R. 8300 contains an amendment to the por-
centage depletion provision which, if it is not changed, will create a
sorious inequity agninst the refractory quartsite industry.

‘The Cuarman. Tell us something about that.

Mr, Kamm, Wo have refractory quartzite us our principal product
which is applied to cupolas, Besscmer converters, sonking pits, and
80 'o?]n. Wo ave the largest manufacturers in the country of those

roducts.

P "The Citamuan. Where are your quarries?

Mr, Kanu. Ambaerst, Ohio,

. The Cutaxnman, Proceed.
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Mr, Kama, It is my belief that the proposed inequity against the
refractory quartzite arose in the first instance out of a misunder-
standing, and that misunderstanding shonld be corrected at this time,

In the hearings before the Ways and Means Committee on the pro-
posed—but, because of the Korean war, never enncted—Revenue Re-
vision of 1950@ Mr. E. A, Garber, president of the Harbison-Walker
Refractories Corp., Pittsburgh, Pa., testified on behalf of more than
50 refractories who produce about 90 percent of the refractory ma-
terial used in the United States, Mr. Garber nsked the committeo to
Il)‘rovide percentage depletion for “refractory clays and quartzite.”

hat is in the hearings at page 455. Mr. Garboer made it clear that
he was asking 15 percent depletion not for gquartzite as such, but
only for refractory quartzite, when he stated, at page 449:

Chemlieally, refractory minernls must be pure * * * The term “refractory”
morifying the wbrds “clays and quartizite” has been suggested to embrace only
the distinctively refractory minerals which fuse only at the highest temperaturve,
The term “clay,” “kaolin,” and “quartzite,” when used without the modifying
term “refractory,” include many materials having characteristics and prop-
erties which prohibit thelr use as refractories.

H. R. 8920 as passed by the House in 1950, provided 15 percent
dopletion for, among other things, “refractory and fire elay, quartz-
ite * * *”. Obtviously a mistake occurred at that time. The refractory
industry asked for 15 percent. depletion for refractory quarizite, but
in the preparntion of the bill the language was changed so that
Yquartzite,” without the modifying word “refractory,” was granted 15
percent depletion.

H, R. 8920, as it passed the House in 1950, did not become law, How-
ovor, the Revenue Act of 1951 included a number of revisions in the
percentage depletion provision, and according to the report of the
Committes on Ways and Means, those revisions were based on the
1051 hearings as well as on the revisions which were contnined in
H. R. 8920 as it passed the House in 1950, The Roevenue Act of 1951
perpetuated the mistake which had occurred in 1050—it granted 15
percent depletion to “refractory and fire clay, quartzite * * *” 1In
other words, the Revenue Act of 1951 failed to modify “quartzite” by
the term “refractory.”

In section 613 (b) of H, R. 8300 “quartzite” is dropped from the list
of specific minernls, contained in paragraph (3) thereof, which are to
receive 15 percent depletion, and falls instead within the catch-ull
category contained in paragraph (6). In other words, under H. R.
8300 “quartzite” will receive 18 percent depletion, “excopt that the
percentage shall be 5 percont * * * when used or sold for use as rip-
rap, ballast, rond material, rubble, concrete nggregates, dimension
stone, ornamental stone, or for similar purposes.”

The report of the Ways and Means Committes on H. R. 8300 dis-
cusses this change, which was made with respect to several other
minerals also, on pages 57 and 58, as follows:

Under this revislon there are a few tticreases, but no reductions, in the rates
of percentage depletion allowed by present law and regulations, * * ® All other
minerals not specificaily listed are placed in a genern! class to receive percentage
depletion at the rate of 15 percent, subject to the ltimitation that if they are used
for the same purposes for which stone s commouly used, they are to be regarded
a8 stone nnd entitled to a percentage depletion rate of 5 percent. This end-use
test is imposed to prevent discrimination in pércentage depletion rates between
materials which are used competitively for the same purposes. The general 15
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percent category 18 intended to include, for exaimple, quartz sands or pebbles when
sold for thelr silica content and novaculite,

“Refractory quartzite” sliould have been included at 15 percent, and
H. R. 8300 should be amended to retain “refractory quartzite” in the
specific category in paragraph (3) of section 613 (b) since this wus
decidedly the concluded intent of the 1050 hearings as reflected in the
1951 act and in the House committee report accompanying I, R, 8300,

Refractory quartzite is used lprinnu'ily for the construction of indus-
trinl furnaces. Quartzite, to be suitable for use ns a refractory ma-
terin], must be physically resistant to decrepitation and clear grain in
texture and must be chomically pure, as even small amounts of im-
purities render it unfit for use in mnking refractories. Although
quartzite occurs in abundance in several States, refractory quartzite
is definitely scarce and must be searched for and found by geological
studids, prospoctixyz, sampling, and chemicnl analyses,

The Frinclpnl cposits of refractory quartzite ave contained in
Pennsylvania, Wisconsin, Alnbama, and Ohio. _Smaller quantities are
obtained from a few other States, Tho exceedingly critical need for
refractories for the continuance of most of our major industries, par-
ticularly the iron and steel and aluminum industries which ave so vital
to the nutional defense in time of war and to the national economy in
time of peace, demands that the refractory quartzite industry be per-
mitted to retain a percentage depletion allowance adequate for mainte-
nance of a healthy industry.

Most of the minerals which are dropped into the “all other minerals”
catogory of paragraph (6) of section 613 (b) are minerals whose pro-
duction involves little or no waste.

Most of the minerals which have been retained in paragraph (3) of
section 613 (b) are minerals which do involve a considerable amount,
of waste in their production—chemical-grade limestone and metal-
lurgical-grade limestone are good examples. The allowance for deple-
tion in these cases is based on minerals in place in natural deposits.
For minerals of this tyh)e, justice requires that they bo specified in
paragraph (3) so that all of the mineral receives 15 percent depletion
even though it may be necessary to dispose of the waste resulting
from processing the quarry material, Our mineral was in this 16-
percont class in the 1951 act and should be retained in the lb-Yercent
category represented by paragraph (3) of section 618 (b) of the cur-

* ~pghit tévenue bill,

The CrratrmMaN. How are you hurt!

Mr. Kasrar, I can illustrate that very quickly, I'have here a sample
of refractory clay. Now, this is dropped out of paragraph 8 of section
613 (b), down to paragraph 6.

The Ciiarrman, With what resnltt

Mr. Kasmae, With a result that they retain 15 percent becauss no part
of this is sold for use ns riprap, ballast, and 8o on. In extracting this
from the natural deposit, there is practically no waste involved,

Here I have a pieco of sawed quartzite, as used in the industrial
furnaces in this country. In order to get ti\is, if you picture thisns a
natural deposit in the ground, we have to channel 18-inch holes into
this rock in order to get it out, into the resource.

The Cuammax. Is it your complaint that you are not receiving
enough, or that others are receiving too much?

4899 4—084—pt, 8—m11
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Myr. Kamm, My complaint is that our competitors are recoiving 18
percent on the entire deposit that they have, und that in our case, we
are not. We were in the 1951 act, but in this new H. R. 8300, we are
not, us it stands. .

"The Cuamnan. Where do you run into this competition?

Mr. Kamm. We run into tﬁis competition in the sale of our prod-
ucts in Bessemer converters, in souking pits throughout the country,
and so on. W ave the lnrgest manufacturers of sonking-pit linings
in the United States und ave facing compatition from the refractory
clay people who are receiving 100 percent, 15-percent depletion.

My point is that in extracting our produet, we have a waste as we
extract the natural deposit in the ground. “That is not true of this type
of doposit. '

The CHamMaAN, Why isn't it true? o

Mr. Kamar. 16 is not true beeause in extracting clay they do not have
to channel 18-inch strips into the deposit in order to get the large
blocks out, We have to sell this in the form of & block, and in order
to get the block we have to cut down into the deposit w get it out.

ow, if we are to get 15 percent—5 percent on the nterial that
we are iosing us we channel this out, then we tre being cut in two ways.
We ure being cut because the waste is sold for what we ean get. for it,
which is a Tow price, and if we got 15 percent an that, it would anto-
matically have o low percontage depletion amount, but if we get b per-
cent on it, we are cut twice,

The Crratraan, I must confess I am not clear on it. I hope you
will try again. Give me nnother crack at it. .

Mr, Kamar. Al right. Tn extracting this, they can use a diesel
shovel to take this out. Theroe is no waste involved.

The Cizamaan. Now, what do they get ?

My, Kanm. 15 pereent.

Senator Frear, On everything?

Mr. Kamat. On everything.

Senator Fiear. Including what in your industry is waste?

Mr, Kamm. Including what in our industry is waste,

Senator Burrer. Mr, Chaivman, might I ask a question there which
may help us a little? I wm confused, although I am vather familiar
with this thing: What is the expense in discovering new deposits of
this material? ~ You know, when you are discovering—well, even coal,
You]huvc?an expense of core drilling and so forth.  What expense do

ou have
y Mr, Kans., Wo have similar expenses, except that theve is no defi-
nite record of future deposits avutlable, and becnuse they arve indefi-
nite, the expense may be tremendous in locating new deposits,

We have the same tysjo of approach, We have to core drill; we have
to explore; we have to have chemical analyses to determine the purity
of the deposit. All of those expenses are coupled with ex;)lm'ution.

Senator Butrrr. I suppose a lot of discovery is nceidental?

Mr, Kaymat. In part it could be.

Senator Burter. Mr, Chaivman, I have scen all these operations,
and of course, as you know, I have never had ayy knowledge of the
expense in discovering the raw material, and that is what I was trying
to determine. .

Mr. Kamn, It would be a very heavy and material expense, without
any question. ’ !
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‘The point 1 was making, Mr, Chairman aud members of the com-
mittee, is that in extracting this pavticular product, there is prac-
tically no waste hecause you don't have to cut the block in order to got
it out. In cutting the block here, you luse a great amount of the raw
materinl as you are getting it out. It forms in chips as you ave eutting
through on the block.

Now, under this new bill, we would get, 5 percent on the chips us we
cut, out. these blocks, rather than 15 pereent.

‘Fhe Cnamraran. Daoesn't the other follow get 5 percent if he uses
it for ballast and that sort of stufl'f

Mr. KanyM. No. In the clay industry, you see, there is no such use
of it and there is no waste to be put to that use,

The Cnamman. I am looking at section 613,

My, Kaarar. Yes,

The Cuairman, Do you understand subparagraph 6? Tt says, “15

ercent.” “All other minernls, except that the percentage shall be

percent. for any such other mineral when used or sold for use as
rip rap, ballast, road material, rubble, concrete aggregate, dimension:
stone, ornamental gtone, or for similar purposes,”

Senator Frear, Under (3) it also lists ball clay, aggregate clny and
so forth, which his competitor is categoried under, is that not right?

Mr. Kanae, That, is right.

The ChamataN, The thing that bothers me is, what advantage do
you want that the other fellow hasn’t got, or vice versa?

Mr, Kayar. ANl we want is an equivalent position with our com-
petitor, That is all we want.  Under this aet, as it now appears, we
are not getting un equivalent position, )

The Cratxan. You are getting 15 percent on your main operation,
is that vight? .

Mr, Kayas, Weare getting 15 percent on the refractory product,

The Cuamman, And you get 5 percent on the wastef

Mr, Kama. That is right.

The Cuairman, Now what do you want?

Mr. Kamy. We would like to have 15 |]m.roent. on refractory quart-
zite, and have that cover the waste which is extracted while we are
getting our product-out,

The Cuaraan, Do the other people have the same advantage, where
he gots his stuff out?

My, Kanar, Yes; he does, because he has no part of his product
sold for riprap, ballast, or anything like that,

The Cramman, What does ha sell his stoff for?

My, Kanmnt. Because it is clay; there is no byproduct usable for
ballast or viprap. 1 wonder if T make myself clear?

The Ciramyay. No, not to me, but that may be my fault. That is
what T am trying to find out. I am seriously trying to find out just
exactly what your complaint is, because frankly, T don’t understand it.
Now, that is not your fault, that is my fault, We nre here to learn, sor
try again.and see if you can't clear me up on this,

Senator Burter. Before he goes on, Mr. Chairmman, what is the
percentage of waste in both classifications? I presume the expense:
of handling the waste is one of the things.

Mr. K, Quite definitely. - Our waste will run 80 percent in ex-
teacting the blocks, If you have a large quarry surface. in order to
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get these solid blocks out which we sell to the furnaces, we have to
waste a certnin amount to extract the solid block.

Our competitors, who are the refractory clay people, in china clay,
aggregate clay, and some of the other clays hsted; they do not have
that problem, because in getting it out they don’t have to cut and
shuffle around. They can stt 0 in with n shovel and take it out.

The Crammman, Now, what depletion do they get?

Mr. Kamu. Fiftoen percent.

The Cuairman, What do they get if they use it for ballast and
these other things that are mentionedt

Mr, Kaxy. Well, if they had any clay used for that purpose, they
would get 15 percent, .

The Cramstan. They would get 5 percent, wouldn't theyt

r. Kamn, That is only for stone used for those purposes,

The Cuamman. Ithinkit isa little clearer, but it isn’t entirely.

Mr. Kamx. I am sorry. It is my fault.

The Cuamman. Noj it is not your fault, at all,

Senator Frear. In this paragraph 8, it says, “When used or sold.”

Now, if they have any and don’t sell it, that takes them out of that
classification; does it not?

Mr. Kaymum, That is right.  You see, we are competing with the
other fellow, and if wo can sell any part of this, then we ave gettmg
in there on o price basis. It is & matter of price competition that we
ure concerned with, Co )

Would you like me to continue, Mr. Chairman?

The Cizairaan, Please do. '

Mr. Kamum. Although the Ways and Means report, ns alveady
quoted, states there are. “no reductions in the rates of percentage
allowed by the present law and regulation,” this intent is not carried
out with respect to refractory quartzite. H. R. 8300 will substantially
reduce the depletion allowance of my company, the Cleveland Quarries

The primary use of our product is for refractory purposes, How-
ever, as already stated, there is a good deal of unavoidable waste in the
pm(fuction of our product which is also the case of all other min-
erals in subsection 8. KEven under present law, where we obtain
15 percent depletion for our entire output, we receive substantially
less depletion for the waste portion which is sold for inferior uses,
becauss the price received therefor is so much lower.

The Cramuan. Could your point be stated this way, that in your
operations, in your particular deposits, you have a percentage of waste
which does not occur to the other fellow you are competing with; is
that the whole point?

Mr. Kaxu. Yes, it is.

The Cramuan. Thank you very much.,

Senator Frear. But if he sells his waste, you are allowed only 5
percent on that, where the other fellow, if he has waste and doesn't use
it or sell it, then he gets the total 15 percent all the way through;
is that right{ .. ‘

Mr. Kaux. That is right. 3

The CizammMaN, Well, you get 18 percent for that which you sell,

Mr. Kaxx. For refractory purposes; that is right.
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The CuamrmaN. And the other fellow doesn’t make any money on
that which he doesn't sell; does hef

Mr. Kamm. That is right.

Senator Frear. But he still gets 18 percent depletion?

Mr. Kaxy, That is right.

The CnairmMan. The whole point is whether the other fellow has the
element of wastage which you have in your product.

Mz, Kamar, That is right. ‘

The Cunamman. And you are both being treated the same way on
the same products that you make?

Mr, Kans. That is right.

The Cizatrman, Go ahead. .

Mr. Kanar, If, on top of this, Congress sees fit to enact section 613
(b) in its present form, we will be doubly penalized on this waste
output, because not only will the lower price reduce our depletion
allowance but, on top of that, we will receive only 5-percent depletion
baged on that lower price.

In summary, let me point out aguin that refractory quartzite is a
vital, scarce commodity, involving the expenditure of large sums of
money in its exploration and production. Refractory quartzite is
presently receiving 15-percent depletion, and quite properly so.

Section 613 (b) of H. R. 8300, in its present form, would result in a
serious reduction in the percentage depletion allowance for refractory
quartzite. i

The Cuamraan. Is your business profitable at the present time?

Mr, Kama, At the present time, it is not.

The Cuamraax. When did it cease to be profitable? :
Mr. Kamar. It ceased to be profitable about last November, W
gav_e had a period, here, where the steel mill decline has affected our’

usiness.

The Cuamyan, It would also affect the other fellow’s business, too,
would it not?

Mr, Kauym. It presumably would, yes.

The Cuatrman, Go ahead.

Mr. Kamm, At the same time, no corresponding reduction would be
made in the depletion allowance granted to the materials with which
refractory quartzite is competitive, ’

I, therefore, respectfully ask this committes to retain the present
depletion allowance for refractory quartzite by amending section
618 (b) of H. R. 8300 to specifically include “refractory quartzite”

in ’Famﬁmph (8) thereof,
hank you for the Emvilege of appearing before your committee. .

The Citarrman. Thank you very much for coming,

Will gou bring, that up in executive session, please

The Onamaearn. B, M. Clark 11 b

e CHAIRMAN, Now, Mr. Clarke, we will hear from you.

Where is Mr. Clarke? ' y

Mr. William Quinette———»

Mr. Quinette is with the Colorade Mining Association, and is accom~
panied by Mr. Bob Palmer.
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STATEMENT OF WILLIAM QUINETTE, COLORADO MINING ASSOCIA-
TION, ACCOMPANIED BY ROBERT S. PALMER, EXECUTIVE
DIRECTOR, COLORADO MINING ASSOCIATION

Mr. Quinerre. Mr. Chairman and members of the committes, T
wish to thank you for this opportunity to appear before you.

My name is William H. Quinette, a certified public ‘aceuntant in
‘Denver, Colo,, representing the Colorado Mining Assaciation, who, in
turn, represent substantially all of the independent producers of
uranium in the United States.

Senator IFrear. What do you mean by independent producers of
uranium ¢ o

M: Quinerre, Well, that is a general term, and perhaps I shouldn’t
use 1t. ’ ‘

Senator Frear, That means not Ananconda, or people of that kind ¢

.The Cuarrman. Does it mean the little fellow as opposed to the
big fellow? .
. Mr. Quinerre. That is correct.

The Cuamrman. Not as “opposed,” but contrasted to the big fellow.

Mr. QuiNerte, Yes,

The subject of my remarks will be, Need of Income Tax Modifica-
tion to Stimulate Uranium Production.

Based upon the assumption that the present policy of the Govern-
ment is to materially increase the domestic production of uranium, I
resipectfully make the followini: observation: .

n applying the income-tax law and regulation to exploration, de-
velopment and production—mining—or uranium, those versed in the
coinplexities of income taxation Lecome aware of many uncertainties,
some of which dprobably will only be determined after lengthy, time-
consuming and costly controversy, possibly in.the courts, éuring
which time the taxpayer should protect himself against the possible
eventuality of being required to pay substantial additional income
taxes. o ' :
~ This situation may constitute a trap for the many independent.and
small-operator taxpayers, who, at best, may be considered only gen-
drally informed as to the application and impact of income-tax on his
operation. " To those operator-taxpayers who may be classified as
being redsonably informed, such knowledge brings'to their attention
many income-tax uncertainties, which, if coupled with prudent con-
servative protective thinking, will vesult in a cautious tnd restrictive
policy of oporation, geared to minimize the possible impact of income
tax, all of which will hnmper and slow down the taxpayer’s operation,
which otherwise would be actively producing uranium.,

To alleviate, int part, the foregoing and baged upon the costs of ex-
ploration, costs of devnloﬂment, and costs of production—mining—of
uranium, together with the uncertainties of digcovery and continued
production of commercial ore, it is my opinion that to encourage and
assist the develpgment of new sources of domestic uranium production
NEh&interest of the common defense and secuyity, the new domestic
uranium industry should be granted 40-percent’ percentage depletion
allowance, the same allowance as granted by the State of Colorado for
income-tax purposes. ,
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Further, to aid small and other praducers of marginal commereinl
deposits of uranium, the fuctor of 50-percent limitation of the tax-
payer’s taxable income should also be modilied, that is, eliminated
entirely in the case of taxable income up to, say, the first $75,000, and
say, changed to a 78-pereent limitation of taxable income in excess o
$75,000, and under $150,000, und that in the ease of taxable income
of $150,000 or more, the H0-percent limitation of taxable income be
retained.

And further, that the foregoing proposed changes be limited and
available only to taxpayer owners of operating mineral interests,
that is only interests in respect of which the costs of production of the
mineral are required to be taken into necount by the taxpayer for pur-

oses of the 50-percent limitation provided or would be so required
if the mine or other natural deposit were in the production stage.

Thaet lnst clause eliminates royalty and other economic inter-
ests which do not bear the cost of the venture or the production.

The Crramsan, Well, they pay for what they get, and when you
buy something, you take the risk of business, don’t yout

v, Quinerre. What I mean is, Senator, in stepping up the in.
creased percentage which we think should be ullowe(l. it should only
be allowed those taxpayers who are operators, who are in the business
of spending money in development. We don’t think it should be upped
in the case of n landowner who may own it free and, just by happen-
stance, be the owner when some operator comes along and wants to
{enso his land for production., He does nothing but sign a mineral
ense.

The Cirarrman, Except he has uranium,

My, Quinerre. That is true.

The Cnamyan, That is important, isn't it?

Mr. Quinerte. It is a natural resource.  Wae are nsking that he also
get relief. You and your committee wish to grant him relief. We
will not debate that, We are just not for it. We are asking for re-
lief for those people who have to put up capital,

The Cuamyan. What is the relation of the bonuses and one thing
or another that the Government pays in this business?

Mr. Quinkrer. It is of a substantive nature. Due to your whole
atomic energy program, various ways and proposals and means are
being granted a uranium producer to help him. What we are pro-
“posing here, percentagewise, is not the only answer. It is going to
take all of these things. It is going to take all kinds of substdies.

T am Prosenting here what the State of Colorndo has recognized for
ears. The uranium producer in Colorado gets 40 percent depletion.
Now, T might say T am not an owner of any wranium. I have had many

opportunities to go in with my friends and take leases, but they are
too stiff for me. T put the penctl to them and my money enme the hard
-way; I can’t risk it.

nd still, some of them hit the juckpot. But most of them will n.,
It is my observation that the non-Government money spent in the
next few years to dovelop uranium will never be returned compositely
to thoso in the aggregate, in relation to the amount of money spent.

The Cratrman, That is true of the whole mining business, isn't it$
- Mr. QuiNerre. That is right. It has been true for many years.
There are a few people who hit the janckpot, but most of them spend
their money and then go back to furming or business.
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The Cuamman. The point is to give them incentives that will con.
tinue to get them to take tho risk; isn't that it$

Mr, QuineiTe. That is exactly what we uve asking for. There is an
added incentive. Dollarwise, it may not mean too much, but it sounds
good, Itisanincentive. And thiscountry was built on incentive, and
to a large extent on not being too well informed. Many people have
become extremely successful gy the fact that they were not informed,
If they had known the heartbreak they would have gone through, they
would have done something else,

The CrarMaN. I know thete is some sympathy on this committeo
to help uranium mining. I don’t know whether you have the right
formula, It scems to mo we are establishing what might be a little
bad precedent by going as full-out as you have gone.

Can’t you think of some approach that doesn’t have such long teoth?

Mr. Quinerre, Well, Senator, actually, the granting of percentage
depletion, regardless, is to a large extent to miost of the people who
will spend money in the search for uranium, it is purely theoretical and

sychological. Very few of them will ever obtain any percenta

nefit, or ever receive any income of any consequence. Now, if the
need for uranium ore for national defense is ns serious as we have
been told, we might well, for the purpose of extending and placing an
incentive on this search, do like they do in Canada, and eliminate
income tax on production for, say, 8 years, I would say if this Govern-
ment eliminated income tax entirely on the production of uranium,
certainly they would put a big impetus on the search.

There would be a few peO{)le hit the jackpot and come out with a pile
of money. But you and I know that the average individual who
tn;aﬁ:es a pile of money, whether it is taxable or otherwiss, is not going

eep 1t.

The Cuamruan. We will catch up with him in the end.

" Mr. Quinerre. You will catch up with him. It is just a matter of
ime,

The Cramman. Well, several members of this committee, Senator
Malone~two of us are members of the Joint Committes on Atomic
Energy, and we know something about the necessity for getting in-
creasing quantities of uranium. “As I say, I think we have a sympa-
thetic interest of making this as attractive as possible, but I am just
wondering about your particular approach,

Mr, QuiNerTe. I am just offering this, I am not saying it is the
only way. You can spend money directly out of the Treasury, or
you can create circumstances. I am offering you one of those circum.
stances. Let the monef) come directly from private individuals in-
stead of the Treasu epartment. - You have the option,

The Crarrman. Well, the whole mining business has been built, or
was built in a day when, if you hit, you hit big,

Mr. QuiNerre. And in a day, if you made a dollar, you kept a dollar.

The Caamuan._That is what I am talking about,

Mr. Quinerre. Not 50 cents,

The Cmamman. You hit big because you didn’t get it all taxed
nwhtg from you. .

. QuiNerTe, That is right,

The » So your theory is, we have to put a few more car-

rots in front of the horse to keep him interested in this business!
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Mr. Quinerte. I believe that is right,

The Cramyan, I think it is a sound policy.

Mr. QuinerTE, I believe that is right, ) .

The CrammaN. We on this Joint Atomic Energy Committes
have—when we aro started out—I am not releasing a secret, I am quite
sure—~we were unduly dependent upon foreign sources for our ore.
Those of us who have had any experience with the mining business
said the way to get the ore is to hang up a price and you won'’t get it
unless you hang up the price. And overy time they hang up the price
a little bit, they get more ore. Giving tax advantnge is another way
of hanging up & price.

Senator Frear, What does the State of Colorado allow for deple-
tion on royalties? )

Mr. Quinerre, They allow 40 percent. As I say, I am not asking
for that much. I am talking about ths people who have to spend the
money., If you want to go straight across the board and allow the
royalty owner and the horse trader who gets in between the owner
and the fellow who ﬁnullg' Huts the money up, that is O. K,

The Cuamrman, That fellow who puts the money up starts from
many sources, and he isn’t always an operator, but he is a participant
in something that bears the burden of the operation. The ownership
is not clear of that burden.

Senator Burier. Mr, Chairman, he is oftentimes just a man with
small savings who wants to take a chance to build up and, of course,
he is usually a loser, because the percentage is so much against him
in recovery, but that is what has made our country, and it is so much
better to have it in the way of a depletion than it is by governmental
subsidy, because when it is & depletion, it is still in the hands of the
individual in question,

And when it is a subsidy, there is just not the same control over it
as when it is through the incentive of a depletion. We have to have
incentive in our country, and the big taxes that we pay have destroyed
a lot of that incentive, so, Mr. Chairman, X am very much in sym-
pathy--while I don’t know anything about the business of procuring
uranium, I am very much interested in encouraging the incentive from
t}t;e céxtiz.exz’s standpoint, rather than the subsidy of the governmental
standpoint.

The Cuamxan. I wish the staff would give careful consideration
to the subject of uranium and maybe you can come up with some
formula that will meet the need for uranium that may not fit the exact
formula proposed.

Give us your best on that. T

What do you have to say, Bobf
., Mr, Patuer, Just this, Senator. 'We have been led to beliove thia
industry is highly essential to the national interests,

The Cramman, It is,

Mr. Paryer, I might say that it is being found in Pennsylvania, as
well as in the West, and we believe that an additiona] incentive is
highly desirable, at this time, if we really are sincere in our desire to
encourage production on the plateau.

The CramrMaN, Wo should be.

Mr, Paumer, I would like to reiterate the emphasis that Mr. Quin-
ette has put on the complexities of the present tax situation. I think
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that in consulting with most of the accountants and most of the law-
yers who have to deal with this industry, that no clear-cut, concise |
opinion can be expressed as to their exact tax position, and that does
have its effect; in addition to the complexities that dyou well know about
the title.situation on the plateau, . Thag-does add to the hesitancy on
‘the. part of a great.many people to go into this vital industry.
© . The . CrarmymaN.,You put your case on the smaller operators and I
think that is very wise.. The larger operator, what he loses on a pea-
nut, he can make on the banana. - But the fellow who is simply taking
& flyer:in one thing, he either hits or he doeesn’t, and if he hits,he Joses
because by the time we get through with him, he hasn’t got much left.
‘M», Patmen. May- X have this off the record, Senator, that the price
of uranium in Canada is quoted at $7,25 in the form of concentratest

Senator FreAr, Mr; Chairman, I have -afgirqeat deal of respect for
the Colorado Plateau, as well as t’he State of Nevada, and I now hear
Pennsylvania is coming in on us. Is there any uranium in Delawaref

. The Cxamman. It would be a very good thm%to have up there.

p Il wis‘;l it was all in Colorado, but it is in Utah, New Mexico, Arizona,

olorado. - o oo ‘ ~

Senator Malone, d(ﬂy,ou have anything to say to this? -

Senator. MarLoNE. Mr, Chairman, this estimate is very interesting
to me, becausd I know that your Atomic Energy Committee is study-
ing it and we know that the committee of which you are a member,
Interior and Insular Affairs, is studying it. <
-, ‘All we know is that it started in two States, 'There are five States
in the hub of production,. Pennsylvania, I did not know about, but it

.. seems to be.a good deal like other minerals, If there is an incentive

‘to look for them, you find them, . , . o

Now, we also have another important mineral. Titanium has de-
ve]_oped; to be ,somethinF that you have to have to make planes and
other things in national defense, but we have very little of, it in-pro-
duction. . We have to have 850,000 tons a.year, and we are gettin,
200,000 tons. . We.ave getting certain material from Australia an
India, neither of which can be secured in time of wur.. We are getting,
of course, the mineral you are testifying about this morning from the

Belgian Congo and many speeches have been made about getting
uraniym from the Belgian Congo. : . ,

. None of, those things appear to'be true in the investigations that
haye now been made.. There ia more alminite in the United States
and Canpde than we could uge in 100 years, if we become dependent
on it. If we are in danger of a war, really, you can't start using this
material overnight, so you could be whi pqti fore you.get it into-use.

Now, we come to your uranium. ¢ f;will not ask you how much
you are producing--all; of this is confidentjal material, but we held 2
days’ hearings there to see hpy(&un law was working that your cor-
mittee—the chairman of the subcommittee ; you are a member of it—
we validgted mining claims up, to: January. 1, 1958, located on;leases.
Ol and gas leases. : They have.the. proference, of course, but there is
RHgye fone mut.sx ndwsf-ﬂm date,. . o

s 18 mme_f.hmg new. e do know.one. thing about. it—and I,
want toank t}&s nestion for gleareppxd{t:;rd % pr ue&n and actual
nowy deposity of same magrutude 13, retarded, now, because.you get
mm@ K’”aﬁk&%’a waﬁ. P, your, material. where the Investors cannot,

N t
!
!
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receive a return and, therefore, m is limited to produotmn ® few
months & year, is that true? - .
r. QuINErTE, That is the tendency, ure and simple,

benutor Marove. Of course, instead of having it sp they could
make soine money and then spend money out of their dep'etion allow-
anee to discover new deposits—that is your pomt, isn't it§
= Mr.QuiNgrte. That isvight,
- Senator Mavone, That they just qu:t operatmg and save what
they have?. :

‘Mr. Quinerts. That is ught

Senator MaLong, Mr, Chajumaii, I beliove the witness has opened
up the subject, and it h on, opened in two other-committees, and
right at the moment wé are discussing. it with Mr, Strauss, and I
know the' Atomic Energy. Comnission js,discussing it witly him and
it is & question of/arriving at a reuso§t?i>1e vapproacb to ge enough
uranium ta'do this country in an eipergency.

I will ask-yoft this question: I Ho not know, \{'hether you an ell
enough infor: ed to nngwer it; It is not.the convictiqn’ of then'&o

-,

mittee, but thére is a fesling on the commiittee that a prqper approach
in taxation ahd other incentives, i is armm%‘ , weicoul
urafiium ih this country andu%

self-sufficient in the productio:
tainly in thp ,Western-tHemis y here we\ could, defend. it.
you. have 0 mm% oﬁ\{ha 8 ;eéﬂ; !a!l‘ is; tmde it within a
reasonable time
My, QuinkrrE. My oplmom nnot ‘zuch pon_ whether uraniym
vis present or\not, but will the opinion—aind.X run into is
thmg current I a tarpragtmingnmdmdual——-—
:“Senator M. .Y eart\etglk K
s Qux hear the talk. I a cal 1 y mshty jons,
lendmg instituti %s and bankefs, to scree ere is an‘opera- .
tor who wants to borrow som 1B~ MoOney. ey ws?ht to do thxs &'
wa,nt toputina xmﬁ\d ‘

rought in and-J am’ one of the fellows who ts the pencxl
to xt to 508 W ethe: he the money to an operation
and pay it back. "And too m L have ad to tell the lender
there ign't a chance.. It is & good l ‘Before taxes, but when you
apply taxes and the controversies to jt, it is no good.
enatoy Marone. Your pilent pm‘tner gets all the mapey. :

Mr, QUINETTE. [That igright. .. ;-

11 Now, 1 will say thut if the proper income tax moentwe—-»moome
taxes muy, to a large extent be psychologlcul but stlll one of th
biggest factors of incentive to get.people on the move—th ey may no
thoroughly undemmnd it, but oy wxll part gvxth their money,
me say this} I puuon if 40 percent, depletion is grante to
u.ra.mum people, t ere, will be 8 lot of people who never heard of
bhef| gre who will go.out there und. sta,rt, buying shovels snd try to ﬁnd m

hey

s Denator Marons,; Then you will ind, something. S
UINRITE, ome y. will n someglu g
, ‘ow, the ummum we are tallking about, if it is there, will never.;}é
rh any gool agilong as'it is in the Co 1 orado plateau, or back here,in
% Appalachians m  Pennsylv anm,, 1t is on y.when it is extracted;
enator, MaroxNE, Jéndyou owwhereitis; .-~
Mr.Quwwrm‘ And yon lmew where it s, that it is worth inything.

us in-case 0T an emergency.
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Senntor Maronk, You see, Mr. Chairman, that depletion allowance,
and other incentives, you ses, we have about 77—we used to call them
stratogic and eritical materinls, Wo call them eriticnl materinls—
about 39 of thess 77 materials are minerals, It simpl ¥ means that we
cannot depend upen producing the nmount of these minorals you need
in wartime.

Now, why ean't you? You could go in and talk a good deal of
detail, but roughly, this is the situation—the same situation to n
lossor dogree you find in uranium, becauso the other minerals are
botter known, but tho same tax situation holds them back and the
more we accentunte the tax situation, the greater the atrateglo classifi-
cation, That is, the smaller amount you produce, Wo have cut the
Froduction of lend and zino in half in the last 4 or 5 years, and

hoy are both strategic. . There ia no use going into all the detail, but,
Senator, we have beon waiting for you to attend the othor meeting.
}Veul)mow you are tied up, but it is the same problem. That is one
actor,

The Ciramraman. T will eatch up with i'on somo day, George.

I hope the staff gives this vory careful study. I think tho general
::rx\dqncy in the committee is to encourage the search for wranium,

wise,

Sonator Maronw. I would like to sny T think the witness has done
the National Dofense Departmont a great service, just opening up the
subject for disoussion. .

he Ciramman, The next witness will bo Mr. Friedman. Make
yourself comfortable, and give the raporter your name,

STATEMENT OF WILBUR H, FRIEDMAN, CHAIRMAN, COMMITTEE
ON TAXATION OF THE NEW YORK COUNTY LAWYERS ASSOCIA-
TION, AND THE AMERICAN RETAIL FEDERATION

Mr, FrizpmaN, My name is Wilbur H, Friedman. I am an attorney
and a member of the bars of the Stata of Now York and of the
District of Columbia, My address is 11 Brondway, New York, and
I am a member of the law firm of Proskaner, Rose, Goetsr. & Mondel-
sohn. I am chairman of the committeo on taxation of the New York
County Lawyers Assoctation, I am a?pearmg on behalf of the
Amorican Retail Federation and of sald tax committee, The Amori-
can Retail Federation is a fedoration of 26 national retail trade asso-
cintions, and 84 statewide assoolations of rotailers, representing in all
more than 600,000 retail outlets,

The stated pt‘l;-'posa of gection 300 as appears from the report of the
Committes on Ways and Means is to prevent the tax practice which
was considered by the court in the Chamberlin cass.  In that case
holders of common stock of a corporation rescived a dividend in pre-
ferred stock and by prearranged plan sold the preferred stock to an
insurance comﬁangl.‘ There was provision for early redemption of the
preferred atook, 'This is commonly known as a preforred stock bail-
out. The Government contended that the transaction: resulted in
grdinary income, and the Tmi. Court 8o heid;'but the sixth oirouit
Keld that the stockholders realized a capital gain on the sale of the

referred stock. The Ways and Means Committes regarded this as
gn avoidance of taxes and in order to prevent the realisation by

]
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common-stock holders of capital gain with respect to n dividend in
proferred stock, they inserted in the law section 300 which imposes
an 85-percont tax on an issuing corporation at the time that it redeoma
proeforred stovk.  The torm actunlly used in the bill is nonpurticipating
stock, but what is moant is in most cases what wo call preferred stock,

Our opposition to section 300 is along three lines: (1) It does not
accomplish the purpose sought by the Ways and Means Committee
of preventing preferrod-stock bailouts, and it imposes the tax in
many cuses whore there is no builout,  (2) ‘I'he purpose of the Wu?rs
and Means Committee to prevent proferred-stock bailouts could he
better accomplished in a different way. (3) section 300 improperly
imposos the tax with respect to past transactions, I want to make
it elear that I am not opposing l]cgislution which by propor means
closes the preferred-stock bailout loophole.

(1) The purpose of the Ways and Means Commiittes will not. bo
accomplished by this bill, In cuses where the corporation is not
roquired to redeem the stock, the corporation will wait for 10 years,
since under soction 309 the 85 pereent tax does not apply if the redemp-
tion takes place move than 10 yoars after January 1, 1954 In this
way, the 85 percont tax could bo avoided even though a sale of the
proferved stack has beon made promptly after its issuunce in situa-
tions similar to that in the Chamberlin ease.  In situntions whero the
preferred stock has not yet been issned, and the partios desive to accom-
plish tho snme result as in the Chamberlin euse, soction 309 as written
can be civeumvented. "l'o give one example, section 309 is limited to
the redemption of so-called nonparticipating stock. Nonparticipat-
ing stock is defined in such manner as to pormit a corporntion to issue
subordinated bonds which would qualify as nonpau’t.ici‘mtiup: stock
and thorefore boe tax free at the tite of issuance, but which could then
be sold to an insurance company at capital-gain rates us in the Cham-
berlin caso. Thereafter the same corporate instruments would no
longor be regarded as nonlpm'ticipnt.mg stock (because of the change
in the identity of the holders) but would now be regarded as bouds,
and when the corporation then redeemed such bonds from the insur-
ance compuany, the redemption would not be subject to the 85 poercent
tax bocnuso 1t would not be a redemption of nonparticipating stock,
In this and other ways it seoms that for prospective transactions sec-
tion 809 will be largely inapplicable and cusily avoided and will there-
fore not accomplish the desire of thoe Ways and Means Committoe.
It is likely, therofove, that if section 300 is retained in its presont form
it will be npplicable mainly in the case of corporations which are bound
by their charters to redecin proferred stock alrendy outstanding and
Jegally issued and where the relationship between corporation and
stockholders is such that the corporation will not be able to get a
modification of its obligation to redeem the proforved stock. This
is an extraordinary and unfair result.

(2) The result obtained by the stockholders in the Chumborlin case
could easily aud properly be prevented by imposing n tax on the shave-
holders at ordinary incomo rates at the time they sell the preferred
stock received a8 a dividend. ‘T'his is the solution suggested by the
sixth circuit in the Chamberlin caso. ‘I'he committes report states
that it has not impased the tax at thig point beeause it would be easier
to rdminister the tax at the corporation level than at the shareholder
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level. However, the bill itself in section 353 denling with the spin off
of inactive corporations shows how such a tax can be imposed at the
sharcholder level. If the method of section 353 weve applied to sec-
tion 809, section 309 would not impose a transfer tax on the corpora-
tion, but it would require that in the case of the distribution of pre-
ferred stock or so-called nonparticipating stock, the distribution
would be tax free to the recipients only if they file an agreement with
the Secretary of the Treasury or his delegate to veport to the Tveas-
ury any disposition of the preferred stock within a given period of
time. Section 309 could also provide as does section 353 that any
such dispesition would be taxed to the selling stockholders at ordinary
income rates and not at capital-gain rates, and that if a sharehiolder
failed to report such sale to the Treasury, the statute of limitations
would remain open as it does under section. 363, The imposition of
the tax at ordinary incdmme rates at the time of sale of the preferred
stock should be made only in those cases where the redemption of
the preferred stock at that time would be a dividend under section 802,
and only where the purchaser of the stock would have the assurance,
by renson of the corporate charter or contract, that the stock would
be redeemed by the corporation within a short period of time. Such
provisions would seem completely to satisfy the desire of the Ways
and Means Committee to close up the Chimberlin loophole and it is
our recommendation that section 309 be rewritten along these lines,
Safeguards would have to be written into such a new provision to
cover such cases as sale of the preferred stock after the death of the
stockholder, and sale for bona fide business reasons, so as to make sure
that the tax would be imposed on the sale of tho preferred stock only
in the Chamberlin type situation and related sitvations.

(3) Since the decision by the Supreme Court in Eésner v. Macomber
in 1920, it has been considered settled law that the distribution by
a corporation of preferred stock to common shareholders where no

referred stock was previously outstanding is tax-free to the recip-
ients. During all these 34 years, it has never been considered that
the redemption of such stock by the corporation would result in any
tax to the corporation. The mere acts by the corporation of issning
and redeeming preferred stock were entirely normal corporate steps
which have néver been regarded as taxable events to the corporution.
Section 309 would impose the 85 percent tax on the corporation regard-
less of the time when the preferred stock was issued, even if it had
been issued 50 years ngo. The tax is imposed regardless ns to whether
the issuance og the preferred stock was with a tax _avoidance motive
similar to that deseribed in the Chamberlin cage. In many instances
the tax would be imposed regardless of whether there had been a sale
of the preferred stock as was the situation in the Chamberlin case.
In other words, the tax is not limited to the case where the purties are
attempting a preferred stock bailout similar to that in Chamberlin,

Further, the tax would be imposed even if the issuing corporation
is required by its charter to redeem the preferred stock, and such re-
demption provisions are entirely proper and usual'with respect to pre-
ferved stock, The tax applies even though the issuing corporation is
a publicly held corgorutlon and even though the stock is listed on the
Stock Exchenge. It is most unreasonable to levy an 85 percent tax
nnder’ these circumstances, quite contrary to the American spirit of

. L4
’
!
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fair play. It is a kind of ex post facto imposition of a penalty on the
completion of a transaction which was begun at a time when it was
perfectly legal and L)roper. It is im{)ossible to state how many such
situations there are, but it is obvious that there must be a great number
and I have been advised by representatives of the American Retail
Federation that there are many, and to my knowledge there are in-
stances of preferred stock issued b{ corporations whose stock is listed
on a Stock Exchange which might be subject to this tax. The extreme
nature of the penalty is indicated by the fact that if the redemption

rice is $100 per share, it would cost the corporation under this section
3185 to redeem the stock.

I therefore suggest that the very least that should be done with this
section if it is retained is to make it n[l)plicuble only to preferred stock
issued after the date of enactment of the law.

As regards the other provisions of subchapter C, we understund that
major chani;os are to be made, and that many suggestions have been
filed with this committee by other bar associations and groups. We
have picked out a number of points which we are going to mention
here in addition to the above points on section 309, but it is our view
that many other changes arve needed in subchapter C. In limiting our-
selves to the points mentioned in this statement we do not mean to
infer that subchapter C is otherwise acceptable in its present form.
As regards sections 311, 352, 354, and 359, they make a material change
in oxistin% law by restricting the ability to merge and consolidate tax-
free to publicly held corporations as defined.

Under existing Inw mergers and consolidations are tax free whether
of publicly held corporations or of closed corporations, Further, un+
der existing law certain acquisitions by one corporation of the stock or
assets of another corporation in exchange for voting stock of the '
acquiring corporation are tax free, whereas under H. R. 8300 such
transactions would be tax free only if the stockholders of the acquired
corporation ended up with at lenst 20 percent of the so-called par-
ticipating stock of the acquiring corporation. Generally speaking
participating stock is what we usually call common stock.

We have two mnjor objections to these provisions:

(1) They take effect ns of March 1, 1954, Many reorganizations
proper under the old law were in progress at that time but not
completed, On April 1, 1954, Chairman Reed of the Ways and
Means Committes stated that the new provisions should not be ap-
plicable where certain steps had already been taken regarding pro-
posed reovganizations under the old law. We request that if the
present. provisions of H. R. 8300 are enacted, the eoffective date be
postponed at least to Junuary 1, 1955, and that existing law be kept
n operation until that date as regards the reorganization provisions,

(2) We oppose the limitation of the tax-free benefits of statutory
mergers am{) consolidations to publicly held corporations and we
oppose the new restriction that corporate acquisitions will not be
tax free unless the stockholders of the acquired corporation end up
with at least 20 percent of the participating stock of the acquiring
corporation, No satisfactory explanation appears in tho House com-
mittee report why this major change in the phi‘iosophy of the reorgani-
zation sections as they have stood for the Inst 20 years shonld be made.
For 20 years now the reorganization sections of the 1939 code and
predecessor statutes have permitted tax-free mergers and consolida-
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tions of closely held corporations ag well as of publicly held corpora.
tions, and have validated reorganizations where property or stock
of one corporation is acquired by another corporation solely for
voting stock, whether comumon or preferred.  Ample safeguards have
been established by Supreme Court decisions by the establishment
of the business purpose and continuity-of-interest tests, nmong othes,
to assure that reorganization provisions are not used for tux-nvoidance
purposes. In tho absence of a convincing showing in the committes
report us to the need for this change in philosophy, we submit that
the substance of the old provisions should be retained.

Under tho new bill & merger or consolidation by a parent corpora-
tion listed on & stock exchango and publicly held wit‘\ its controlled
subsidiary would not be tax-free. Wo disagree with this and we
suggoest that this provision be modified by amendment to section 311
or to section 359 pernitting the tax-free merger or consolidation of a
publicly held corporation with a subsidiary of which it owns more
than 50 percent. of the stock.

To sy up: It is our view (1) that the existing reorganization pro-
visions should remain in etiect until January 1, 19853 (2) that sub-
chapter C as proposed in H. R, 8300 should be amended to eliminate
the limitation of tax-free moergers and consolidations to publiely held
corsorations; (3) that the requirement be eliminated that the stock-
holders of the acquired corporation end up with at least 20 porcent
of the participating stock of the acquiring corporation and in this
rospect to retain instend the substance of present law; (4) that tax-
free mergor or consolidation of a publicly held corporation, if thut
concopt is retained, bo permitted with another corporation which it
controls by ownership of move than 50 percont of tho stock; and
(8) that the tax in tlxe cass of preferred-stock bailouts be imposed
ut the stockholdor level and not on the corporation,

Thank you for your attention,

The Cuamaan, Thank you very much.

Mr, Seidman———

STATEMENT OF J. 8. SEIDMAN, AMERICAN INSTITUTE OF
ACCOUNTANTS

Mr. SripmaN. My name is J. S, Seidman. I npgnm' as general
chairman of the Committes on Federal 'I'nxation of the American
Institute of Accountants. I am accompanied by owr subcommittee
ohairmen, Wallace M, Jensen, Leslie Mills, and J, P, Goedert.

The American Institute of Accountants is the national organization
of certified public nccountants, with a membership of over 23,000,
‘The institute appreciates your willingness to hear it.

Our own tax committee, composed of over 80 CPA’s from all over
the country, and whose life's work is taxes, has been engnged in in-
tensive study of H. R. 8300 since the bill was relensed & month ago.
But we can hardly la'{ claim to understanding all its provisions, no
less mastering them, That is pnrticularlf' true of the aren from which
business draws so much of its dui]{ lifeblood—corporate and partner-
ship organirations, distributions, liquidations, am‘ reorganizations,

he fact that \vei who should be well informed, find ourselves recl-

ing is significant. It leads to our first suggestion: Hold off the appli-
)
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cation of these provisions ut least until 1955, or 90 days after the bill
is enncted, whichever is Inter, ) . .

Effective date for corporate and Yau'tlmrslu p provisions: Huving
waited 78 years for a thorough overhauling of our tax statutes, it is
not asking too much to indulge o few more months, No revenue guin
ot loss is nttributed to the corporate and nu‘inorshii) [!)rovisi(ms. On
thlg other hand, look how much good can be necomplished by holding
off:
(1) 1t will give everybody a better opportunity to become acquainted
with the rules of the game before getting on the ball field, This is as
it should be, if injury or chuos is to be avoided, At best, the bill is
not likely to be enncted bofore June.  Assuming that the Senate does
not rubberstamp the House bill and vice versa, taxpayers have no
way of knowing yet what to count on. To dvastically change the
rulos in the mi(ﬁllo of the fourth inning, not only for the rest of the
game but also for the innings alveady played, is hardly likely to sit
well, oither for the ganme, the players, or the rulemakers. Noj it is
far better to let the game be completed and apply the new rules the
next time around.

(2) Wo can tell you that there are all sorts of “bugs” in the present
provisions of the bill. We have just concluded what, to us, was a
very deolightful and constructive screening with Mr. Stam and his
collengrues, of 213 changes we are recommending to you—in extenston
of this testimony—in the income-tax part of the bill. Over 90 apply
to the corporation and partnership sections. 1 think it is fair to say
that your technieal experts folt that many of these recommendations
merit consideration, ,

(3) From the time the bill is pussed to the end of the year everyone
concerned will have some opportunity not only to prepare for the
new rules but also to appraise them. We have a ;eelmg that the
respite will prove n godsend in bringing to light and paving the way
for ndvanco correction of things that might otherwise provoke in-
calenlablo mischiof in the duily affairs of business, At the very lenst,
it will parole those who have alveady been cnught in the tmp'and
those yot to bo trapped, and whose only crime is that they did not
havo o decent chance to know or be advised nbout the new, drastically
changed and complex code. .

opholes: The bill attacks loopholes on a brond front. That is
commendable. Loopholes impair taxpayer morale and enable one
tax{myer to got out from under the intended shave of his tax burden,
and palm it off on the rest. Loopholes sometimes mount to a point
where they come back to roost at the doorstep of Congress, as illus-
trated by the special hearings necessitated in 1937 tax avoidance,

Evory effort should bo exerted to squelch loopholes before they
renr their u{;lv londs, We fear that in the process of closing sonio
doors, this bill unwittingly (){)ens many othors, We are sure we
have not uncovered them all, but our recommendations that we are
filing with you, rofer to over 25 loopholes cutting clear across the bill,
I will mention & few hero:

(1) Under the spin-off provisions, section 383, the floodgates will
open pretty wide. Krom 1928 to 1951, spin-offs were fully taxed. In
1061, limited exemption was accorded them. Now, it wilrbo‘possiblu
to segregate tax-free investments, real estato, and even cash, into a

43004 —~04—pt, 812
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soparate company, and, by exercising 10 years’ patience, get the eash
and the other items into the stockholders’ hands as a capital gain
instead of an ordinary dividend.

(2) The right to a deduction for premium on honds with earvly
call dotes has developed into a nasty toophole. But the solution in
the bill, section 171, is like attacking a battleship with o B-B gun,
All the bill does is to set up a 8-yenr bavrier. That is hardly a deter-
rent to those hellbent for tax saving, We suggest that bond premiums
be spread from the date the bond is bought to the date of mntnrity,
Tf a bond is actually called before maturity, the part of the preminm
not yet deducted can then be allowed in full.  That accords with
good accounting, We think it makes for good {axes.

(3) The dividend credit—which we favor--can lend itself to abuse,
section 34. A taxpayer with short-term profits will find it to his
advantage to buy stock just before the dividend is paid. and sell it
right afterward, This will enable him to reduce the tax on his short-
term gains by the dividend credit. .\ possible solution is to condi-
tion the credit on n preseribed holding period before and after the
stock goes ex-dividend,

(4) A capital loss can become a regular loss, and viee versa, under
the way the foreclosure provisions, section 1035, are treated in the bilt,
For example, suppose $20,000 is owing-the taxpayer for the sale of
merchandise. He forecloses on securities that he holds ns collnteral,
The securities are worth $19,000 at the time. T'wo years Inter, the
securities have declined in value to $8,000, and he then sells out,
Under the bill, he gets a $12.000 ovdinavy loss because the account
receivable was from a merchandise transaction. Obviously. however,
his loss on the account receivable was only $1,000 and the other $11,000
cume from speculating in the securities,

g.'i) Subordinated debt issued to corporate ingiders is treated in the
bill as stock, and intevest on it is not deductible, section 275, Re-
demption of this type of debt can, therefore, be a dividend. But look
how eagy it i3 to get around it: Subovdinated debt is tssued to the
insider as a dividend. Since the debt is loooked upon as stock, that
would be a nontaxable stock dividend. The insider then sells the
debt to an outsider. That 'gives capital gain to the insider. In the
hands of the outsider, the subordinated debt becomes real debt. The
interest is then deductible to the corporation, The retirement of the
debt is no longer n dividend, and evervbody is happy but the Treasury.

Taxing the wrong taxpayer: In shooting at some loopholes, the bill
has put the wrong taxpayer in the line of fire. IHere are some illus-
trations of what we mean:

(1) The death sentence is given to the “bnilout” of redemption of
preferred stock issued as & dividend, tlu'ough an 85-percent tax on the
corporation, section 809, The punishment doesn’t fit the crime. What
should be aimed at is to tax the insider, as a dividend, for the amount
he gets out of the company through the redemption, To tax the cor-
poration makes the minority stockholders pay through the nose for
something that they didn’t participate in, and have no control over.

(2) If a partner retires, and under the partnership agreement he
continues to have.an interest in the income of the firm, payments to
him from the partnership profits for the ensuing 5 years are, under
the bill, taxabﬂa to him and not taxable to the continning partners,
section 836 (a). So furso good. However, puyments after thoe 5-year

)

/
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period are not tuxable to the retiring partner but are taxable to the con-
tinuing partners, So far, not so good. The underlying inference is
that (l%‘t(‘l' 5 years the retiring partuer is getting a gift from the con-
tinuing partners. There may possibly be some room to impute gift
if we are dealing with a family partnership, but among strangers,
dealing at arm’s length, letting one partner go scot free and taxing his
income to other partners, just flies in the face of the facts,

(3) One of the many unfortunute and costly loopholes in the exist-
ing Iaw is the traflic made possible in loss companies,  Whatever else
may become the effective date of the pending l)illl, this loophole should
be closed immediately. The mechanies sought to do so in the bill is to
amputate the net loss carryforward on a pro rata basis to the extent
that there has been u shift in stockholdings of more than 50 percent,
Aguin, the perfectly innocent continning minority stockholder is enlled
upon to bear the brunt of a transaction over which he has absolutely
no control, Incidentally, the loophole closing does not go far enough,
in thuat only the net loss of previous years is extinguished. The net
loss of the current year is not touched and, therefore, continues to make
valuable trafiic.

The vanishing basis: In income-tax lnw, the word basis is generally
a substitute for the word cost. The bill properly spenks of adjusted
basis, substituted basis, and apportioned basis. But it also introduced
a bit of legerdemain that T will call the vanishing busis, As a result,
honest-to-goodness cost incurred in acquiving an asset goes up the
flue. To that extent, what is taxed as income in really capital, That
isnot sound.  Some examples may be helpful,

(1) Suppose a stockholder owns common stock costing him $100 and
preferred stock costing him $200. The preferred stock is vedeemed

y the company for $200 under circumstances that make the whole

$200 taxable as o dividend, soction 302 (b).,  What happens to the $200
cost of the preferred stock? Under the bill, it just disappears. It
should renlly be added to the taxpayer’s cost of common stock. No
provision is made for this.

(2) The same thing can happen in a corporate liquidation. Sup-
pose a 100-percent stockholder paid $100 for all the stock of a com-
pany. The only asset:of the company is inventory that cost the com-
pany $75 but is worth $100. The-company liquidates. Under the bil}
the stockholder takes the inventory over at $75, its cost. to the com-
any. However, he is not allowed any loss, 'T'hat leaves his other
#25 of cost suspended in midair with no place to go or be used.

(8) Take the situntion where Company A spinsoff Company B. The
sole stockholder of Company A then splits the cost of his stock in
Company A to $100 for A and $60 for 3. Within 10 years he cashes
in on his stock in Company B, with the result that the sales proceeds
are all taxed to him as & dividend, section 358 (b}. The $30 cost of
his stock in B disappears. A fair arrangement would permit him to
add the $50 to his cost in Company A, or, if he no longer has Com-
pany A stock either, he should be permitted o capital loss of the $50,

Impuact on fiscal yenrs: The Internal Revenue Service, business
groups, and our own accounting profession have been nrging taxpayers
to keep their nccounts and make their tax returng on a natural business
yeur, if this differs from the calendar year. However, no tax ad-
vantage or disndvantage should derive from the fortuitous circum-
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stance of the date of closin% the books, This principle is violated in
the bill, Let me mention o few of the instances:

(1) The bill introduced & 2-year carryback on net losses compared
with the present 1 year, If a company on a calendar-year basis has
a loss in 1054, that loss can apply against its income in 1952, However,
if the company is on a November 30 fiscal year, none of the loss durin
11 months of 1954 can be applied against 1952, The 2-year carrybac
will apply only to iosses starting after November 30, 1954,

The CramrmaN. Is that rightt

Mr. SumrrH, Yes,

My, Sepman. This should be corrected. The pattern for correction
is the one previous revenue acts have followed, numely, a pro rata
computation under the old law and the new, based on the number of
months in 1953 and in 1954, o

(2) 'The same point arises in respect, among others, to the allow-
ance or deferment of research and experimental expenses, section
174; the new deduction for organization expenses, section 248 (c);
the new ri!;ht to defer prepaid income, section 462; and the new al-
lowance of reserves for estimated expenses, section 462,

The right of a business organization to start off with a fiscal year
of its own free choice should not be impeded. The bill runs afoul of
that principle in ress)ccl; to partnershigs in section 706 (b) (1). For
the first time in tax history, it prescribes that a new partnes 1i§ must

et permission to use o fiscal year. The Internal Revenue Service
a8, after its abundant experience over the years, come to the con-
clusion that greater elasticity rather than less is desirable in connec-
tion with the use of fiscal years. It therefore has given all taxpayers,
including partnerships, the right to change from calendar year to
fiseal year by their own say-so under certain circumstances. The
provision in the bill stifling the use of fiscal years for new partner-
ships is a throwback that we hope your committes will remove,
ccounting provisions: The bill makes great strides in the direc-
tion of putting business accounting and income tax accounting on
the same wavelength, That is something we have urged upon the
Congress for many years. We applaud H. R. 8300 for getting it
underway. The transition will bring on some problems, both from a
revenue stnn(zgoint, as well as the scope of reserves for estimated ex-
penses. For that reason, there is included in our list of recommenda-
tions certain cautions and restraints during the gear-shifting period.

Other provisions: As previously mentioned, our recommendations
for change No. 218, These cover almost the entire gamut of the in-
come tax and administrative provisions. - They include 5 on dividend
credit, 6 on depreciation, 17 on accounting, 14 on capital gains and
Josses, 11 on consol.idate& returns, 18 on a(iministmt on, I'll single
out & few that may interest you here:

(1) The date of mailing a return should bé considered as its filing

ate,
(2) Capital losses should, like operating losses, be allowed & 2-year
carryback, in addition to the present 5-year carryforward,

The maximum tax on long-term capital, gains should be 25
mnt of the net taxable income, and not 25 percent of the net long-
gaing, where the ordinary deductions exceed the ordinary in-

come. At present, the net ordinary deductions can go to waste,

i
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54) ‘Where contributions in any year are in excess of the maximum
deduction, the excess should be carried forward to future years.

(5) Partners’ salaries should be reported as if received at the same
time as their profits in the firm are deemed distributable to them.

(6) The declining balance method of depreciation should be allow-
able for all depreciable assets, old and new, original and secondhand,
and whether acquired before or after Dacember 31, 1953.

When H. R. 8300 first saw the light of day, I wrote to Congressman
Reed on behalf of our committee and complimented him and his tech-
nical experts on their accomplishment. That still goes. I am happy

to re;{aort to you that of the 51 recommendations we made to the Ways

and Means Committee last year, over two-thirds were adopted in whole
or in part. The fact that we now have 213 recommendations in con-
nection with H, R. 8300 merely attests to the complexity and range
of the problems embraced by the bill.

Wae do think that considering the tremendous importance of a bill
of this sort, the Congress, and the technical people on both sides of
the table, should have adequate opportunity to subject a bill to critical
analysis before it is catapulted into law.” We urge your committee
to Sroceed in that way in this and future major tax legislation.

ur own committee will be glad to hold itself available for further
sessions with your technical experts to any extent that they feel we
can be of help.

Let me again express the gratitude of the American Institute of
Accountants for giving us the opportunity to present our views, both
to you and your technical experts.

r. Chairman, if you will permit, I would like to place in the record,
in extension of my testimony, a complete list of our recommendations.

'I‘hg Craman, Thank you very much. It will be placed in the
record.

{The recommendations referred to follow:)

RECOMMENDATIONS ON INCOME TAXES IN Rrspect 1o H. R, 8300, COMMITTER ON
gr.nym TAXATION, AMERICAN INSTITUTE OF ACCOUNTANTS, New Yozx 16,

1, Sectlon 2 (b) : Is there a loophole that permits an afluent father to support
a married daughter whose husband {s capable of supporting the daughter, but
who refrains from doing so because of the greater advantage to the father,
taxwise, in establishing head-of-the-family status where the daughter and hus-
band do not file joint returns?

2, Sectlon 34: Dividends from stock insurance companies subject to the regu-
lar corporate tax should be eligible for the dividend exclusion, credit, and deduc-
tion allowed on corporate dividends.

8. Bection 84 (a) (1): For ease in adminlstration and application, the divi.
dend credit should be applied to dividends received after December 81, 1958,
and the percentage credits In 1084 and 1955 should be scaled down accordingly.

4, Section 34 (e) : A possible abuse of the dividend credit exists through the
*mrchase of stock just before the dividend is pald and the sale immediateky

hereafter In order to use the credit as an offset to any short-term gain income
that the taxpayer may have. A possible solution Is to condition the credit upon
a prescribed holding period before and after the stock goes ex-dividend.

B. Section 84 (e) : Though not related to the credit, a similar tax saving device
exlsts In going short the stock just before dividend payment, and covering right
after. A possible solution s to treat the dividend on the short stock as part of
the cost of the covering stock rather than as an ordinary deduction. .

6. Section 84 (e): The dividend credit also sets up a tax-saving impetus in
borrowing to buy stock. Assuming the interest deduction and dividend income
ol!sel% each other, the taxpayer i{s ahead by the amount of the dividend
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7. Section 62 (2) (D) : This provision, relating to trade or business expenses,
should apply to all outside representatives of an ewmployey rather than just
salesmen.

8. Sectlon 76: Discharge of indebtedness should not result in income greater
than amount of solveney.

9. Section 76 (a) (1): This provislon, velating to discharge of Indebtedne:s,
should include payment in poverty.

10. Section 76 (b) : The trentment of dischurge of Indebtedness shoutd not
he conditioned upon how the creditor treated the item.

11, Section 101 (a): There should be an afirmative proviston that exemp-
tion of life-Insrurance. proceeds does not apply to an outside purchaser of the
insurance policy,

12, Section 101 (h): In view of the intent to remove the restrictions in
the 1039 code, this proviston with respect to the $5,000 excluslon should be
made effective in respect to deaths occurriug after December 31, 1953,

13, Section 101 (b) (2): It should be made clear that the $5.000 payment
is to be considered as a deduction by the employer, .

14. Section 164 (d) : Refévence “real” property should be deleted throughout
80 that the apportionment will apply to any property taxes,

15. Section 164 (d) (1) : The apportioniment of taxes should apply not only
to sales but also to other dispositions, such as exchanges,

16. Sectlon 165 (e) : The loss should be allowed in either the year of theft or
the year of discovery, Otherwise the taxpuyer may, as a result of the theft, find
himself ingolvent in the year of discovery.

17. Section 165 (g) (1) : The deduction for worthlessness should be made in-
dependent of the possible workings of gection 267 where the securities involved
lz(rlc; t(l;o)se( n?g 1)1 related taxpayer. (This correspondingly applies to section 168

18, Section 166 (f£): A foreclosure should be treated as a closed transaction
with the falr market value of the property repossessed treated as a reduction of
the amount of the debt.

1. Section 167 (b) (2): The proposed depreciation ruleg would entail com-
plex schedules and computatious of depreciation for those desiring the declining-
balance method. Assets would have to be clansified between those acquired
hefore December 81, 1853, audl those after. Those after would in turn have to
be ‘classified between original user and secondhand. It will also be necessary
to identify construction before and after December 1953 and related cost, A
practical approach is to permit the declining-balance method to the net balance
of all deprectnble assets at December 31, 10563, at double the normal life rates,
and to all acquisitions thereafter,

20, Sectlion 167 (b) (2): Attention is called to the fact that by reason of the
olimination of the factor of snlvage value in the edmputation of the declining-
balance method, the resulting initial amount of depreciation may be considerably
more than twice what is allowed under the stralght-line method. The situation
becomes accentuated in those cuses where assets have a very high salvage value,

21, Section 167 (b) (3): The limitation of the amount of depreclation under
other methods to the aggregate allowable under the declining-balance method
should e removed. The lmitation can, at a particular point of time, destroy
the offectiveness of such an approved depreciation method as the unit of produc-
tion, PFurthermore, it is not clenr whether the limitatlon embraces the re-
strictions of section 167 (¢). If it does and If there i8 no construction or original
user acquisition after December 81, 1053, nothing will e allowable to the wser
of a method other than the straight-line method,

22, Section 167 (¢) (1) : In any event, the declining balance method should
apply to the entire construction, ete., it completed after December 31, 1053,

23. Bectlon 167 (¢) (2) : Eliminate the original user concept. Where property
18 ncquired after December 81, 10533, from a related taxpayer the acquisition date
should be deemed the date of first acquisition by related taxpnyers.

24, Section 167 (e) : 1. The elimination of depreciation rate djsputes by machan-
fcal arrangement such as the 10 percent margain test {s wnsatisfactory. The
present Jmllcy, under the Commissioner's recent divective, 1&g effectively solving,
on an administrative busls, the dispute avea coucerning deprecintion, It should
be left that way. ‘

2. As ah alternative, it a differential must be provided by statute, a 28 percent
g}gerenual rather than 10 percent would be nearer to the practical area of
difference. .. . . . P } }
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28, Nectlon 170 Charitable contributions in kind should be trented as a sale
or exchiange at faiv market value to avold inordinate tax benefit or inequity.
This should be made effective from the date of enactment of the new bill

20, Secetfon 170 Contributions in excess of prescribed limits should be allowed
to he carried forward, .

27, Sectlon 171: The converse of the premium on tax-free bonds should apply
to a discount, A taxpayer should be permitted to increase his bhasls by a pro-
ration of the discount to maturity. At present a capital-gains tax can be tevied
on what i8 really part of tax-free interest.

28, Section 171 (b): The 3-yeur call provision merely sets up another arbi-
trary criterfon and does not deal effectively with the loophole, ‘Lhe premium
should, in the tirst instance, be amortizable from date of acquisition of the bond
to date of maturity. In the event of an actual call before maturity, the un-
amortized premium should be allowed as a deduction [n that year.

20, Section 172: T'he effective date of the net-operating-loss proviston will
create n distortion for fiscal-year taxpayers. Ifor example, companies on a
November 30 ftscal year will not be able to apply the 2-yeunr carryback in respect
to its operations for the 11 months in 1954, This should be corrected in the
saime way as was recently done in the Technical Change Act Ih respect to 1047
and 1848 fiscal years, that is, to allow a pro rata computation under the 1938
and 1954 codes based on the number of months tn 1053 and 1054, (This same
principle shoutd appy throughout the code, 'There should he no undue advan.
tage or disadvantage n respect to taxpayers on a fiscal year. Somnie of the sec-
tions to which thls applies are sections 174 (a) (2), 1756 (d) (1), 248 (¢),
267 (d), and 462.)

30, Section 172 (d) (5): The dividend and other deductions in part VIII
and in section 922 should be permitted to stand in the loss year and the carry-
haek and carryforward years,

31, Sectton 174 (b) (1) : The parenthetical material in the last sentence,
relating to benefits from research should be eliminated. There may never be
benefits renlized from the research, and establishing time or extent of abandon-
ment may be impossible,

32, Section 174 (b) (2): It should be made clear what the status is o
undeducted resenrch and experimental expenditures of prior years. :

33, Section 213 (b) : Ellminute the separate linitation on wedicine and drug
costy, It sets up a difficult allocution and computation problem that Is hardly
worthwhile for the amounts involved.

34, Section 213 (1) (2): The limitation on the deduction of expenses of the
lagt {llness should be removed., The expenses of the last illness should be
deductible for hoth Income- and estetestax purposes just as if the amount had
been paid by the decedent,

35, Seetion 214 (n) 1 The words “during such year” should be deleted, Other-
wise there is an unnecessary comptication for an expense of child care which is
ordinarily on a cash basis,
© 36, stSeotion 243: The deduction on intercorporate dividends should be 100
percent, .

37, Sectlon 243: Since in the case of dealers in securities stocks are part of
their inventory, no dividend deduction or credit should be allowed except for
dividends on stock held for investiment account.

38, Section 248: The deduction for organizational expenditures should be
mandatory rather than elective.

30, Section 248: This provision, relating to organizational expenses, should be
expanded to include reorganization, registration, and stock-listing costs,

40. Sectfon 267 (a) (2) (A): If the amount accrued is not patd within 2%
months after the close of the year of accrual, the deduction should nevertheless
he allowed [f the related party reports the item as income either in the year of
accrual or the succeeding year.

41, Section 267 (b) (9): The bill should define what is meant by control
otls} charitahle organization. The approach in section 503 (c) might provide a
gulde,

42, Sectlon 267 (d) : The basis for determining gatn or loss to the transteree
should he the same as the basis to the transferor. This should also apply to the
holding perind,

43, Section 272 (a): Eliminate the provision relating to certain administra-
tive and other expenses in counection with timber cut. The fccounting segrega-
tonsnnd eomputations that will be involved are most @ifftenit if not impossible,
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Furthermore, it 18 not clear why all the expenses are deductible while the timber
Is standing and become nondeductible when the timber {8 cut,

44, Section 2706 1, This section, dealing with the dissllowance of intorest on
certain debts and secuirities, should be eliminunted.

2. In the alternatlve the section should be made effective only for fssues after
enactment. If the section I8 retained then regardicss of the time of issue, the
erm‘ilts. deductions and exclusions of section 84 (a), 116, and 243 (a) should
apply.

40, Sectlon 802 (a) : Whero stock redeemed is treated as the diatribution of
a taxable dividend the basis of sueh stock should be added to the basis of any
othor stock owned by the pergon in that corporation, If there {8 no stock then
a capital loss gshould be allowed in respect of the basls of the stock redeemed,
Otherwise the basis completely vanishes, (This correspondingly applies to sec,

)

46, Bection 802 (c¢) : The 10-year period applicable to reacquisitions provided
by this section should be changed to §§ years, ,

47, Section 802 (¢) (2) (A): The paventhetical lnmert defining the type of
interest in a corporatfon should be removed. It {s uunecogsar(ly restrictive,
On the other hand, the word "interest” should he broadened to include the type
of interest dofined In sections 544 (a) (8) and 544 (b), numely, options and con.
vertible securities,

48, Bectlon 802 (¢) (2) (B): The reopening of closed years in the event that
redemption is later held to be a dividend should also be applled for changes In
fncome caused by changes in basls calculations,

49, Sectlon 802 (¢) (2) (B): This provision, with respect to acquisition of
an interest fn the corporation shonld exclude reacquisitions through foreclosure.
On the other hand, as recommended for section 802 (¢) (2) (A), reacquisitions
through optlons and convertible securities should be Included.

80, Section 808 (b) (1) (B): The additional peried of time within which
redemption of stock to piy death taxes may take place should not be restricted
to the perlod before the Tax Court but should include any court.

b1, Section 804: An exception from treatment as n dividend should be pro-
vided for redemptions to pay estate tax under section 803,

62. Sectlon 805 (b): It 18 not clear whether an exchange of bonds for stock
would be tax free if part of the stock was to pay for interest in arrenrs,

83, 805 (¢) (1) (A): 1. Since a stralght stock dividend would have been non.
taxable, a distribution in this forn shounld be nontaxable,

2. In any event, litit the measure of the dividend to the excess of the falr
market value of the dividend stock and the related nonparticipating stock after
the distribution over the basis of the related nonparticipating stock hefore tho
distribution, but not in excess of the amount of arrcarage of the amount of
earnings or profits of the distributing corporation.

64, Sectlon 803 (c) (1) (B): This provision with respect to dlstributions by
corporations should Le extended -to cover opticns payable elther In stock or
“gecuritles.” Otherwise, an option to take stock or cash 1s taxable as a dividend,
whereas the equivalent option to take stock or bonds {8 not taxable,

65, Section 308: The old rule on boot should be reatored. It worked out a
sound economle result. The proposed rule of first wmatching principte amount of
securities ngainat %rlnei al amount does not attain the same result.

56, Section 800 (b) (2) : The gain or loss fnvolved 1n & disproportionate distri.
bution should be classified as a gain or loss resulting from a sale or exchange.
(‘This correspondingly applies to section 308 (d) (2) (A) and (B).)

87. Section 808 (c) (2) : Provision should be made for stock with no par, no
stated value, and no call price, The amount the stock I8 entitled to upon lquida.
tlogs%\x}d)b;a the criterlon, (This correspondingly applies to seca. 308 (¢) (8)
an ¢). .

58, Nection 808 (d): This provialon as to exebanf(u for securities, ete,, 18
unrealistic If based on very nilnor rveteiition of stock, As a tinimum, the 1
percont rule in section 802 {a) (8) should be applied to distinguish the application
of section 306 (d) from sectlon 800 (b).

59, Section 807 (b) (1): As a further stmplification, no allocatton of hasis
ﬁho‘\;l.d‘be required in connectlon with stock dividehds under the 18 percent

mitation,

60, Sectlon 808 (b) : The measure of inputed galn on LIFO Inventories should
be the assumed realigation by the corporation of the falr market value of the
inventory. Otherwise it may be dificult if not impossible to determine what the
inventory would have been on a LIFO basis. ¢

]



INTERNAL REVENUK CODE OF 1054 1317

61, Sactlon 308 (¢) : It should be specifiod that the gain or loas recognized to
the distributing corporation is classitied as n galn or loss resulting from u snle
or exchango,

62, Section 809 : The remedy for the “bail out” 18 to tax the person balling out,
To tax the corporation mukes minovity stockholdors hear the brunt of the tax
saving of a particular stockholder, ¥urthermore, the 85 porcent tax s casily
defoated by a snle of the stock to a propor buyer such as a gubsidiary company
of the stockholder, or n charity, or an insurance compuny that will hold the
stock for the 10-year perlad, "Lhe net vesult 1 that the tux is likely to serve
merely ns 4 trap for the unwary. The remedy s to tax the “bail out” as ordinnry
Income, The identificution of the *ball out” can he along the Hues preseribed
in the LIIL:  In vo event should the “Imil out” entegory attach to stock that had
beon 01'!1muully tasued for value ov stock that had been previously taxed as a
dividend,

03, Section 800 (a): The 10-year perlod provided by this section should be
chinnged to § years. 'The O-yenvr perlod shall in any event apply to distributions
prior (o the effective dnte of the bill to accord with adminlsteative practice,

64, Soctlon 800 (1) (1) ; This provislon as (o redemption of nonparticipating
stock should he deemed complied with not only by concurrent redemption but also
an antecedent redemption of the reluted participating stock,

60, Sectlon 300 (a) (2): Extend the provision 8o a8 to cover coneurrent re-
;lemp}lon of nonpurticipating stock on which a proferred stock dividend had been
ssued,

U, Hection 809 (a) (8) : The 108-percent test should apply not only to “prop-
erty” but nlso “socuritios” for which the redeemed stock was lssuod,

07. Sectlon 80D (b) : 1s this provision, relating to redemptions of nonparticipat.
ing stock, Intended to apply to a cuse where, in a section 852 or 8563 transactlon,
nonparticipating stock i exchanged, tux free for participnting stock, and the par-
ticipating stock is later redeemed?

08. Sectlon 809 (e) : 'I'he provision as to dnte of issuance should apply only to
nonparticipating stock Issued after the effective date of the provision, If stock
acquived before then is, after that date, exchanged for other stock in a nontax.
able transaction, the stdck acquired shall take tho fssue date of the stock given up.

09, Scetion 811 (b) : There should be added to the 50-percent value requirement
the addttionnl requirement that there be ownership of more thun 50 poreent of the
combined voting power of all classes of stock.

70. Sectlon 811 (c) : 1. A heneficlary should be decmed to own only his pro rata
part of the interest of the trust or estate just aw ts done in the case of partnern
ships, and a contingent or future heneficinry should he deemed to own no part,

2. In any event, the sole test should be the luterest in the lucome, and bechuse
of the difficulties of computation the actuarial test shonld be removed.

71, Sectlon 812 (n) (1) (13) : The soparate sogrogation of the current year's
earhings should be eliminated and the parenthetical provision should be mado part
of (A). Tho current-year tost ls a hangover from the undistributed profits tax
that has long since been repenled,

72, Sectlon 812 (c): 1, Insteud of the word “securitles,” It wonld b more
clarifying to use & word guch as “Indebtedness.” The deflnition should include
subdlylaions (1), (2), and (8). The definition shonld afirmativoly require that
there bo & fixed date or datea for the payment of priveipal,

2. In the alternative, 1f any distinetlon fu this subchapter 1s continued in vef-
erouce to publicly held corporations, subdivisions (1), (2), aud (3) shouid not
apply to such corporations, X

73, Bectlon 812 (¢) : Bubdivisions (1), (2), and (3) ahould not apply to secu-
ritien 1asued as a dividend. Othorwlse there {8 n possiblo loophole {n the tax.
froo distribution of a subordinated debt that the 25-percent stockholder then
sells to an outsider, Tho selling stockholder would reallze capital gain. In
the bands of the h\:{vor, the subordinated debt becomes regular dobt with intereat
fully deductible and redemption freo of dividend status,

74. Bectlon 312 (d) : Nonparticipating stock ahould bo defined as stock that is
limited in Its Interest both as to earnings and distrlbution of assots, Participat-
{ng stock should be defined as *“all other stock” to insure that there will always
be n participating stock, }

-15:>-Beotion 812 (f) : The:definition of property should be extended-to include
opon-account indebtedness, Otherwise that {tom {s not provided for.

70, Bectlon 881 (d) (2): Apprecinted fuventory should be dealt with as sug-

sted for section 808 (b), namely, as if realizod by tho lquidating corporation,

e provislon as written 1a inequitable and unreallstic. What would be the
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nitnation 1€ the only asact of the eorporation In approcinted insentory and the
atockholdora’ baair 132 18 oxeoss of the baxik of the lnventory to the corparation ¥
Daox the difforential vaniah ¥

77 Sccetion 881 (o) (1) + Under soetion 108 (1) (X)) w loss from the worlhtess
newn of & stoek or bond would e an erdliey loss,  Uader the worklgm of
woettong 881 (o) and AL (0) (1) o eaphtind Toxe wonlit vesutt,  Phe (woe shonid
be coordinated,

T8 Neetlon 882 (D) (1) For the purpose of determdning personn! boldiog
computy 8tatun, the tmpated dividend shonuld not consvtitulo geoss woe,

70 Nectlon A2 (DY (1) In the ease of a carporate shaveholder, { 8hioult be
mude clonr that the 100pereont deduetion v not In any way to he veateictod hy
the amount of the net lueome, throngh svetion 248 (),

80, Soctlon 838 (¢) 1 A distelbution of ihventory asseta xhontd he (e squivalent
of venlisntion by {he disteibating corporation en those asseta nt thebr fale mneki
valne,  'The vecelving stoekholder shonld ¢ompate guin or loss tased on that
value,  (Thin propoant adopts the theory of xeetion 751 In velntion to partner
Allpa, ) The aubxoguont disposition of the inventary usaets by the stockholder
wonld glve vlav {0 capital or ovdlnaey gatn or toss dopendent npon the status
of tho nsaetg tn the hatds of the stookhotider,

81, Seetion &4 () 1 In the avent thiat the vecontmendution in seapoet of spetion
B48 () i not ndopted, seetton 384 () shanld not apply o (the amount allocably
to stock aegutred prdor to the sifectivo date of the providon by parchase from
aother than the corpuration, nor shoutd 1t apply to stk neqdeed by nhoritanee,

&2, Sectlon 80 (n) () 1 I8 the business was In existence for loss than b years,
then tho povied of Its oxirtencp should control, I8 b I8 ot necopted thea in
dotormdning the S-yonr peviod thove should I tacked on the perled that a
pradecosaor buatnesg was tn oxtstencoe If that huasinesn was asquired tn a nouws
taxahle transactton,

8 Bection B0 (1) () (A) 3 tastead of a vequiroment for sppavnte books ung
rocords, 1t should aafftee thnt the tneame of the termlnnted buslness ahoubll by
doterminabto trom the aecounting roeords,  (‘This coprenpondingly appllen 1o see,
A () (D)) '

K4, Beetlan 136 (a) (Q) (M Tnstead of the test of personnl holdhng company
meome, the teat In aection 18 (1) ()Y (B ghould bo apptied,  ('Phis eorve.
spandingly applies to seetlons 88 (W) and 8388 (¢) ()

8, Section 330 (d) (3) @ Rights to lucome shonldd be doefined ax Hingted to itoms
carned dut not yot fuchudible bocanne of the method of neconnting followed by
tho taxpayer,

K0, Qeetlon 890 () () : The Qetluttion of “inventory aaseta” I conneetton with
liquidntions sionld be extended to include deplotable property,

N7, Sectton 881 (a) @ Under this provision it would be posaible to make a nons
tuxable transfer of praperty to n contratled company for a demnn®t note heeatse
of the way “securitioa” e defined in soctton M2 (o), In that intended?  Farther
more, thore t no tie-tn botweon xections 801 and H00 un to hoot, ov viee vorsi,

K8, Jeetion 3331 Doesn't thls sectton pormit too wide a tatitnde for tax-froo
apinoffs?  Fov example, a ghineff of tax-treo Investimouty, renl ostate, ofl azes,
ote, witl notontatl pevaonal holding company fheome, and will thorefore not
come nnder the definltton of an tnnectve corporatlon, ‘Chore can bo tax-free or
l;tim'\t‘nb'n'n\ln vontivation of what might atherwlse ampproprintely he taxed ax o
divitend,

80, Soetton 300 Ta it tntended that the stoek of a Byenr-old operating controliol
nubikldiney can be disteibuted tax freo atd the stockholders imuedintoty sedl that
wtock aud veatixe eapithl gnin?

00, Soctlon {182 Ta It Intended that cush ean ho apin off through n newdy eroirtod
gubatdiary and by walting 10 years the dividend avolded?

S, Nectlon 883 Doosn't thin muke possible the deltherate eliminntlon of
carnings and profita by nveatment in the stack of an netlvo company and distreibe
uting that stock to the stackholQors ) '
* 02, Soetlon 883 (i) § Tt ta pot etoar whother the apinof® provision prevalle ovor
the lguidation proviston of sectlon 331 or the reorganiration provizlen of sudton
C880 (0), 1, in the Ugquidation or reorganikation a apinoft 18 alxo tnvolved, P
thormore, 1 lu connection with the Jlquidation, xin on the splnelf portlon in
" vecoguized, 1§ 1a not clear whother soctlon 804 na to hoot would he a{mlloahlu.
D9, Soction 888 ca) & Tho last sentonce in thix hroviston, coverlng distrihutlon of
atock or keeurdtion of & cortrotiod corporation, seeme ta be (o confilet with what 18
intoudod by the type of trunapction qoveend iy soctton :}hl)\(d).

N

' i
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04, Neetlon 362 () 2 What happons (o the basds of 1he sk of an Inactive
weorporntion wheee there s vealivation on that stock within 10 yeaes aftor the
spluoty Pheve shiontd be an atflemative provision to aveld o vanishing hasts,

0, Sectlon 1 (b) 2 te should bo made elony that ils provision atteibuttng
orditinry tneome to cortain stock dlepoxitlons does not appty to outalde purehasors
ot atock of inaetlve corporatlons,

L Bection 483 () (1) 2 The thne of recelpt of the proceeds of gale should not
control, but rathor the thne of saln, - Othorwise a loophele s oponed through a
wle lnedintely after the spinofl with deforeed pryments not (o commenee until
after the 10-yoar porlod,

87, Neetlon 883 () (0 (B Phe second and (vl siubdivistons of this pro-
vinton shiould alse apply whore basds s detevmined by retorence to gadr mnrket
Yalue on the optionnd date nstead of the dute of doath,

08, Seetton 383 ()2 Ix 10 ntended it the stockholders e glven an election
whethes ta tyeat the disteibuatton as taxabie or nontaxable hy the wers fallure
Ao e the ageeoment ¥

) Soetlon 804 (1) 3 'Phis provisfon relating to gvkn or loas ancorpotate aequl.
Altiens and separeations, should be elneitled as to whethor fu the cnse of o stata-
tory consolidation the conslderation ¢can be other thun stock,  The stock thindta-
tion I8 now mentioned onty In comnection with mergers, Tt should also be
elnvlttod whether mergors ave vesteletod to fwo companios while consolldintions
ey lvolve two or more compuiites,

TOO, Reetlon 8055 (ay: Ondy sectlon 855 () () showld be applied to property
acquived attor Docemboer 31, 1088 Ax seetion 383 (a) (D now reads, property
neguived fu Junnney awd Fobiruney of 105§ wonld e atfeeted, aud this v conteary
to the vffective date under seetlon 30t,

101, Reetlon 48 (1) ¢ The reference to acquisition after Decetabor 38, 1953,
Aliontd he olbmdnnted,  Axi now reands, property aciguired n Januney and Febya-
aey af I3 wonld he affeeted, and thin I8 conteary to the eftective date under
avetlon i1,

JO2, Rection 0d (hY: The Pasdn provizien for stock acguived I covporate
acquiritions and sopavations shoulit e related 1o el ansets of the cocporation
rathey than to the gross assets in ovder to wdfust for Habiltios,

TO% Seetlon 355 (08 (13 (A lastond of date of enactment substitute the
q(\!sc\v:h‘t)l date of the proviston,  CRhia corvespondingly applioa to see, 35 ()
2 A\ '

104, Nection 350 (D There should not e capitalgaln <tntus whero the
rolnted anaot wan not o capital asnet,

105, Secetton 457 Shoutd thin provislon, relating to relncorporatlony, apply
at all whon the not offeet of liquidation and rolucorporation s the same as i
there weve o spinoff in the Arat instanee?

10, Seetlon 3871 To provont a loophole a relncorporation should by deemed
to hnve taken place If the aseets ave acquired tndivectly by the ney covporatlon,
aueh a8 by lease trom the stockholdera,

107, Section 887 () ¢+ Provinion should he made for ofther the vecovery or
the ofteet of the tax, It any, ovlgtnally pald by the stockholder th conneetlon with
the Uguidation, ‘Mo statute of Bmitatlons shontd be extended tor thin purpose,

108, Sectton 850 () Phe dlatinetion between publiely beld companion and

wlvatoly held compantes should be elhidunted and the same riatea applivd to
il A'I‘hlu correspondingty appliea 1o alt of sabieb, G il (o see 582)

100, Keetlon B3 (b)Y 1 Nuhdiviston (2), embodying the 25 A00-Jercent rogqulve
ment, and the xentence lmmediatoty following it should bo elininated,  (Phls
worrespondingty applios to kee, 30 (¢))

110, Roetlon 356 () ¢ Shouldn't there be a thaltatlon vesterleting the consldeys
atton wololy to stock oh & corporate aequisition of stock, Just as is provided in
seetion 360 (¢) Y

T, Neetion 3818 T sheould be tndo elear that nothing in this seetlon preetudes
its ulmllvml(m to an ivnolveney reavganigition under section 871,

110, Noctton 381 (a) ¢ W ahonld be wmade ctear that the eaveyovers apply in n

ROVIOR OF ANCCORRLONS,
OIS Neetlon QRL (a) () Corpornte separatlons (aed, B3 (dy) stould ke
Avlse be included Wy respeet to ftems covored i seetlon 886 (¢) () through (12)
and (18 and (168) subject 1o vegulations to e preseribied by the Necrotary or
hig delegato, :

U4, Heetion 881 (¢) ¢ In addition te Hating specttie itewn, it should bo provided
thqt for all other purposea the sieeessor statids i the shoes ot e predeceasaor,

S8, Bectton 8L (0) (1) (33) : Sinea the loxs on Haguldation would be anly
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a capital loss, the corporation should have the clection to forego the capiinl losy
and have the complete carvyover,

110, Soctlon 881 (¢) (1) (V) : In order to avold a possible double Leneflt
whore the (nvestment in the subsidinry becomes worthless, the parent company
should be entltled to elther the toss o to the carryover but not both,

117, Section 881 (¢) (16) : Hliminate the kast sentonco relating to stock, ete,,
trausforred, as the transaction there covered hay no bearing on the income deter-
wination of the corporation,

118, Section 382: In ordor o effectively close the loophole dealt with, the tux
offect of o change of stockownership shonld be the equivalent of the purchase
of the assets of Lho corporation at tho price pald for the stock and the ercation
of & now corporation by the purchurer,

119, Sectlon 882 (n) ¢ 'Tho loss of the current year in which the change of
stockowtiorship oceurs should likewise be disallowed on a pro rata basis,  T'he
manner of prorvation should be preseribed by regulntions,

120. Section 382 (a): Rliminate the parenthetical reference to s publicly
held corporation, )

121, Nectlon 882 (c¢) : Thoe text of tho ownership by tha 10 persons should be
tha sume as the test in sectlon 882 (n) (1), namely, the falr market value of
the outrtanding particlpating stock, In any event, the concept of percentage
of stock requlros clavitieation, particularly It there are two or more clanses of
participating stock outstanding. ,

122, Section 8301 (n) : In order to permit consummation in an orvderly manner
of transactions covered by subchapter €, the effectlve date should be % duys
after ennctimmont or January 1, 1053, whichever s later.

128, Soction 401 (b) (1) (Q) : It should be made clear whether or not separa-
tioh from service embraces a change of status from an employee to a partner,

124. Sectlon 408 (b) : "This provision should specify that acerued compensntion
of 1 year that I paid before the close of the next year of the employer shall
not be conatdered a doferred arrangement,

126, Bectlon 421: In order to permit tho qualificntion of plans involving stock
in clogely held corporations, n formula should be provided which the taxpayer
may elect to ure for vatuution of stock. Such a formula might ho based on book
value or a apecitiod number of times earnings of a fixed number of years. The
formula would apply solely for the purposes of gqualification, and no inference
would attach to tho formuls whorever else value determination i8 required. (This
same principle can be used elsewhere in the statute where value is a factor in
qualifylng rather than in determining gain or loss.)

128. Section 441 (e) : The 52-53-week-year election should he avallable to any
uxg’?yer meeting the tests of section 441 (£), and not limited to corporations.

127, Nectlon 441 (g) : A taxpayor already on a flscal yoar under tho 1030 code
should continue on that basts, The requirement about “booka” should be “books
or recorda” aince many individuals have the necessary records for fiscal-year de-
termination of income but do not keep format books, In any event, flscal-year
reporting should be permitted by consent of the Secretary., Section 442 may not
cover this.because of the.qategorical requirements of section 441 (g).

128, Bectlon 448 (b) (2) (C): Bliminate the elective feature of the tax com-
utation on the change of annual accounting perlod, The rule should be abso-
I;t:o that ttil:e t'at'x for the short period will always be the lower of the varlous ways

of computing

120, tion 446 (d) : It should be made clear that a different method of ac-
counting may be used for personal affairs from the method used in the business
affairs of the same taxpayer,

180, Section 452: Certain types of labtlitles may have no definite termination
dato; for example, coupons and tickets. These liabilitios should be permitted
prepaid income treatment and the classification in {a) or (b) should be based

on experience,

181, Section 488 (d) : This provision, dealing with dispositions of installment
obligations, should not be deemed to nppl{ to transfera such as incorporations
and reorganisations in which no galn or loss is recognired and which are not
covered by section 881 (c) (8).

182, Bection 461 (c) : The word “real” should be delpted o that application
of thim mvlﬂon-u. acorual of taxes will be to all noserty taxes,

188, tion 4681 (¢) ! An electlion similar to that In section 462 (o) for estl-
mated exponses should be provided for accrual of real property taxes, On a
mandatory basls, unintentional damage may be done, to taxpayers previously
required b&!t’ho vernment to use the llen date., If the llen date for the 1084
tax 1s in 1065, seation 461 (c) will result in no tax deduction for 1084,

!
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134. Section 401 (¢) (1) : The first line should be changed to rend as follows:
“Whero the doduction for taxes is computed under an acerual wethod of account-
ing, * * *” to cover a hybrid method of unccounting under which taxes are
neerued,

185, Section 401 (¢) (2) : Since not all faxpayers have been placed on the llen
hasls for deducting property taxes, the word “allowed"” should be substituted for
the word “allowable” in both sentences to make sure the deduction {8 not denied
completely,

liiltl. Se?'tlun 402 (n) : To avold the fmpact on the revenues in the transitional
year where there will be n deduction both for the actual expenses an the esti-
mated expenses, and in order to avold undue distortlon of incomo, the nddition
10 the reserve should be spread as a deduction over the transitional year and the
2 gueceeding years,

187, Sectlon 442 (n) : Consldering the departure that Is involved from the
previous rules, and pending the development of experlence regarding the respece
tivo items, the applieation of the new rules as to the reasonable additlon to
reserve should be in the dlscretion of the Secretary or his delegate, just as has
heen the case heretofore with the addttlon to the reserve for bad debts,

188. Section 402 (@) (1): The definition of cstimated expenses should be
narrowed to permit the deductlon of only those expenses retated to the current
vear aud prior years subsequent to election. Otherwlse, us the provision now
x;tu'nds.“:lt would seem that interest for all years to maturity would be currently
deductible,

139, Section 402 (@) (1) ¢ The term “estimnted expenges’ ghould not be limited
to “deductlons” but should also fnclude items of exclusions from gross income 8o
as to cover costs of goods sold.

140, SBection 472 (c): This condition as to financlal reporting should be
eliminated. It s the only part of the code that crentes any Interlink with finan-
clal ;_;\p(:rt)mgé) ')l‘hore is no warrant for the provistons, (This also applies to
800, 472 (0) (2).

141, Section 481¢ In the caso of an involuntary change in accounting method,
adjustments should be spread out in accordance with the prineiples of seetion
1311, ete, or over such lesser period of tlime as the Secretary or his delegnte and
tho taxpayer may agree. '

T 142, Section 482: Whenever this provision permlitting the Secretary to allocate
income or deductions is applied, there should be the automatic vight and ohliga-
tion in the other party to the transaction to pick up the effect of the adjustment

- and the statute of limitations should be deemed reopened for the purpose.

143, Becetlon 510 (e) ¢ The effective date of this provision relating to employees®
trusts should bo the time of enactment of the code,  (This correspondingly applies
to secs, 811 and 512,)

144, Section 650G : The effective date of sections 508, 504, and 505 should be the
date of cnactment of the new code, These sectlons deal with certain prohibited
transactions, unrensonable accnmulations, and altowable investments and impose
such limitations, for the first time, in respect of employees’ trusts, In general,
tho effective date of such provislons is March 1, 1954, .

145, Bection 805 (a): 1. The requirement for valuation of the nssets of the
employees’ trust should be climinated. It will magnify controversy and un-
certainty In an aren where a great deal cnn be at stake. The tests should be
pivoted around the adjusted basis of the vartous items involved,

2, In any ovent the requirement for quarterly valuatlon is fmpractical, If
there 18 to be any valuation at all, it should be only once a year at the close
of the accounting period.

146, Bection 805 (a): 1. The violation of this proviston relating to allowable
investments should not entail any more penalty than the taxability of the in-
come from the prohibited investment,

2. In the niternative, the viclation should have the same effect ns engaging in
a prohibited transaction by & charitable organization, namely, the denial of the
exemption prospectively., Othorwise employers will face retroactive disallow-
ance of contributions to the penslon trust hecause of action by a trustee over
whom the employer has no control.

147. 8ectlon 882 (b) (1): This proviston relating to publicly held corpora.
tions, should be eliminated,

148, Bection 834 (c): 80 days ia not enough time for the preparation of
the statement justifylng an accumulation of earnings and profits. The period
should be extended to at least 60 days.

149, Section 838 (b) (1) : The 85-percent tax in section 809 should be allowed
as a deduction in computing the tax on accumulated income,
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150, Section 885 (b) (1) : ‘The snme election jn reference to the handling of
taxes patd as dlstinguished from taxes aeerned that s o sectfon 45 (h) (1)
should be made applicable to seetlon 836 (b) (1),

151, Seetion M2 (b)) (2) (A): The 8-yenr requirement should he the perlod
of existence of the afitlated group i less than 3 years,

1652, Section 548 (b) (1) : The Ri-percent tax in section 309 should be nllowed
as a deduction {n computing the pergonal holding compuny tax.

158, Section 8547 The former provision vegarding consent dividends by per-
sonat holding compunies shoutd be vestored and be made avallable to Hyquidated
corporations as well as existing corporations,

154, Section G466 (a): Isn't there a loophiole possible by an arrangement
whereby a trust accumulates all of the Income exvept the fncome for the last 5
yoars, and then distributes the neenminlated fncome’ ‘Mhere would be no push-
back applieation to a stuation of this sort,

158, Section 702 (¢) : Clavify the wse of the. word “gross” wheve it lnst appears
8o that it will carry out the intent expressed on page A222 of the Ways und Means
L‘ommlit‘u-c report and will not be Incongistent with the detinitlon I section 61
(n) (13). : :

180, Sectlon 704 (b) : Provislon should ba made for the method of profit alloca-
tion among partners where a purtner 8 guaranteed an nmount of prot, The
gaaranty should be treated as a reduction of the amount of profit and the re-
mainder used in determining the proration of ¢lassitled ttems,

157, Rectlon 704 (¢) (2) : Po prevent o possible loophole, the requiivement. for
allowance of compenusation for servicen rendered to the purtnership should
embrace the services of all partners and not merely the donor,

158, Sectlon 700 : It should be made clear that a partner's basis ut the time ot
the terinfnation of the offectiveness of the 1988 code I8 the measuring amount for
the partner's hasis it the beginuing of the offectiveness of the 1654 cade,

160, Section 706: Page A225 of the Ways and Means Commtttee veport men-
tlons annuallzation of the partnership income for short periods,  Mheve 18 no
provislon in the code to thir effect and any sueh provision would be inapproprinte,
Correction should be made of this through approprlate reference in the Nenate
I'thance Commlitteo veport,

160, Section T4 (b) (1) : 1. A new partnership skhould have the right to select
a fiseal year of its own cholce, *

2. In any event, & purtnership that with porwission changed from the ealendar
year to a fiseal yenr late tn 1053, should be permltted to remain on sueh flsenl
year, even though the short taxable year began on or after Jnuunry 1, 1054,

161, Section 707 (b) : A sale or exchange of property between a partner and a
partnetrship should not glve vise to gain or loss, It should be treated ns n con-
tribution by the pavtner and withdrawal of cash from the partnership or viee
vorsa,  The oxtent of the luterest of the pavtner In the transaction should be
fmmaterial,

102, Bection 707 (¢) : To. nvald bunching of income or auwarranted flexinility
rospect to the timig of income, this provision, dealing with “saiavies” of part-
ners, should he eliminated.  In the alternative, the fnmputed compensation should
be reportable at the sume tinie and as part of the distribmtive shave of the
partners’ profits,  Farthermore, it shonld be made clear whether the imputed
compensation i8 to be treated an such for purposes of the withholding tax,
unemployment-compensation tax, socinbsecurity tax, pension and profit-shaving
plans, ete,

103, Section 731: The vule as to the effect of Hquidution of a purtner's futerest
should correspond to the rules applleable to the Hguldntion of a corporatlon,
The partuer’'s hasls or the hasls or the asretr to the partnership, whichever is
higher, should apply (with the pavtnershlp haste of the asseta considered as.
their fair market value {f that value {8 less than the partnership’s basis).

1064, Nectlon 731 (a) : Slnee, in order to determiue whether dixtributions exceed
the basis of the partner's lnterest, it will be necessary to include the pro rata ahare
of the earnings, a ditieult and impractical comptation will arise in conneciion
with o datermination of bysin Quring the year. 'To simplify matters, the approach
shonld he the same ap is followed in connention with the determinatlon of
cavnings and profits of a corporation and their availability for dividend pur-
pokes, huniely, the earnings for the entire year should be considered, If hefore
the close of the year the interast of u partner termtuntes, then the point ot
wensurement shonld be the earnings at the time of termination,

163, Section 734 ‘Che 1089 code provision as to the oftect of u dlstribution of &
partnership asset should be restored. It nccorded with economic realities, The-
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present providon wmakes possitle manipulation through the dedtberate distribution
of paetnership property that has deprecinted in value In order to get a murkup
for the pretuership on property that hes appreciated in value und Is about to
he sold,  1F the 1989 provision Ix restored, the problem of valuation and alloca-
tion that then avose can be obviated by using as the ratio the basis to the part-
nepship of the assets disteibuted, compared with the hasis of all assets of the
pavinership.  CThis wil correspondingly affect seex, T892 and T8

1066, Nection 736 () @ 1 'Uhe Bmitations with veference to the number of yeurs
should be retmoved as the veanlt it produces is completely unrveallstie,

20 Inany event, the Hmdtations should not apidy to a partnership wheve capital
is not a wmaterfal meome-produeing factor,

3. On the other hand, vecopattion should be accorded to the pight of the parther-
shitp uned the individunl to enter into a contractunl relatlonship after the retives
ment, ws long as the stans of the individoal ks other than s a pariner,

167, Seetion 736 (a) @ 1f any payiients ave not 1o be deductible by the conting
ing partners, the paynents should ierense the basis of their intevest in the
partnership. Conversely, the amount vocelved by the former pretuer should by
consldered as un additlen to the tles price of his pavtnership nterest,

1068, Sectlon 742 The exeluslon under section 751 shoutd be n veduetion of the
basle of n partner's interest or else there will be o double heneflt. “Phe inerease
in the distribmgve shave of the parther's profit adds to his basis,  Unless (he
exciusion serves s o reduction of the disteibutive shave, it shonld serve as n
rectuction of the busls (nthe partnership. Another way of handling this ad-
Justient i throngh seetlon 751 () (1), where the exclusion s allowed,  The
exclusion conld there specifleally be lnbeled as w decvease fu the pavtner's disteib-
utive shure of the pavtnership profie.

WL Seetion 783 (¢) (1)@ Ne favther altoeatlon of busis should e pormbted
to inventory. In additton, If the allocations are {0 be made in proportion to the
ndjusted bases of the assets, it whl mean that there eannot be any allocation
to geodwill and it will also mean a disproportionately low attocation to nssets
with u low base but a high mavket value,  The erlterion for allocntion should
therefore be in all instunees fuir market vielue of the assets involved.

170, Neetion 743 ¢d) 2 T'here should be an election each yenr to adjust the basis
of partnership property in vespect (o teansfers that took place during that year,

171 Section 761 (n) @ 1t should be made clenr that the ownership of veal
estate an tenants in comtnon {8 not a partnership where the real estate i3 held
for rental, Invextient, or sule,

172, Rection 901 The forelgn tax credit should be eaveied back and forward
to prevent it from belng lost completely in caxes where the domestic parent has
a loss fu the yenr in which the forelgn dividend is recelved,

173, Nection 951 (a) : ‘Phe definition of a “branch” in a torelgn country should
be extemded to include whoelesile establishments,  (‘Phis corvespondingly applles
tosees, D31 (D) (1) (\) and 9238 () (3) (A) (1))

174, Sectton 1035 On a foreclosure the value of the property acquired in the
foreclosure should be applied ngainst the debt. Ihe tax consequences as to the
halunce of the debt ghould be dependent upon the civeutmstunces at the time,
The status for eapltal asset purposes of the property acquived in the foreclosure
should be dependent upon its own chavacteristics, just as if the property had been
fndependently purehased by the taxpayoer,

175, Rectlon 12013 The alternative tax should not be in excess of 25 percent
of the imount of the net taxuble ncome.  (Thix would corvespond in a way to
Itlu- restriction on the dividend eredit to 85 percent of the net corporate taxable
neonwe, b

176, Section 1211 () : Income from the discharge of Indebtedness should be
reduced by any capltal toss inenrred in connection with the Uquidation of the
Jndebtedness, ax in the caxe of the sale of collateral agalnst the (ndebtedness,

177, Sectlon 1212 A 2-year carryback for capital losses shoutd be allowed
Just ax fu the cave of net operating loxses,

178, Section 1221 (4) 1 Clavifiention {8 needed as (o the reference to section
085, ‘Uhat secetion refors to the capltal-galn seetion and the capltalgain section
I tuen vefers to xeetion 1085,

178, Section 1221 (4) 1 U'he provislon exeluding notes and accounts receivable
from the status of capital nssets should be extended to exclude all accounts
find notes vecelvable to the extent that their receipt did, or their collectlons
wonld, depending on the mothod of accounting employed by the taxpayer,
conatitute an Item of ordinary lncome,
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180, Section 1231: Gain or loss on property used in the trade or business,
etc., should be treated uniformly as ordinary income or loss,

181, Section 1232 (a) (1) : To close the loophole on retirement of discount
bongg;iurmg 1034, reference to January 1, 1945, should be changed to January
1, 1954,

182, Sectlon 1232 (a) (2) (A): To shorten the period when the loophole on
sale or exchange of discount bonds is possible, the reference to December 31,
1054, should be changed to February 28, 1054,

188, Sectlon 1232 (n) (2) (A): Eliminate the complications that attend
upon the ratio calculations. Instead, the entire original discount on the bond
should be deemed recovered to the extent of the giin involved in the transaction,
On the other hand, no ordinary income shall be applicabte in any situation where
the cost of the bond I8 in excess of the price to be collected at maturity or
any earlier call date,

184. Section 1282 (b) (1): The reference to one-tenth of 1 percent of the
redemption price at maturity should be changed to one-fifth of 1 percent in
order to ellininate dealing with insignificnnt amounts,

185, Section 1232 (b) (1): In addition to the reference to the redemption
price at maturity there should also be added reference to the earliest call
price,

186. Section 1234: Page A279 of the Ways and Means Committee report indi.
cates that a loss on an option to buy a rosidence would be deductible ns a capital
loss. Is that Intended?

187, Section 1237: No Inference of non-capital-asset status should attach to
holdings of real, property for less than § yenrs. They should be dependent upon
a showing of the facts. (This same principle should apply to sec, 1238.) In any
event, both sectlons 1237 and 1288 should include corporations, If both these sec-
tions are to stand, the restriction on improvements should be eliminated,

188, Section 1288 (b) (1) : If this section (as to real property subxlivided for
sale) stands, then the sale of the first five lots should be regarded as sales of capl-
tal assets, regardless of when the sale of the sixth lot taxes place,

189. Section 1501 : The inclusion in the code of the previous regulations on con.
solldated returns is undesirable. It creates an inflexibility that does not now
exist, It also means that in any change of the basic law, revision will have to be
made, right then, in any related provision in the law affecting consolidated
returns, whereas experience with the regulations has shown that it takes consid-
erable time adeguately to work this out,

190. Section 1501 : The requirement that the consent of all members of an affil-
iate be obtained would prevent the filing of a consolidated return where a sub-
stdiary which was at least 80 percent but less than 05 percent owned was sold
prior to the time H. R. 8300 was introduced and where the common parent corpora-
tion at the time of sale failed to obtain cousent of such subsidiary. This inequity
should be removed,

101, Sectlon 1608 (a) (2): The election to file consolidated returns should be
avallable anuually,

162, Section 1505 (a) (2): If no annual election as to consolidnted returns is
permitted, then the election should be made to apply to the taxable year affected
by a change in law, irrespective of the filing of a prior year's return before or
after the date the change ts effected or enacted.

198, Section 1505 (a) (2): The word “substantially” should be eliminnted
since {t {8 an unnecessary extension of the present regulations,

104, Bection 1814 (a): The 2-percent additional surtax on income reported
on a congolidated return should be eliminated,

103, Section 1624, The provision in parentheses in section 1524 (1) should also
appear in section 1524 (2} with the same wording.

06. Sectlon 1628: The consolidated-return requirement set forth in the last
rentence should be ellminated so that the general limitation would also be inap-
plicable to an 80-percent owned subsidiary which filed separate returng for prior

periods,

197, Sectfon 1629: If an afiliated group Is formed or augmented after enact.
ment various deductions otherwise applicable are restricted. The restrictions
on the utilization of deductions should be limlted to, those cases in which utll-
ization would constitute an abuse of consolidated teturns. The qualification
immedfately following subgection (2) (D) should be extended to subsection (1).

108, Section 1707 (¢) (2): It should be made clear that the principles of
section 884 (¢) apply where the stock of a corporation is really acquired as a

H
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mere step in o plan to acquire it axsets and the corporation s Hguidated forth-
with, Sinve the Hgukdation of such a corporation might not he completed within
30 days, n reazonnble perlod of time, such ax ¢ monthy, should be specified,
Unless this were the eaxe, it appears that the subxiidiney wonlil be required to
join in nmking the consolidated return and that upon lguidation the basis of
the property would be the same ns it would be In the hands of the transferor,

189, Sectlon 1708 (b) : No adjustment of the opening fnventory should he re-
quired in the flest year o consolidated return is filed,  Ax presently stated the rales
perniit either double taxation or denble deduetion which may not be adequately
cured tn the final convollidated return year.

200, Section 1732 The section as now written shoudd he eliminated or it shonld
be amended {o permit allocation by agreement among the members of the con-
solldated group. It should be provided that, in the absence of such agreement, the
alloeation should be aceording to regulations to e prexeribed by the Secretary
or his delegate,

201, Bection 6042: The requirements in section 147 () of the 1939 code for
tnformntion returnx on income payuients to others shoull he restored,  They
should provide n valuable nudit mechanism,

202, Sectlon 60468 This section, velating to filing of reports by ndvisers as to
foretgn corporations, should he eliminated as experience hax demonstrated its
impracticability, At the very most the return should he requlyed only if the
fornmtion or reorganization is consnmmatedl.

203. Sectfon G071: There are several provislons fn the Inw that will apply to
fircal years that elosed in 1954 before the date of ennctment. [ many of those
cnses returns for those feenl years will have already heen tiled, 'Fhose taxpayers
should be required to refite their veturns at the snme time nx returns due by ealen-
dur year 154 taxpayers,  Retunds and deficiencies should bear no tntevest, Pro-
viglon should be mnrde for “quickie” refunds,  1n the alternative interest shonld he
payable on defieleneles and refunds after a certain date,  (This correspondingly
applies to the various provislons of subtitte I, pt, V.)

204, Section 6073: The finnl estimate of fndividun! income tax should he made
by February 13 to enbhance the prospect of thial returns in the light of the fact that
W-2'% become available generally at January 31, (‘This correspondingly applies
to sees, 6015 () and 8153 (a).)

205, Section 6073 (c) : The vextrietion as (o ote mmendent of a declavation
between installiment dates should be elhinated.  (‘Uhix correspondingly applieg
to the infereunce in sec. 6074 (b).)

206, Section 6075 (b) : The due date for the gift-tax return shonld be April 16
1o coordinate with the due date of individunl income-tax returns,

207, Section 6081 (b): To be realistie, termination of extenslon of time for
fling returns hould reguire a return by not less than 20 days from the torn-
natlon notice,

208, Section 6033 (n) : The negligenece penaliy for intentional disvegard of
regulntions should not be imposed If the taxpayer disagrees in good faith and
attaches a statement of his position to the return,

200, Section G654: The effective date ns to additious for fallave to pay esti-
mated tax should not be before January 1, 10955, at least for tax years heginning
after enactment, so as to aveld penallzing declarations alveady filed in good
fnith under existing law,

210, Section G4854: The amounts for falluve to pay adequate osthimated tax
called “additions” should be called “tuterest™ and thereby beemmue deductthle,
(T'his correspoudingly applies to sec, 6855.)

211, Seetion 0B01 (d) : The intent set forth on page A {422 of the Ways and
Means Comniittee report about extension of time to file a elahn for refund by a
transferee during the extended pertod arvising out of overpayments by (he trans.
feror should be made clear in the statute,

212, Rectlon 7502 (a) : The date of mailing of a return should he treated as
the duate of filing, The exclusion of rveturns shonld be eliminated, 1t should
also he made elear that this applies to Tax Court petitions,

213, Section 7851 (1) (1) (A): The provision that excludes from the opera-
tion of the 10454 code taxable years beginning after December 81, 10053, and
ending prior to date of enactment, should be reexamined, Tt createx the possi-
bility of getting out from under the loophole cloxeup during that poerind,

The Crairman, Mr, Reynolds, identify youvself to the veporter
and make yourself comfortable,

4600404 P, 3o 18
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STATEMENT OF L. E. REYNOLDS, VICE PRESIDENT AND TREAS-
URER, THE CONNECTICUT LIGHT & POWER CO., BERLIN, CONN.

Mr, Reynvorps, Yes, sir,

Mr. Chairman, my name is Lester E, Reynolds. I am a resident of
West Hartford, Conn.  Tam presently employed as vice president and
treasurer of the Connecticut Light & Power Co., in Berlin, Conn,

I am here to oppose, on behalf of our company, section 110 of H, R.
8300, That section relates to the tax consequences of n lease agreement
in which the lesseo has agreed to reimburse to the lessor the income
tax assessed on the annual rental payments specified in the lease

agreement, . . .
In addition to this oral testimony, I have prepared a detailed written

statement which I wish to have placed in the record.
The Cuamyan. It will be included in the record.
(Mr, Reynolds’ prepared statement follows:)

STATEMENT oF L. I, REYNoLDS, Vict DPRESIDENT AND TREASURER OF THE CON-
NECTICUT LiomT & Power Co,, BERLIN, CONN,, WITH RESPECY TO SECTION 110
or H. R, 8300

The Connecticut Light & Power Co,, of Berlin, Conn,, is a public utility engaged
in the manufacture, sale, and distribution of electricity and gas throughout a
substantial part of the Stute of Connecticut and s ¢submitting this written
statement in uddltion to oral testimony by its vice president and treasurer in
opposition to section 110 of H. L&, 8300, That section relutes to the tax conse-
quences of a lease agreement in which the lessee has agreed to pny the lessor's
income tax on the annual rental payments specified in the lease agreement.

Section 110 proposes a radical change in the practice which has been followed
by the Trensury Department for at least 80 years with respect to income-tax
payments made by lessees on behalf of tessors. 'The company's opposition is
primarily based upon the fact that section 110 imposes a tremendous new burden
upon lessees who are operating under leasing contracts entered into many years
ago. 'These lease contracts, some of which were entered into prior to ennctment
of the 16th amendment, run for 99 years or even 900 years, and their terms cannot
be changed in order to avold the disastrous effects which section 110 will have,

The Connecticut Light & Power Co, is currently operating part of their property
as lessee under a 809-year lease entered into in 1006, which provides that the
lessor corporation {a entftied to a tixed annual rental after payment of all taxes
and expenses imposed upon the Jessor with respect to such rental,

Under this lease agreement, this. company, as lessee, is obligated to pay the
Federal income taxes hinposed upon the lessor with respect to the annual rental,
‘The Federal jucome tax so imposed on this rental payment and paid by the lessee
has, over a long period of years, been considered by the Commissioner of Internal
Revenue as additional taxable income to the lessor (letter of instruction issued in
1923 by Commissioner to all branches of the Bureau). That result, in turn,
requires the lessee to pay an additlonal or second income tax for the lessor, but
this second reimbursement of tax has, prior to 10562, never been considered as
taxable income to the lessor.

Within the past 2 years a change in the policy of the Treasury Department with
respect to the tax treatment of the Income tax payments made under such long-
term lease agreements has created very serlous problems for lessees.

By proposing section 110 of H. R. 8300, the Ways and Means Committee of the
House has apparently intended to correct the current confusion and to fix the
tax consequences of such lease arrangements to both the lessor and the lessee,
However, section 110, inndvertently perhaps, removes almost none of the inequi.
ties and absurdities of the present Treasury Departmment rufe and in addition
denies to lessees the right to deduct very substantial amounts which constitute
ordinaty and necessary business expenses, '

In these circumstances, it {s respectfully submitted that the Congress reject
the formula of section 110 and should write Into H. R, 8300 the practice and policy
followed by the Treasury Department for at least 30 years prior to 1952,

§
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Prior to 1952, it had been the consistent practice and polley of the Treasury
Depurtment for at least 30 years to include in the taxable income of the lessor
the rental income plus the tax pald by the lessee on account of the rental, but not
to include the next, or second, step (being the tax on tax) into the lessor's in-
come.  This latter relmbursement by the lessee to lessor was considered as a
simplo reimbursement of expense and net’ taxable income. As a part of that
long-standing practice nnd polley, the Treasury Department recognized the right
of the lessee to deduet as an ordinary and ry business exp

(1) "The annual rental,

(2) The Income tux paid by the lessee on account of the annual rental, and

(3) The second inconie tax pald by the lessee on account of the flrst incowe tax
payment.

This nny be illustrated as follows:
Rental paid DY 108800 v cormccac e - meew 3100, 000
Income tax on lessor at 52 percent. 52, 000
Incoule thx on SUCh tOX oo e 27, 040

Total cost of lense to lessee all deductible as an ordinary and
necessary busitess expense } 179, 040

The lessor, using this example, was required to report, for income-tax purposes,
only $152,000, on which a tax of $79,040 would be paid. The lessee was entitled
to deduct, as a business expense, the total of $170,040, consisting of the rental
plus all taxes of the lessor, so that the lessee’s net cost of rental and tax would
be $170,040 minus $03,100, or the amount of $35,040.

In 1052, the Treasury Department adopted a new policy which, in general,
requires the pyramiding of the taxes on Income taxes into the lessor’s income,
and allows the lessee, as a business-expense deductlon, all such taxes, Under this
method, the income taxes to be paid by the lessee on behalf of the lessor, Including
each successive tax on tax in the example cited, reach the absurd amount of 108
percent of the stipulated annual rental as shown in the following schedule:

Rental pald by 1SSee oo oo oo oo e e e $100, 000
Tax on tax on tax, ete., at 52 percent oo ooocwcanoen 108,
Total cost of lease to lessee..-. 208, 333

Under this method the entlre $208.338 is includible in the lessor's taxable
income and the same amount Is deductible by the lessee as a business expense,
Tle net cost of the lease to the lessce after this deduction is $100,000 as against
$85,040 under the method followed by the Service for 30 years prior to 1952,
as shown below:

Total cost of lease deductible by lessee. - $208, 333
Tax at 52 percentoe e caemcnvaans e me— e —————————— ———— 108, 833
Net cost of 1080 oo nueean - 100, 000

More significant, assume the lessee has a net operating loss and thereby loses
the benelit of the deduction of the $208,333. It is easy to see that in these clreum-
atances lessees may be pyramided into bankruptey.

The unequal and ahsurd results under the pyramiding system are also apparent
when the lessor and the lessee fall into different corporate tax brackets, as will
be illustrated hereinafter,

Pyramiding fs also cumbersome, diflicult, and costly to administer. This
administrative burden falls on the Treasury Department and the lessor and
lessee-taxpayer as well. In computing the lessor’s pyramided income taxes, it
18 necessary elther to go through a serles of laborlous mathematical computa-
tions, or to use an algebraic fornwla, which, as already noted, most unrealistic-
an); alttrllmtes income to the lessor in an amount move than double the specified
rentnl.

The pyramiding system produces such patently absurd and detrimental re-
sults that apparently even the Treasury Department is willing to abandon it.
Section 110 has apparently be destgned to eliminate it, but the section is a kind
of Trojan horse for it writes into law virtually all the adverse effects of pyra-
miding under the guise of elimlnating them,

Section 110 proposes an entirely new rute with respect to the income-tax treat-
ment of the tax payments made by lessees on behalf of lessors, The section pro-
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poses, with respect to leages executed prior to January 1, 1934, to exclude from
the gross income of lessors the amount of income-tax pnyments made by lessees
on behalf of lessors. It ulso proposes to deny to lessees nny tax deduction on
account of such income-tax payments,

It is finmedintely appurent that section 110, as now written, violntes conslstent
and long-established tax accounting principles by denying lessees a deduction
for an ordinary and necesxary business expense, The provision approved by
the House comtuittee ls that the lessor be required to report #s iucome the
annual rental but not the tax on the rental, and that although the lessee pays
or relmburses to the lessor the amount of such tux, the lessee is not to be al-
lowed to deduct the tax as an item of business expense. The result Iy, using the
tigures of the previous examples, that the lessee will be entitled to deduct less
than two-thirds of the actual cost of the leuse:

Rental pald by 1e88€e . o oo oo
Tax pal;l by lessee for lessor.

Total cost of lease contract to l(!snee___-...‘ ______________________ 152, 000
Allowable deduction to 1€88€€. - - e e m e e ———— 100, 0

Thus, the lessee will pay out $162,000 as the total cost of the lease, and by
deducting $100,000, will reduce his taxes by $52,000, making the net cost of the
lease $100,000, exactly the same as under the pyramiding system.

There are other inequities of the pyramiding system which are perpetuated by
gection 110, One of the worst of these is the harsh result where the lessor cor-
poration is in the 52 percent income tax bracket and the lessee corporation 18 in
the 80 percent tax bracket,

In order to make clear the adverse effect of both the pyramiding system and
section 110, let us assume a lease agreement entered into while the Treasury
Department’s pre-1952 practice was in effect. 'Che rental is fixed at $100,000
after payment of lessor’'s taxes, Further assume that the lessee’s income is

,000 before deducting the costs of the lease. The lessee/s net income after

taxes will be as follows:

Lessee's income before deducting cost of lease $200, 000
Lease rental 100, 000

Income taxes pald for lessor:
Tax of lessor at 52 percent. 52, 000
‘Tax on tax of lessor at 52 percent. 27,040
Total cost of lease to lessee all deductible 179, 040
Taxable income of lessee.. 20, 960
Income tax of lessee at 80 percent 6, 288
Net income of lessee atter taxes 14,672

Compare the foregoing result, which, under the pre-1952 Treasury practice,
was anticipated at the time the lease agreement was entered into, with the
results both under section 110 and pyramiding :

Seo, 110 I'yramiding
Lessee's income before ded $200, 000 $200, 000
ventol. oueeonn s $100, 060 axgooo
Income taxcs paid for lessol . 62,000 108, 333
(et e e
“Total oost of lease to 108800, . oeoeninnnnivninanenas 152, 000 208,333
Amount deductible hy lessee. ... . 100, 000 208, 3833
Taxable income of Jesses . 100, 000- 18,334
Incomo tax of lessoe. ... baiamseemaessannaan e . 46, 500 None
50
L S0
Neot Income of 103866 (fter tAXC8. . o vmrenvevemarnean 1, 00 18,313

1 Loss,
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It will he readily seen that the pyramiting method converts n lessee-taxpayer
with net income after tnxes into one with a net loss,  Section 110 unrealistienlly
increases the tax bracket of the lessee-taxpuyer from 30 percent fo B2 percent
and at the same time reduces whag is at hest o small net income to a nominal
figure,

g;lovnou 110 also denlos to the lessee the deduction of u legltimate ordinary
andd necessnry business expense, The Ways and Meany Committee announhced
that the purpose of the new bill is “to bring the fncome-tnx provisions of the
code into harmony with aceepted aceommting principles,”  The propoesed treat-
ment of the lessor-lessee relutions above veferred to completely vielntes this
purpose, as there iv no recognized accounting principle which deprives a tax-
payer of a deduction for an ordinary and necessary business expense incurred
in the operation of income-producing property.

Moreover, the theory of seetion 110 appears to be incorreet in {hat it 18 mude
applicable only to leases entered Into prior to January 1, 1954, Most long-term
lenses were executed even prior to imposition of nny Federal Income taxes.
Leases executed after passage of the income-tax nmendment have been made in
the light of the tax treatment accorded to such leases by the Treasury prior to
1962, Generally speaking, the long-term leases fulling into these two clusses are
not subject to change, so taxpnyers ave prevented from correcting by amendment
the Inequities which section 110 will produnee. Ttiis, therefore, suggested that if
any such rute is to be written into the law, the section should he made applicable
only to leaser executed after the ennctment of the statute. This will place all
taxpayors on notiee that a change has heen ninde in the tax trentment of lenkes
providing for the payment of income taxes and will permit them to contract
accordingly.

Howoever, the faet that the Treasury Department is attempting to impose the
abeiict rule of pyramiding taxes into {ncome with respect to existing lenses,
after having followead a different and more reasonable practice for at least 30
venrs, Indicates the need for ennctment of a uniform rule hoth for preexisting
and future lense ngreements,

Our proposal s that Congress write into H. R, 8300 the long-standing pre-1062
rule of the Treasury Depurtment. 1t (& the most loglieal and equitable poliey
from the standpoint of taxpayers and, from the standpoint of revenue adminis-
tration, I8 workable and easy to admintster. It {5 also submitted that that policy |
presently has the sanction of the conrts, The question was presented to the
United Ntates Supreme Court in 1020 in two cases: Old Colony Trust Company
v, Conmmigstoner (270 U, 8, T16) 1 and Untted States v, Boston & Maine R. R,
Company (279 U, 8§, 732). The Boston & Maine case relates to the same kind
of lease ngreement ax that held by the Connectient Light and Power Co, under
- which the lensee has agreed to asysume the inconte taxes of the lessor. The Old
Colony case, involving the same principle, was concerned with an ngreement hy
an employer to pay an employee a sitfiicient sum to give him annuaily X dollars
after income taxes. The taxpayers contended in hoth those cases that the pay-
ment by the lessee and employer of the lessor's, or employee's, income taxes
did not constitute additional taxable income to the lessor or employee. The tax-
payers argued that if the tax payments constituted additional income, each snch
payment would create further taxable income ad infinitum, resulting in an ab-
surdity which Congress could not have contemplated.

In its hrief the Government assured the Supreme Court that since 1928 the
Bureau practice was to add only the original tax to taxahle income, and that it
had never treated the additional or second tax as Income, As evidence that this
was the established practice of the Treasury Department, there was attached to
the Government's brief in the cases cited ahove n letter of instructfons Issued in
1023 to all branches of the Burean by Internal Revenue Commissioner Blair, get-
ting forth the method to be followed in computing the taxable income of the
lesgor, an follows:

“The lessor corporation at the close of its taxable year should without taking
into account the amount of income and profits taxes patd in its behalf by the
lessee corporation determine what its gross income and net income are, then
compute the amounts of income and profits taxes properly assessable against a
similar amount of Income, accrue upon [ts books additionnl gross income in an
amount equal to the taxes so computed, and include such amount in its return
ag additional gross income. The amiount of income and profits taxes assessable
against the lessor corporation Is to be computed on the amount of net incone as
shown in that return,”
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This was an unequivocal representation by the Government to the Supreme
Court that it was its consistent practice in instances where a lesgee was obligated
to pay the taxes of a lessor to consider as additional fncome to the lesgor only
the initinl tax computed upon the net Income of the lessor without taking into
account the pnmount of the additional taxes paid by the lessee for the lessor,

The Government also atated to the Supreme Court in the cares cited nhove:

“We think that in a case where the parties have placed themselves in such
position that extreme hardship will follow the literal application of a principle,
the Treasury Department is not falrly to be censored if it fails to apply its theory
literally in order to avold absurd consequences.”

The Supreme Court endorsed the practice and pollo_v of the Treasury Depart-
ment by stating in the Boston & Maine cnse that “* * * 1t should be addea that
neither before nor since 1923 has any nlgebrale formula been used by the Bureau
in computing taxes” (270 U, 8. 732 at 730),

It wns not until 1952 that the Treasury Department made any change in that
practlce and polley. In all intervening years, the Congress took no actlon to
require pyramiding, In these clreumstances, that praetice and poliey must
be deemed to have the force and effect of law. .

Yet, on March 12, 1052, the Commissloner issued mlmeograph No, 6779 re-
veraing the long-established prior practice, and holding that where a lessor
recelves an annual net return after income taxes nnd other expenses, “tho
lessor 18 deemed to have recelved as rental not only the stipulated rental but in
addition thercto all Federal incotne taxes paid by the lessee to or for the account
of the lessor.”

Subsequently, on October 14, 1952, the Commlssioner {ssued IR mimeograph §3
providing that mimeograph 6779 would be applied only with respect to taxable
years heginning on and after January 1, 1952,

Agpl!cntion of this mimeograph requires the imposition of a tax upon a tax
to the point of fufinity, and would produce the absurd result which the tax-
payers questioned in the Old Colony and Boston & Maine cases, and which the
Treasury Department stated to the Supreme Court was contrary to its polley,

By reason of present high income tax rates, the principle of pyramliding Is
not only economically unsound bLecause it distorts Income but approaches
conflscation,

The proposed rule of section 110 of H. R. 8300 is even less satisfaclory than
the pyramiding system. It not only produces some of the same distortions but
also denler the lessee the deduction of a legltimate business expense.

The fact that it ix made appieable to lease ngreements entered into prlor
to January 1, 1054, and not to prospective lense agreements is unreasonable and
fllogical. The effect of section 110, as presently drafted, is wholly econtrary to
the long-standing practice of the Treasury Department not to apply change of
policy retroactively. This is particularly true where the taxpayer In his busl-
ness transnctions has complied with the previously existing policy and practice
of the Treasury Department. It 1s.difficnlt to understand why a new rule should
be adopted for lenses entered into many years ago at a time either when thera
wore no Federal fncone taxes ov the pre-1952 Trensury practice was so welt
established as to have the force and effect of lnw, DPresumably, under section
110 as now proposed, lease agreements entered into on or after January 1, 1004,
will be subject to the absurd pyramiding rule, aithough if it should be estab.
lished in litigation that the pyramiding polley of the Treasury Department is
iltegal, they would then be aubject to the Treasury's pre-19562 rule, which {s fair
and reasonable.

It is submitted that the Congress should adopt one rule with respect to all
lease agreoments past or future, and that that rule should embrace the long-
standing pre-1032 Treasury practice and policy.

Mr. Rey~orns, Section 110 1pro roses & radical change in the practice
which has been followed by the Treasury Department for at least 30
years with respect to income-tax pnyments made by lessees on behalf
of lessors. Our opposition is primarily based upon the fact that
section 110 imposes o tremendous new burden upon lessees who are
operating under lense agreements entered into many years ago, These
lease contracts, some of which were entered into prior to the enactment
of the 16th amendment, run for 99 years, or even 999 years, and their
terms cannot be changed in order to avoid the disastrous effects which
section 110 will have,

s
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My company is currently operating as lessee under a 999-yenr loaso
entered into in 1906, which provides that the lessor corporation is
entitled to a fixed annual rental after paymont of all taxes imposed
upon the lessor with respect to such rental,

Under this lease agreement, my company, ns lessee, is obligated to
pay the Federal income taxes timposed upon the lessor with, respect to
the annual rentnl, The Federnl income tax so imposed upon this
rental payment and paid by the lessee has, over a long period of years,
been considered by the Commissioner of Internal Revenue, as addi-
tional taxable income to the lessor. That result, in turn, requires the
lessee to pay an additionnl or second income tax for the lessor, that
being au tax on the tax, but this second reimbursement of tax has,
wior to 1052, never been considered as taxable income to the lessor.
i‘rinr to 1952, it has beon the consistent practice and policy of the
Tronsury Department for at least 30 years, and sanctioned by the
courts, to include in the trxable income of the lessor the rental income
slus the tax paid by the lessee on account of the rental, but not to
mclude the next or second step, being the tax on tax, in the Jessor’s
income,

This latter reimbursement by the lessee to the lessor was considered
as a simple reimbursement. of expense and not taxable income. It
might be illustrated by the fact that I walk uptown and buy a dozen
pencils for $1 to be used in my work, When I come bnck on the job,
the company reimburses me for thoe $1 spent. Certainly, that isn’t
income to me; but, obviously, it is an expense to my company.

As part of that longstanding practice, the Treasury Department
allowed the legseo to deduet as an ordinary and necessary business
expense (1) the annual rental; (2) the first income tax paid by the
lesseo on account of the annual rental; and (3) the second income tax’
reimbursement by the lessee on nccount of the first income-tax pay-
mont, -

That was a wholly fair and satisfactory tax policy, inasmuch as the
lesseo was allowed a tax deduction for all ol] the taxes which were
required to be paid for the benefit of the lessor,

n 1952, after 30 years of following the above-desceribed practice,
the Treasury Department adopted a new policy. That new polic
requires the pyramiding of taxes on income taxes into the lessor’s
income to the peint of infinity. Under this method, the income taxos
paid by the Tesseo must inelude each successive income tax on income
tax, As pointed out in my detailed written statement, at the curront
corpornto tnx rate of 52 pereont, the income taxes to be puid Ly lessee
on behalf of the lessor reach the absurd amount of 108 percent of the
stipulated annual rental,

Ithough the Treasury Department under its new policy allows the

“lesse to deduct all the taxes puid with respect to the lessor’s rental
income, it nevertheless results in a tremendously greater burden upon
the lessee than the former policy. Furthermore, if the lesseo operates
over a period of several years with annual net operating losses, the
benefit of the deduction is entirely lost and the lessee may be quickly
pyramided into bankraptey.

In addition, when the lessor and the lessee fall into differant cor-
orate tax brackets, this pyramiding system produces unequal and
arsh results in the case of a snall corporate lessee, whose tax rate is

30 percent.
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The pyramiding system produces such patently absurd and detri-
mental results that apparently even the ‘Treasury Department is will-
ing to abandon it.  Presumably section 110 has been designed for thal
purpose but, inndvertently or designedly, it writes into law virtually
u}l\l the ndverse effects of pyramiding, under the guise of eliminating
them,

Seetion 110 proposes an entively new rule for leases executed prior
to January 1, 1954, The section provides for the exclusion from the
gross income of lessors, the amount of all the income tax payments
made by lessees, At the same time, it proposes to deny to lessees any
tax_deduction on nccount of such incoma tax payments. It is im-
medintely apparent that section 110 violates consistent and long-ex-
tablished tax nccounting principles becnusa it denies lossees a dedue-
tion for an ordinary and necessary business expense,

The rvesult is, as pointed out by example in my written statement,
lessees will be entitled to deduct for tax purposes less than two-thivds
of the actual cost of the stipulated vental. Section 110 also perpe-
tuates the extremely harsh vesult of the pyramiding system where
the lessee corporation is in the 30 percent. tax bracket and the lessor
corporation is in the 52 porcent tax bracket,  Under the longstanding
we-1062 Trenstivy practice, a lessee may have enrned a net taxable
mcome of approximately $20,000.  When the pyramiding system is
applied, that same taxpayer will have an annual operating loss of
sevarn] thousand dollurs,  Under section 110, the $15,000 net income
after taxes is reduced to $1,500, Whereas, in most cases, the lense
agreements cannot bo broken, the lesses has no choice but bankruptey.

Finally the theory of section 110 appears to be unsonnd in that it s
made applieable only to legses entored into prior to January 1, 1954,
Most long-term leases to which the seetion will apply were executed
even prior to the enactiment of the Federal income tax laws,  Teases
executed after the passage of the income tax amendment will have
been made in the lip:'ﬂ of the longstunding pro-1952 Treasury practive,

Generally spoaking, all of these long-term leases are not subject
to change, - Taxpayers ave, therefore, prevented from correcting the
inequities which section 110 will produce. This is vetronetivity of
tho worst sort.  If the rule set forth in section 110 is to e ndopted ut
all, it should be made applicable only to leases executed u}lor its
enactment.

As section 110 now stands, it preseribes no law whatever for
lonses executed in the future, Will the Treasury Department apply
the rule of pyramiding or its pre-1952 practice, or wil‘\ it try to mnke
use of the rule of section 110 for future leases?  Nobody knows,

This situntion indicates the need for n uniform rule hoth for pre-
existing and prospective lense agreoments,

My proposal is that Congress write into H, R. 8300 the longstand-
il;ﬂ' pro-1952 rale of the Treasury Department,  From the standpoint
of taxpayers it is the most fair and equitable policy and from the
standpoint of revenue adwministration it is workable and simple to
administer. Lessors and lossces with lonse ngreements which were
entered into before 1018 have been ablo to opoerata sutisfactorily under
that longstanding rule. Leasos oxeouted between 1023 and 1052 have
been based upon that rule; It avoids the extrome and unfair vesults
of both the pyramiding systew, and section 11). It provides n rea-
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sonuble uniforni vule whicl ean be applied both to previously exeented
and future lease ngreements,

I tuke this opportunity to thank the ehairman and the committee
for the privilege of appearing in this matter and to vequest that eapeful
consideration be given our suggrestion that section 110 be veplaced by
the former longstanding, eonrt-sunctioned Treasury Departinent prac-
tice and policy.

The Cinaman, Thank you very much,

I am reading from n digest of suggestions having to do with this
Dill, put ont by the joint committeostaft, It says:

A suggested solution to the problem s to exclide sueh ttxes trom the lessor
rullroad’s fneome and douy the lessee (he vight (o deduet as vental any taxes it
pays the lessor ratlroad,  Phis would be similne to the present freatment of the
Lixeesy Profits Tax Act,

Mr. Revyowos, That is exaetly what 110 is doing now, T would
oppose that, sir,

The Cranesan. Thank you very much,

CThe following letter was subsequently supplied for the record :)

Tue ConNkerievr Lt & Powkn Co,
Berting Conn, April 28, 1953,

Hon, BraeNg D, Minusiy, B
United States Senate, Washington 25, D, €,

Diear S Ax you Kunow, I hve had an oppovtunity to mnke some minor
corrections inmy oral testimony hefore the Sennte Committee on Fingnce nnd
have already veturned the data to your chief eterk, Mes, Springoer,

y going over thix oral textimeny 1 have had an oppartunity to digest a tittle
more the question yoir asked me npon the completion of my testimony, when you
referred to n digest of cupgestions put out by the joint committee staty, and, s the
record indleates, T opposed these suggestions,  ‘Uhere 18 detalled below farther Ine
formation on thix partienlar point which T am submitting to you for youe infor.
mation and for whatever nse you nny wish to muke of i, 1 know that the com-
mittee hearings ave closed and it ny not he possible to get this into the vecord,
but T am more nterested in having you have the henetit of our thinking ax fur ax
thix particalnr point I3 concerned,

Qur point, a8 yon know, s that section 110 denlex to lessees nny dednetion for
tneomoe s pabd on behalt of the lessor, even thongh the lessee {8 boand Lo reey-
oeable contrnet to relmbarse the lessor for alb suel taxes, 'The economle yesult
under seetion 1O, when applied to cue compuny ax n lessee under o 999-year
tease, (8 virtundy the same as the so-called pyramiding system,  Both seetlon 110
and pyramiding are imequitable and add treendously (o the cost of onr lense,
The long-estabitshed and consistent Treasnrey Department practiee of inelnding in
the leskor's taxnble beome only the lessee's Hest ineotie-nex retmbiesement on the
rental and of allowing the lessee to dednet the totnl taxes puid on behalf of the
lexxoy iR satistactory to onr compuny, and at the heaving before your committee
1 proposed that seetion 110 be rewritten to embrace n the code this long-estah-
Hshed "Prengury practiee and poliey,  Tn thut connection 1want to enll fo your at-
tention xeveral fuets vetating to the orlgin of seetion 110, "Thexe fuets have hoen
hrought to my attention stnee ¥ testitled,

The rule proposed by section 110-- £, o, excluston from the lessor's income of the
Ineeme tax pald by lessee on account of lessor's veceipt of the ventnl and the disat-
lowance of the tax payment a8 an expense deduction of the lessee—oviginpted
with the rativond industry.,

Avnn. 28, 1904

1t was proposed to the Ways and Means Commdttee s 2 orate to be applied
solely to eatlvend leaxes, 'Phe comdttee nppavently ndogted the proposal, hit,
Instead of conflutne 1t to rallvods alone, Tues applied 1t gensally to all lenses
exeeuted prior (o Janoary 1, 1954 The veport of the Committee on Ways and
Means (at po ASG) statex that section 110 of B R, N300 adopts for Ibcome-tux
prrposes n vale apphied tn the excessprofits (ax under section 101 of the Exeess
Protlta Tax Act of TH30 (see, 433 () (1) (K of the 1030 ¢oded, '
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During my brief appearance before your commlttee, you referred to the pro-
visions of the léxcess Profits Tax Act of 1060 and inguired whether this would
not answer the probleni.  ‘The provisions of the Iixcess Profits Tux Act of 1950 re-
ferred to in the report of the Committee on Ways and Meany with respect to
H, R. 8300, and also referred to by you, have no applteation to the problem
facing my company under the proposed provisions of sectlon 110 of H. 1R, 8300,
The atoresald provistons of the Excess Profits Tax Act of 1050 were adopted to
cover a situatlon pecullar to an excess-profits tax with which I1. R. 8300 is not
concerned.

The reason for the rule in the 1050 act, as explained In the report of the Com.
mittee on Finance, United States Senate, 1xcess Profita 'ax, 1950 (at p. 10),
was to prevent the imposition of the excess-profits tax on tha amount of tax
borne by the lessee on belnlf of the lessor, which would thereby have incrensed
the amount of the lease expense to the lessee. Relief from the Imposition of a
tax at excess-profits tax rates was intended and nothing move,

The Kxcess Profits Lax Act of 1950 provided the dlsallowance of the tax
horne by the lessee as a deduction in computing the lessee’s excesg-profits net
income for purposes of the the excess-profits tax only (see. 433 (n) (1) (K)) ¢
however, the sume adfustment was made {n the lessee’s Incame for the ase-
perlod yeurs to determine the lessee’s excess-profits credit (see, 33 (b) (1)),
Thus, the resulting Inerease in the excess-profita eredit substantinlly compensated
a lessee for the disallowance of the deductlon in the taxnble yenr for purposes
of computing the excess-protfits tax, Thix is not true of the normal tax and
surtax Imposed by I, R. 8300, for there is no reciprocal benetit derived from
the denirl to the lessee of the deducton of an ordinary and necessary businesy
expense, i

Aside from the excess-profits tax origin of the proposed new rule, my informa.
tion i3 that most lessees and lessors of railrond propertles are parvent and sube
sldiary corporations. It is obvious that where the lessor and lessee are part
of the same corporate family the problem of section 110 I8 of little fmportance,
However, where. the corporations are not related, the loss of the deduction of
the tax relbursement expense nysumies very serious propovtlons. A rule of
this kind, advocated on account of the pecullar problems of the raflrond industry,
should not he applled generally.

To the best of my knowledge, there {8 no precedent in the entlre history and
development of the Income-tax law and business accounting principles which
would deny to a tuxpuyer an annually recurring ount-of-pocket payment which
ig an ordinary and necessary expense of doing business, Yet that would he the
result if section 110 of H, It. 8300 {8 adopted in its present form,

Again, Senator, thank you very much for the courtesies extended to me., I
certainly apprecinte your cooperation.

Very truly yours,
L. E. REYNOLDS,

Vice President and Treasurcy,
The Cuamman: Mr. Gillet.

STATEMENT OF JAMES M. GILLET, VICTOR CHEMICAL WORKS,
CHICAGO, ILL.

Mr, Grurrr, My name is James M. Gillet. T am assistant to the
president of Victor Chemical Works, Chicago, Ill,

Victor Chemical Works, Mr. Chairman, isa chemical manufacturing
firm that has plants in Montana, California, Illinois, ’I‘ennesses(
Florida, and Pennsylvania. Most of our operations are connecte
with the production of phosphates, starting with (})hosphute rock and
continuing through to the production of some 150 chemicals that are
used in practically every industry in the country.

I appenr before gou in connection with a requgst to clarify section
613 of the code. Since the committee has given the opportunity to
discuss these clarifications, this seemed the time to do 1t. The tech-
nical staff of the committee is familiar with that matter and they have
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a copy of the brief which I would like to have permission to file for the

record,

Tho Cnamman. You want to put it in the record or fileit?

My, Giurer, 1 will put itin the record.

(The statoment referred to follows:)

Vicror CHEMICAL WORKS,
Chicago, 1L, April 12, 1954.
Subject : Internal Revenue Codo of 1054, Section 613 (¢) (4).
The CHAIRMAN,
Committee on Mnance, United States Senate,
Washington, D, C,

Dean S1e: As miners of phosphate rock and manufacturers of phosphorus, we
respeetfully ask the inclusion in section 613, subparagraph (¢) (4) (E) of the
words, “and the sinterlng and nodwlizing of phosphate rock.” ‘The purpose of
this amendment would be to show these processes are ordinary  treatment
processes required to bring phosphate rock to the state of usable raw matertal
for the nmnufneture of phosphorus,

Phosphute vock mined in (he United States differs in the method of mining,
the elnracter and purity of the mineral, and the uses (o which various fractions
and grades of mineral are put, Some rock Is high in phesphoras content, and
gone ig low 3 rock used for some purposes undergoes somewhat different treat-
ment than the rock destined for other uses, Most of the rock of the quality used
for the production of elemental phosphorus is tn such a physieal form that it
must be treated by sintering or nodulizing to make it usable as a raw furnace
feed for the electric furnace. These processes ave considered by the industry
to be "ordinary trentient processes” within the meaning of the Internal Revenue
Code, Phis fuct 18 not specifically set forth In the code, however, and it thus
becomes a problem for ndministrative determination, whieh can lead to confusion
and possibly to unequal treatment of various taxpayers,

The taxpayer now has no assurance that his tax veturn will be nceepted as
correct by the next Treasury engineer who audity it, nor that he may not some
day be served with a deflefency notice beeause of the reversal of presently
accopted Juterpretations by some new Commlssioner of Internal Revenue, '

We ask for no new benetit for the phosphate mine operators who nodulize, or
ginter, rock for electrle furnace feed, We ask only that the law be made specifie’
in this matter in order that the taxpayer and the Treasury Depurtment may have
the same understanding of the intent of Congress,

A brief, discussing the matter in detail, is attached for your information,

Yours very truly,
Jamgs M, Giuer,
Assistant to the President.

By or Vicror Curaical WORKS

1t 18 respeetfully requested that section 613 (¢) (4) (13) of the proposed Inter-
nnl Itevenue Code of 1054 De amended ag follows: Subsection (4) (1)), after
the words “burning of magnesite”, add the words “and the sintering and nodu-
lzing of phosphato rock”,

The sole purpose of the amendment s to clavify the meaning of the term
“ordinary treatment process” as appticd to phosphate rock in determining per-
centage depletion, xo that the mineyr of phosphate rock may have a definite basis
for determining hix proper tax.

Phosphate rock ls o mineral being mined in the States of Florida, ‘Lennessee,
Montana, Idaho, Wyoming, aud Utah, It is the source of all phosphorous for
foods, anlmal foods, plant foods, rnd industrial purposes, It is utllized in three
general processes: first, by drying, grinding, and applieation to the soil ns a plant
food ; second, by treatment with neids and other chemlenls (wet processing) for
the nroduction of soluble ptant foods and industrial chomieals; and third, by
smelting in an electrie furnace to liberate elemental phosphorous which fs in turn
couverted to ngricultural, industrinl, and food chemicals, The first two general
uaes require rack of high phesphorous content and relatively free from impurittes,
This type of rock is mined and prepared by the ordinary treatment processes
including washing, beneficiating, and drying of the rock as taken from the ground,

The electric-furnnce process requires phosphate rock which is in either a small
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lump form or which has been agglomerated by sintering or equivalent treatment.
The supply of rock which Is naturally in the form of small lumps Is extremely
limited, and is sutticient to supply the nceds of only a small percentage of the
phaspliorous-producing industry., Eighty percent or more of the phosphate rock
used in electrie furnnces is so finely divided that it 18 not usable as a raw materinl
until it {s agglomerated by sintering to convert the fine particles into lumps,

For economical sintering the rock must have a relatively low melting tempera-
ture, which requires the presence of fmpurities, such as silica and alumina in
quantities which would be objectlonable if the rock were used for wet process
trentment or as fertilizer. Such rock which 18 unsuitable for wet processing is
of value only as furnace feed, and then ouly after sintering or equivalent ag-
glomerating treatment.

In former yenrs there was no mining of this low-grade phosphate rock exeept
that incidental to the mining of high-analysis rock for wet process and fertilizer
ure, when it was sometimes unavoidably obtalned as overburden or as refuse
from the principal mining operations. With the advent of the phosphorons fur.
nace processes, however, the materinl hecame of value for furnnee use. With
the dwindling of supplies of high-grade rock, the mining of low-analysis rock
is now being carried on intentionally and in increasing aniounts. Deposits which
were formerly considered worthless are now of economie value, The develop-
ment of the furnace process using low-grade rock has thus served to conserve
the increased supply of high-grade rock. It has added greatly to the income of
private landowners and to the revenue of the United Statos Government in the
form of royaltles from the mining of phosphate deposits farmerly considered
worthless, on private and public lands,

The operation of nn electric furnace requires f burden sufficiently porous to
permit the aseape of phosphorons gases and the proper movement of the burden
fnto the melting zone, 'These low-nnalysis phosphates, which are naturally in
finely divided form, cnnnot he used in the furnnces untit they have been sintered,
Tt 184 ohvions, therefore, that the sintering step applied to phosphate rock for
furnace uge s an “ordinary treatment process” within the meaning of the Inter-
nal Revenue Code. ,

“Ordinary treatment processes” as appllied to phosphate rock are not specifi-
cally defined in the present law nor in the proposed revision, Since no formal
rling of the Commissioner of Internnl Revenue has issued on the subfect and
further, since such a ruling, {f issued wonld alwnys be subject to reversnl, it is
earnestly requested that the code be amended to put an end to the uncertainty
and to permit the taxpayer to know he has made a correct enleulntion of per-
centage depletion.

Percentage depletion in the case of furnace-gende rock has. In the past, heen
caleulated generally on the assumption that sintering is properly an ordinary
treatment procesg, and taxes have been paid upon this basis; it is belleved,
therefore, that the nmendment requested would not affect the revenue of the
Government, It would, however, remove uncertainty as to the intent of Congress
and would provide nn ndequately defined hasig for the enteulation of percentage
depletion, .

. Mr. Girarr. Section 613 refers to percentnge depletion.  Subsee-
tion C defines the gross income from the properties on which that per-
centage depletion is figured, and under that section there is a definition
of the term, “mining,” which says that mining includes “not merely
the extraction of ores and minerals from the ground, but also the
ordinnry-treatment processes normally applied by mineowners and
operators in order to obtain the commercially marketable mineral
produet or products.” . .

Tt is this matter of ordinary treatment processes that has never
been defined for phosphate rock., .

Later on in the section, these ordinary treatment’ processes arve
specified for certain of the minerals, but they are not in the case of
Qhosphnte rock, and that leaves that matter a matter for administra-
tive determination, with the possibility that the present feeling of
the Treasury Departmerit may be reversed at any moment, and some
future administrator may reverse something that has previously been

]
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done. 'The taxpayer never knows when lis income tax is filed, whether
he is filing it on the correct basis or not.

We have discussed this with some of the Treasury people and they
think we ave right. Others may not think so.

The CuammmaN, Have you discussed it with our staff?

Mr. Giuner, We have discussed it with the statfy yes, sir.

The matter that I am referring to principally is the sintering of
phosphate rock. Phosphate rock, as you know, is mined in Floridn
and Tennessee, Colorado, Montana, Idaho and a good deal of it is made
in the manufacture of clemental phosphorus, In order to use this
rock in the production of phosphorus it is necessary that it be in
lump form. "The powdered, low-grade phosphate rocks, unless they
are made into lump form, will not function in the furnace.

Originally most of the phosphorus was produced from high-grade
rock which was mined as pebbles or as plate in Tennessee, but since
the growth of the phosphate industry the supply of the lump rock
is not enough for the industry.

It has been necessary for us to go to the use of low-grade rocks,
which, incidentally, have no other use at all, except in the production
of phosphorus and to treat those rocks by sintering, in order to make
big particles out of little ones,

This is a sample of phosphate rock as it comes out of r mine we have
in Montana, That mine was opened up originally for the purpose of
getting fertilizer-grade rock. 1l‘he owners found that they could not
sell the rock beeanse it was of such low quality. We were able to buy it
and by sintering the product, converting that fine material into this
type we find we can use it successfully n the furnace. ‘

The income-tax returns are being filed now on the busis that sin-
tering is an ordinary treatment process. 1t is not one of those processes
whiclt is banned in certain parts of the act, and therefore it would not
make any change in the revenue that the Government receives. By
specifying, thongh, that sintering isn’t an ordinary trentment process
for phosphate rock we believe we can avoid possible diffieulties later
on with the Treasury Department which would be of benefit to the
Treasury as well as to us.

"The Crraman. Is it n common practice to sinter that rock, by other
companies? .

My, Ginrer, It is, yes, sir,

The Crrarman, It is a general commercial practice?

My, Grirer, Those who make phosphorus, yes, sir.,

We would request, then, that subsection E—that is the last item in
section 613—be amended by addition of the words “by the siutering
and nodulizing of phosphate rock.”

Some people say they are sintered and others say nodulized, but it
is the same thing,

The Citamaman. What is the sintering process?

Mr, Gurer, As we apply it, it consists of putting the powdered
rock into a kiln, a rotary kiln where it is heated by a gns flame from
natural gas, or i)yproduct gus, or powdered conl. As it passes down
through the kiln 1t warms up and gradunlly gets sticky. When it
reaches the bottom of the kiln it is hot enough for these small particles
to stick together. Those are discharged onto a moving grate where
they ave trented with a blast of air to cool them and they ave then
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ready to put on the stockpile for use as a raw material in the pro-
duction of phosphorus, There is no chemical change involved and it
is merely a physical operation,

This amendment to the act, if it can be put in, would greatly sim-
plify our problems in reporting our tax returns.

The CamrMan. Thank you very much, indeed.

Mr. Williamson,

STATEMENT OF JOHN C. WILLIAMSON, NATIONAL ASSOCIATION OF
REAL ESTATE BOARDS, WASHINGTON, D. C.

Mr. WinriamsoN, Mr. Chairman, my name is John Williamson,
I am secretary counsel for the Realtors’ Washington Committee, Na-
tional Association of Real Estate Boards. I have here a statement I
would like to insert for the record, It covers four points, one relating
to capital gains treatment of gain derived from sale of real estate
held by real-estate dealers for investment. Another relating to de-
preciation, and a third relating to tax exemption of income placed in
a retirement fund by self-employed persons, and the fourth relating
to accrual of real property taxes.

Because of the importance of the capital gains section which is sec-
tion 1237, I would like to devote the principal portion of my time to
that section and read a brief summary of that part of the statement
relatix‘l% to capital gains.

The CrarMaN. The statement will be includedd in the record.

Go ahead. '

(The statement referred to follows:)

STATEMENT oF JOHN C, WILLIAMSON, SECRETARY-COUNSEL, REAT,TORS’ WASHINGTON
COMMITTEE OF THE NATIONAL ASSOCIATION oF Rear. Bstate Boawps Wren Re-
8PECT T0 H. R. 8300, INTERNAL REVENUE CODE oF 1054

CAPITAL GAINS TREATMENT FOR DEALERS IN REAL ESTATE

Mr. Chairman and members of the committee, I am John C. Willlamson, see-
retary-counsel of the Realtors’ Washington Committee of the National Assocla-
tion of Real Estate Boards. This commlittee is the legislative committee of the
National Association of Renl Estate Boards. Our association conslsts of more
than 51,500 realtors and realtor flrms which include more than 300,000 persons
actively engaged in the business of selling real estate as well as all other phases
of the renl-estate industty., These realtors and realtor flrms are members of
1,151 local real estate boards in all 48 States.

Section 1287 of H. R. 8300, the pending Internnl Revenue Code of 1044,
prescribes rutes under which an unincorporated dealer in renl estate will he
recognized to have an investment in real property and, upon sale or exchange,
to have any loss and that part of any gain in excess of § percent of the selling
price subject to the general provisions of subchapter P of the new code, relating
to capital gaing and losses,

Sectlon 1237 seems to be responsive to the suggestions received by the staff of
the Joint Committee on Internal Revenue Taxation from the survey® conducted
by the staff prior to the general revenue revision hearings before the Committee
on Ways and Means and to the apparently convinecing testimony presented at
the hearings that existing law, at least in ity administration, is discriminatory
against investments in real estate The criticism expressed may, perhaps, be
briefly summarized as follows: .

£ Frmingg it o Suspston o It Rerpin g g by he st
o e Joint Com ¢ on Internal Revel xation, s PP 80-90.
s Hearlngs, pt. 2, 1013-1015, 1028-1082, 1088, 1061—1098. 1115—112‘1? 1164-1167.
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(1) While dealers in other types of property, including dealers in sccurities,’
may make investments in property like that which they hold for sale or for use
in thelr business, dealers in real estate are subjected to an ever-increasing burden
of administrative controversy with the Internu] Itevenue Service and litigation
in the courts to establish the!r claim to capital gain treatment for real property
held by them for investment.*

(2) Taxpayers engaged in another trade, business, or professlon who may
never have been in the business of buylng or selling real estate and who may have
held a tract for a long term of years during which tlie value of the property
gradually increased, may find it advisable in liquidating their investment to sell
it in smeller parcels with the hazard of being charged by the examining internal
revenue agent with engaglng In the renl estate business and recelving gain fully
taxable as ordinary income.

Both problems arise out of the difficulties in determining under ex!sting law
and Treasury Regulations whether real estate sold by the taxpayer was a bona
fide investment or was property held primarily for sale to customers in the
ordinary course of his trade or business, The regulations (Regulations 118,
sec, 39, 117 (a)-1) have accentuated the first problem by giving the case of a
dealer in renl estate as an example of a taxpayer which may be in realization
of “gain or loss upon the sale or exchange of land primarily for sale to customers
in the ordinary course of his business.” This language has doubtless led some
internal revenue agents to the erroneous conclusion that a dealer in real estate
can never simultaneously be an investor in real estate. The courts have held to
the contrary, but the heavy volume of litigation continues, There are now pend-
ing in the Tax Court alone approximately 35 docketed cases® in which the issue
is whether real property sold by the taxpayer was a caplital asset,

Section 1287 of the bill obviously represents an earnest effort to study and
evaluate the impact of the existmg diserimination agalnst investment in real
property. The report of the Committee on Ways and Means stresses the
divergence In treatment hetween securities lnvestmnnts by dealers in securities
and real-estate investments by dealers in real estate,” Section 1236 of the bill,
however (relating to dealers in securities), which corresponds to secetion 117 (n)
of the existing code, is in sharp contrast with section 1237, Section 1236 recog-
nizes that a desler in securities can invest, subject to requirements of clear
identifi'ation as an Investment on hls records, In securities and can obtain
capital-gain treatment if he keeps the fnvestment for more than G months, .

A dealer in real estate, however, under section 1237 must not only clearly
identify real property as held by him for investment, but must hold it for more
than § years—10 times as long as other investments must be held to receive
capltal-gain treatment. It may be suggested that Investment in real estate
i{s different, yet a deanler in real estate who forms a corporation to hold title to
his property would be subject only to the 6-month holding period upon the sale
of the stock in the corporation. Moreover, even under present law, taxpayers
have been repeatedly successful in establishing their right to capltal-gain
treatment in cases in which the holdlng period was less than § years.”

' Sec, 117 (n) of the Internal Revenue c‘ode of 1830, -
¢ Sce statement of Hon, Edgar W, Hio stand heurln 8 before Committee on Ways and
Means ou&oneml revenue revisjon (105. I\. 141 Jolin €. Willameon, counsel,
Realtors’ Washington Commluee, ):P mples of court decisions in which
renl-eatate denlers have been force g tlon fn onta 13 h their right to cnplml-gnin
treutmem: nf investments in real proper'g are the rol owln t Nelaon A. Farry et uz. (18
C. {1048)) : R. H, Hutchinson ) A FiunMvm ‘oodcock {9
M. 981 (1950)) s Malouf et al, v. R({Idell (5 ) C., s r. 02868 (D, C, 8.
Cnllf 1952 ), Iter' R, Orabtres {20 T. C. No. 120 (1958)) y Ga rlel Leeh (12 T. C T M.
206 ( 10583) Wctoru Housging No. 2, Ino., v. Commissioner {
1063) Th the Crabtree ease, supra, Judge Rice observed : “’l‘he evldence 18 clear In this
care that the nature and extent of 1etltioners business puts him in the dual role of both
a denler and an invertor In real estate,”
o See statement, Hugh M. Bennett, hearings, Committee on Ways and Means, pp. 1115~
"Cl«;mlmertceNCR;u;l?g House Tax Court Reporter, Petitlons Index, p. 7004,
0, 13¢
’NelsonpA Farry, {1049). Acq. 1950-1 C. B, 2, (In 1944 taxpayer sold 19
of his rental &ropertles. 11 ot which were held for 2 years or less, vet the court held on
the evidence lie was entitled to caplml nain treatment alth nuc & dealer in respect
of other real estate) ; 8. Frankiyn Woodoo 8T C 1050), (Property pur-
ghusae[;l"bY a ’rea)l -estate dealer for rental but hefd approxlmately 8 months was held tnxnblo
8 ¢ al gain,
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A further requirement under section 1237 ix that no substantindl improvement
may have been made durlng the perlod {1 was held by the taxpayer,  Such a
prohibitton would place @ promium upon slothfulness and fevesponsibility in
the ownership and maintenance of tege tracts of real property and disconruge
addittonad eapital investment over a long perfod of tlime when sueh fijprove.
menty can e made at greatest eivie and economie advantage,  For example, an
fnvestor in roal estate may wish to etbark npon a progeant of elearing. levellng,
or deafnage in a perlod of declining prives, Or sueh an investor mny find it
desieable to fustalt a sewernge system at n time when a munh-lpnlln is ox-
tonding its sewer tines.  Or, without efort on s part, & pew Niate highway
or paved vend might be consgracted across his tand, Seetlon 1237 (b)) ()
would appear to prohibit such fmprovements, howoever, ift the benetly of seetlon
1207 (o) 8 to be obtained.

Section 127 is appHeable to Investinents by incorporated dealers In real
property. It s ditienlt (o understand thix exeluslon af corporations, since
corporitlong and other taxpnyers are generally accovded shmilar treatment with
respeet to gaing and losses fram the sale or exchange of enpital assets, or from
the sale or exchange of property used i the teade or bastpess, Thix s (roe
hoth under existing law and under H, R, 8300, Moreover, the most closely
comparable provision with seetlon 1237 18 geetion 1236, velating to dealers in
seenrities, which contafns no proliibitdon against corporations,  The ecovporate
exclusion is perhaps less justiied In cases of dealers in vead property than in
the ease of denlers in securitios, for the ¢orporate form ix especlally adaptable
to long-vange tnvesttent {n relntively large tracts of renl estate, "Uhis Is teoe
hecausoe of the amount of capltal frequently requirved both for nequisition of such
an investment and for the payient of loeal rent-vstate taxes and other charges
pending utilization of the property.

Other provisions of section 1237 which concern venl-estate dealers ave the
following:

1. Even though all the restrictive veguirements of section 1237 (b) are satlstied
to demonstrate boyond a shadow of doubt that renl property of a repl-estate
dender 18 a bona tide fnvestment, he can never receive capiial-gain trentment for
that part of the gain which ix 5 pereent of the selling pelee,  Tf property 18
capital asset, the entire amount of the gain or loss shoulkt be capltal gain or
tosy,  Furthermore, the §- pom-m rule seems hnedly to conform with a program
or slnmll!lcntlon.

2. 1f o dealer fn renl estate, In ovder to fortify his posttton that real propoerty
18 held by him for investment under present tw, hax fdentitled the property ns
held for investiment, it is not clear whether suel identitiention, even though
accomplished long before constderation hegan on the current revenue revision,
wdght subject him to the Hmitations of seetfon 1237

Althongh real-estate dealers with fnvestinents in renl estate are appreciative
of the time which has already been devoted to their request for fair und equitable
tax treatment, we betteve thitt seetion 1237 of the DU woul ereate many new
prablems without actunlly solving the problems under existing law.  While the
burdens of potentinl controversy and ltigntion ave now voery substant ial, they are
at least bulnnced, if not mltwolthl by those which ave presented by sectlon

1237, The best golution, (n our opinlon, it taxation of guaing and losses from real-
estate investments comparable with treatment of gnins and losses from invest-
ments by dealers in other property 18 to be attained, 18 a tlat holding period of ¢
months, If the ennctment of such a provision cannot be favorably considered
by your committee, we nrge that seetion 1287 e deleted from the il in ovder that
the entire subject may be glven further study by the staffx of the Joint committee
and the Treasury Department, with further opportunity for consultation wih
the taxpayers so vitally affected.

Ie the conmittee should conclude, nevertheless, that some legislation in the
pattern of sectlon 1287 s deslrable, we respeetfully submit the atinched draft
of amendments to make clear that the section does not adversely affect the rights
ot real-estate dealers now available to them. It ks our considered opinlon that
soction 1287, {if enacted 1 its present form, would Increase the uncertainties in
the tax treatment which real-estate dealers now nve experiencing, would aceentu-
ate the discrimination against bona fido Investments in real estate by real-cstnte
dealers under existing law, and would not only fall to' correct nny existing
inequity in the law but would go far toward vmmmmuling and ngm'm-ntlng the
existing one.
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PROPORED AMENDMENTR T0 BECITON 1287 OF H, 1, Niou
(Now lunguage is ftalictzed and lniguage deleted s in brackets)

1. Amend subsection (b) (1) to rewd ax follows:

“(b) ReuigkMENTS Wil Respvkcr 10 tHE Proplury, 8 %

* . L] L] * . L]
Rubsection (i) shull apply to reid property if-—

“ L) After the date of enactinent of this act, but betore the exphration
of the 30th day after the dite of s aequisition op Yefore the expitation of
the (01 h day alter the dnte of enactient of (Wis ttle, whichever is the lnter,
the tarpaier hag eleeted 1o have the gain tared in aecordmnee with the pro-
wigions of thiv scetion and such veal property hux heen elenrly identitled (suoh
eleetion and identification to be pade in the manner preservibed by the See-
retary or his detegite ar, An the absence thereef, fnthe taxpuyer's records)
as real property held for investment : nnd”

2 Add as subsectlon of) the following:

) BEEECT 0F FATLORE 10 KLkt AND FpRNTIY, Th case of Hhie sale or exchange
of property as to which the tappayer has not nade the cleetion and ideatifica-
tion presevibed by the provisions of subscetion (0) (1), none of the provizions
of this gcction shall apply to the determination of tarable gain or deductibie logs.”
" 3. Redesignnte subsectfonn (f) as subscetlon (g) and amend it to read as
ollows

SR EREEerive Dare, This sectlon shall apply only with respect to sules of
property occurlug after [ Mareh 15, 19054] the date of enactment of this Act”

CHANGE IN TAN DEPRECIATION RATEBR

Section 167 provides for a lberalization of depreclation policy with respect
to both the extimate of the useful life of property and the method of allecating
the depreciable cost over the years of service,  We belleve that the application
of the double-rate declining-balance deprecintion method on property constructed
after December 81, 1003, on new property acquired by the taxpayers after that
date, wil provide a fuir measure of fncentive for the veplacement generally
of obsolete structures which will inure to the henefit of the economy.

TREATMENT OF USED REAL ESTATE

While we appreciate the motivations which it {he application of the
double-rato declining-balance formula to new canstrenetion, we respeetfully sub-
mit that the exception of used reud estate from this formuln = most unfortunate
and fails to take tully futo gecount the peentine charactevsties of real estate,
which over the perlod of {ts long useful Hfe changes hands severnl thnes, and
the contlnual necessity for maintenance of the property over s useful life
by {ts successive owners—a degree of maintenanee which I8 not compurable
to that of machinery and equipment heeause of the latter's much shorter lite,

Our assoclation estimates that ot least SO pereent of existing income prop-
erty, rental, commereinl, and industeial, was acquived by its present holders
ay used property.  The dental of the double-rate declining-balunce deprecintion
method to used real estate represents therefore o substantinl diserimination,

From our study of the House report on the general tax vevision bill we
conclude that the principal basis for the exelusion of uset real estate is the
deslre to minimize transitfonn] revenue losses hut st obtain naximum incen-
tive effort; hence, the impropriety of permltting the doubling-of-the remaining
life stralght-line rate on such acquisitions,  While we recognize to a degree the
valid reasoning behind the exclusion of used veal estate, we neyvertheless believe
that the rewedy is altogether too hnrgh,  Why not permit the dectining balanee
depreciation, at the option of the subsequent purchaser, ut twive the full-life
stralght-line rate (the rate computed on the sum of the expived life and re-
maining life) ? We helleve that this meets the principal objections to the In-
clusion of ured bulldinga and nsed ventnl property, yet provides the Incentive
to maintenance of the property which s at least equally it not more fmportant
to our economy as s the rtimutux for new construction, the uvowed purpose of
the House-approved change which we Delleve falls short of Its target,

LIRERALIZED DEURECIATION METIIODS AR AN AID TO 8LUM CLEARANCE

The commlttee {x aware of the honging message of the Presldent early this
yenr which underscored the (renendous problem faced by the eltier of our
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country in eliminating slums and preventing the spread of blight and urban
decay which are having telling effect on the health, morals, and safety of mil-
lions of our people. Millions of dollars have been expended by Federal, city,
and State governments on this program, yet, according to the Presldent's Advisory
Committee on Housing Policles and Programs, it will take at least 200 years
to do the job at the present rate. New methods, new technlques, new incentives,
and brorder vision are required to cope with this problem, and we note with
satisfaction that the President in his housing message and the Congress in the
housing blll now pendlag in the Senate are preparing to meet to a substantial
degree this growing challenge.

. Our association, too, in its build America better program is reaching down
into the neighborhoods of our citles to meet the problem of slum prevention and
neighborhood conservation with such tools as may be brought to bear against
this problem by State and local governments and clvic groups,

- The President’s Advisory Committee made one recommendation similar to
one that Is part of our bulld America better program, which we believe will
materfally assist in bringing about the demolition of slum dwellings. The Ad-
vigory Comrmittee (p. 125) srid: -

“Under present rules when an obsolete property ts demolished, the residual
value ascribed to the building and the cost of demolitlon iy considered to be part
of land vaiue and cannot be depréclated for tax purposes, This policy obviously
deters the removal of obsolete structures,”

Recommendation No,