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Mr. Smoor, from the Committee on Finance, submitted the following

REPORT

[To accompany H. R. 10236)

The Committee on Finance, to whom was referred the bill (H. R.
10236) to provide revenue, equalize taxation, and for other purposes,
having had the same under consideration, report favorably thereon,
with certain amendments, and as amended recommend that the
bill do pass. .

FEDERAL BUDGET REQUIREMENTS

We are faced with a deficit for the fiscal year 1933 of $1,241,000,000,
exclusive of statutory debt retirement. The deficit for the current
fiscal year had reached a total of more than $2,300,000,000 by the
end of April. We incurred a deficit in 1931 of $903,000,000. By
the end of the current fiscal year our public debt will have been
increased by more than $3,000,000,000, rising from $16,185,000,000
at the end of the fiscal year 1930 to more than $19,000,000,000 on
June 30 of this year. -

Although occasional moderate deficits in the operation of a govern-
ment are to be expected, recurring large deficits must be avoided.
Continued reliance upon borrowing, and failure to provide for a
balance as between income and expenditures, and eventually for
systematic debt reduction, would inevitably undermine the credit
of governments as well as individuals. The maintenance of unim-
paired credit is essential. v

Your committee is unanimous in the conclusion that the indicated
deficit for 1933 of $1,241,000,000 (exclusive of debt retirement)
must be covered by reduction in expenditures and by the provision
of additional revenue. The bill as reported by your committee
should make this accomplishment possible. 1t should increase
revenues by $1,010,000,000 during the fiscal year 1933, and it is
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expected that the Government economy program will reduce
expenditures by at least $230,000,000. N :

-It has been suggested that no effort should be made to balance the
Budget in one year, that the process of balancing the Budget should be
~extended over a period of years, and that the intervening deficits

should be met by borrowing. Although frequently misunderstoed,
this is substantially the policy adopted by the House of Represent-
atives and approved by your committee. Last year’s deficit was
met by borrowing, This year’s deficit has been, or will be, met by
borrowing. With a deficit of $1,738,000,000 (including statutory
debt retirements) in prospect for 1933 and a further large deficit for
1034, it is clear that immediate provision must be made for additional
revenue. We would, by this bill, bring our Budget back into balance
in the third year—that is, in 1933—and even then without cover-
ir‘xlg requirements for statutory debt retirements in the amount of
$497,000,000. Not until 1934 will our Government, notwithstanding
the extraordinary revenue increases carried in the pending bill, obtain
adequate revenues to meet current expenditures and also the require-
ments of the sinking fund. '

Your committee has attempted to make its decisions accord with
sound principles of taxation—ability to pay, tested either by income
or outgo; maximum Yyields from rates not excessively high; avoid-
ance of unnecessary hardship; prevention of undue disturbances to
competitive situations; and a minimum of interference with eco-
nomic recovery. It is believed that the bill as reported by your

committee accords with these principles.
MAIN FEATURES OF BILL AS REPORTED

The more important features of the bill, as reported by your com-
mittee, may be summarized as follows:

(1) The bill will raise additional revenue, through changes in the
_income-tax rates and administrative provisions, in the amount- of
$287,000,000 for the fiscal year 1933.

(2) The normal tax rates, applicable to individuals, are increased to
3 per cent on the first $4,000, 6 per cent on the second $4,000, and 9

er cent on the balance of net income in excess of the exemptions.
he exemptions have been reduced to $1,000 in the case of a single
person and $2,500'in the case of a married person. ‘ .

(3) Surtax rates begin at 1 per cent on net income in excess of
$6,000 and increase to 45 percent on net incomein excess of $1,000,000.

(4) The corporate rate is increased from 12 to 14 per cent, and the
existing exemption for small corporations is eliminated.

(5) The imposition of the normal tax upon corporate dividends,
contained in the House bill, is eliminated. ; o '

(6) Adequate protection to the revenues against security losses is
afforded, and the severity of the provisions of the House bill is
mitigated. , '

(7) The increased estate tax rates and the gift tax proposed by the
House bill are retained. ; ‘

(8) Duties are imposed upon the importation of oil, coal, lumber,
copper, and rubber. ‘
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(9) The bill proposes to impose selective manufacturers’ excise
taxes which will raise during the fiscal year (inclusive of the above
duties) $277,500,000. : | |

(10) Many of the excise taxes contained in the House bill have been
eliminated, such as the proposed tax on toilet preparations, furs,
jewelry, yachts and motor boats, mechanical refrigerators, sporting
go%dlf and cameras, firearms and shells, matches, candy, and soft

rinks. : . ‘

(11) The bill will raise $280,000,000 through miscellaneous taxes
upon telsphone and telegraph messages, admissions, the issue or
transfer of bonds or capital stock, conveyances, oil transported by
pipe lines, and checks.

(12) Increases in first and second class postal rates and other pend
ing postal legislation will raise $160,000,000, which should be suffi-
cient to make the Postal Service self-supporting.

COMPARISON OF HOUSE BILL AND COMMITTEE BILL

The following table gives in detail a comiparison of the provisions
and estimated revenues of the bill after igdpassage in the House of
Representatives and the bill as it is reported by your committee:



Comparison of House bill and Finance Committee bill

it et
. onal- .
Item House bill revenus, fscal Bill as reported to Senats revenue, Ascal
year 1933 ‘ year 1933
Title I. Income tax: . |
2,4, 7percent. ..o $29, 000, 000 8,9percent. __ $50, 000, 000
1 per cent on net income in excess of $6,000 to 40 93, 000, 000 ﬁonae bill increased to 45 per cent on net ineome 96, 00C, 000
per cent on net income in excess of $100,000. in excess of $1,060,000.
Dividends. .. Subject to normal tax. 89,000,000 | House provision eliminated._ .
Total.. 211, 000, 000 168, 000, 000
Cor%mtion—-" .
te !} Incressed 12to 13} percent. oo ovoeoveneeannnn 23,900,000 | Increased 12 to 14 per cent. 31, 900, 000
Exemption Reduced to $1,000, net incomes of $10,000 or Jess. . 11,500,000 | Exemption eliminated. . 20, 100, 000
Consolidated return Additions] rute of 1 and 34 Peroent.. mmncemaomen 8, 000, House proﬂmon eliminated
Total._. . 43, 400, 000 52,300, 000
Administrative changes— » .
Geperal. Limitation of losses from sales of securities, ete. . 100, £59, 000 Li:rliaietsdogc of loases from sales of securities, re- 78, 000, 000
: : , ete.
Net loss provision C.rrylm-am of oot iowees suspended until after 7,000,000 | Net losses carried forward one year_ . . ice... [
Dividends. 8ec. 115 (b).. @, 000, 000 | Houss provision eliminated. ..
. 5eC. 115 (A) e cveveecemmmm e —— e ——— 2,000,000 | Same as House bill_._ 2, 000, 000
Dividends, normal tax on foreign corporations 3,000,000 | House provision eltminated
and nonresident allens.
Depletion .1 Allowance revised 3, 000,000 | Further revised )
Total. 119, 000, 000 86, 000, 000
oo L. Bt e : Aot o e et | TR 000, 000 [ S s House bl «5000,000
——ne tes one o L TN 45,000,000 |..... 1, S
Lf:v' Mﬂmng et tasa: 4 cents per gall o 35,000, 000 35, 000, 000
brica cen on , 000, PR . [ SR .
Brewer’s wort. 5 cents ﬁ%ﬁ 15 eonts per gallon
Malt sirap . 35 cents per gallon 46, 000, 000 {3 cents per pound 97, 000, 000
Grape concentrates 40 per cent- 20 cents per gallon. .
Importad oil, etc Gasoline, fuel oil, crude ofl, leantpetganon--_- 5,000, 000 | Gasoline, 234 contspugﬂlon cruds of] and fuel 8,000, 000
oil b1 cant per ; Jubricating oil, ¢ cents .
1 cent per pound. asphalt )
md h.mm 10 cents per 100 poun
Imported coal 10 cents wo pounds, 500, 000 | Same as Honse bil 500, 000
Imported lumber No pro $3 per 1,000 faet 1, 000, 000

661 40 L0V ANNUHATY



Imported copg: ........................... Noprovision . 4-cents per pound . . .. __._____... ®
Im 11T SR S N S 5 cents per pound.. - - &3, 000, 009,
Tollet preparations. .«ee.e oo ooo_o__._ 10percent._....... 20,000, 000 | Housse provision eliminated. ..
) 10 - S R I do ——- 15,000,000 [..... do -
Jew - PR« (. SO, 185, 000, 000 do
Passenger automobdiles. ... .. ___________ 3pereent . oo ... ... 44, 000,000 ' 4 per cent. - - 58, 000, 000
...... 2pereent ..o 4,000,000 | 3 per cent. e 6, 000, 000
Parts and accessories... . o _____.._____ 1 Fer [ L 8,000,000 | 2 per cent, tires and tubes exempt. ... _________ 9, 000, 000
Yachts and motor boats__._._______________ More than $15, 10 perecent. . _______ 500, 000 ouse provision eliminated. ... ____f ____ "
Radio a?g& phonograph  equipment and | Spercent. ..o oo oo oo 11,000,000 | Same as House bill 11, 000, 000
A0CE8S0! .
Mechanical refrigerators___.....___________ | ____ s L 6,000, 00C | House provision eliminated._. - R
Sporting goods and cameras....__._....._ l0percent. oo 6,500,000 |____ Q0" oof-
andshells.._____ ... ______{.___. [+ ] 2, 500, 000 2 P
Matches. .. —- 4 cents per thousand. . 11,000,000 ;._... do -
-Candy... - Spercent....._...... - - 12,000.000 |...._. do cmemeeme e ———
Chewinggum ... .. [« [ MO - 3,000,000 | 3 per cent.. ——- 2, 000, 000
Soft drinks_ oo . On general basis, 1921 aet____________ - 10, 000, 000 ouse provision eliminated. .« ... __|.____ '
Total.. - cm—— 255, 000, 000 277, 500, 000
=1
Title V. Miscellaneous taxes: -
Part 1. Telephone, telograph messages, ete.| 5 cents, messages costing 31 to 49 cents; 10 cents, 33,000,000 | Telephone: 10 cents, messages costing 50 cents 24, 000, 00G
messages costing 5¢ cents or more. to §1; 15 cents, $1 to $2; 20 cents, $2 and more; i
' . telegraph, 5 per cent; cable and radio, 10 cents.
Part II. Admissions. 1 cent per 10 cents on admissions over 45 cents_ 40,000,000 | 1 cent per 10 cents on admissions over 10 cents; 110, 000, 000
25 per cent, horse and dog races.
Part III. S8tamp taxes—
Issues of bonds or capital stock_ 10 cents per $100_ - ———- ——- 8,000,000 | Same as Housa bill 8, 000, 000
Transfers of stock, etC. .ueooeee . 4 cents per $100 ?ar value or 4 cents-per share no 70,000, 000 | 4 cents per $100 par value or 4 cents per share no 22, 000, 000
par, but not less than one-fourth of 1 per par.
cent; 4 cents to apply to loans of stock.
Transfers of bonds, ete. ..o ... 2 cenﬁs g)e: $100 par value but not less thau one- 25,000,000 | 4 cents per $100 par value_____.__..__.__._______ 5, 000, 000
eighth of 1 per cent. .
Conveyances - -1 50 cents on $100~$500; 50 conts per $500 in excess._ 10,000, 000 | Same as House bill ——— 10, 000, 000
Sales of produce for future delivery..._.| 5 cents per $100 -- 6,000,000 | House provision elimlnated. .._._________~___ | "~
;g %V Oit transported by pipe Jine._____ 8 per cent of charge. - 20,000,000 | 3 per cont of charge - 6, 000, 000
Leases of safe deposit boxes._____.______ 10 per cent of rental._ 1,000, 000 | House provision eliminated. ...._________.____|._._________
C e No provision_.._____. —— 2 cents each._ ecmccmcmae———— _.}. 95,000,000
Part VI. Cigarette papors .. _.__________ _ __ do____. w—- | Per package, etc., of 25 or less papers, one-half @
cent. C
Total_ 213, 000, 000 ——— 280, 000. 000
Total additional taxes...._..__..__.__. ... . 866, 406, 000 - I 849, 500, 000
1 Negligible,

Assuming collections, beginning May 1, 1933.

tAssuming collections, beginning alter June 30, 1633,
¢ Assuming tax effective, July 1, 1932,
! Estimste not availabla,

GE6T JO LOY FNNTATY



Comparison of House bill and Finance Committee bill—Continued

additional \ ' ﬁdm ﬁ

ons 0

Item House bl revenue, fiscal Biil as reported to Senate revenus, fiscal

year 1933 year 1633

Title VIL-~Increased postage rates and other | Increase i cent in first~class postage, etc. ... § $185, 500,000 | Increase 1 cent in first-class postage; increase | $160, 000,000
postal mﬂons. on second-class matter, etc.

Total ad nal taxes and postal revenues._ .. : 1, 031, 900, 000 1, 009, 500, 000

Rerguirad tt:‘blhnm Budget (excluding debt 1,241, 000, 000 . - 1, 241, 000, 000

tiremen! y

Required reduction in expenditures to balance |. 200, 10¢, 000 : 231, 500, 000

Budget (excloding debt retirement). :

$ Estimate of Commities on Ways and Means, which includes estimated effsct on Budget of H. R. 10238 and of other bills recently passed by House.

$86T 40 IOV IONTATH
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On the basis of the House estimates, the bill as passed by the House
would raise $1,031,900,000. It will be noted, however, that these
estimates include $20,000,000 for the increased estate tax, which, in
view of the delayed enactment of the new legislation, does not now
seem justified and has therefore been excluded from the summary
of the bill as reported by your committee, although the estato tax
rates are identical in both bills. Moreover, the prospective yield
o{upending postal legislation included in the summary of the House
bill would be reduced by $10,500,000 by the latest estimates of the
Post Office Department. These two changes would reduce the esti-
mated yield of the House bill from $1,031,900,000 to $1,001,400,000
a8 compared with an estimated yield of $1,009,500,000 for the bill

as reported by your committee.
’ INCREASE IN INDIVIDUAL RATES

The present law imposes normal tax rates upon net incomes of
individuals, of 1) per cent upon the first $4,000, 3 per cent upon
the second $4,000, and 6 per cent upon the remainder. The House
bill provided increases to 2, 4, and 7 per cent, respectively, and
your committee recommends rates of 3, 6, and 9 per cent. Surtax
rates under existing law begin at 1 per cent upon income of $10,000,
and are graduated to 20 per cent upon income in excess of $100,000.
The House bill imposes a rate of 1 per cent upon income in excess of
$6,000, increasing the rate to 40 per cent upon income in excess of
$100,000. The bill as reported by your committee adopts the rates
of the House bill, but extends them up to 45 per cent upon income in
excess of $1,000,000. The credit for earned income, for administra-
tive simplicity, is changed from a tax credit to an exemption from
normal tax, The maximum earned income under existing law is
$30,000, and under the House bill and the bill as reported, is $12,000.

As a result of these provisions, a somewhat broader base is given
to our income tax structure; somewhat larger taxes will be expected
from those able to pay; and the Government revenues will be increased
appreciably. At the same time, the proposed rates will not impose an
undue burden upon any class of taxpayers. Porsons with moderate
means, notwithstanding the increases, will be called upon to pay only a
relatively insignificant proportion of their income.

The tables following give a comparison of the tax liabilities of
individuals under the existing law, the House bill, and the bill as

reported by your committee. 4



INCOMEB TAX, INDIVIDUAL

REVENUE ACT OF 19032

as passed by the House, and the Finance Committee bill
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Comparison of taz payable under the revenue act of 1988, the revenue bill of 1938
as passed by the House, and the Finance Commillee bill—Continued

S8INGLE PERSON; MAXIMUM EARNED INCOME ALLOWANCE

Tox under | Tax under| Finamoer Tax under | Tax under | Floanaet

ax un ax under nance ax under.| Tax under | - Finance

Net lncome | “1g08 a0t | House bill | Committee || Net!ncome | “1org0t | House bill | Committee

bill bill

0 [1] .0 ||-$26,000....... $1,183.75 | $2,105.00 $2,535. 00

$5.63 $15.00 $22.50 || $28,000. . 2,425, 00 2,895, 00

16. 88 32. 50 48,75 ,000. 2,785, 00 3, 275, 00

28,13 60. 00 76.00 3,705. 00 4,315,00

39.38 67. 50 101. 26 4,765.00 | 5,475.00
56. 25 90. 00 135, 00 5,9055. 00 , 765,

78.75 135.00 . 197. 50 7,265.00 &, 175.00

101.25 180. 00 260. 00 10, 285. 00 11,875. 00

123.75 225. 00 322. 60 13, 765. 00 18,075, 00

183. 75 270.00 385. 00 17, 765. 00 19, 275. 00

243.75 425. 00 875,00 . 22,115.00 , 825, 00

333.75 605. 00 795. 00 X 26, 665. 00 28, 575,00

438,75 805. 00 1,085.00 . 50, 165. 00 53, 076. 00

558. 75 1,025. 00 1,295.00 , B43. 73,665. 00 78,075.00

693. 75 1, 265. 00 1,675.00 || $300,000...... 65,843.75 | 120,065.00 | 128, 5675.00

843. 75 1, 5625. 00 1,875.00 | $500,000......] 115,843.75 | 214,665.00 | 230, 575.00

1,008, 75 1,805. 00 2,195.00 || $1,000,000..... 240,843. 75 | 449,665.00 | 493,075.00

INCREASE IN CORPORATION TAX

The existing law imposes & tax of 12 per cent upon the net income
of corporations. The House bill increased this rate to 13% per cent.
The bill now reported proposes to increase the rate to 14 per cent.
The committee appreciates the fact that even the existing corporate
rate is somewhat out of line with our other income-tax rates. Fur-
thermore the corporate rate has been maintained at a relatively
high level since the war. Nevertheless, your committee believes
that additional revenue from corporations is necessary.

The existing law grants to corporations having a net income of
$25,000 or less, an exemption of $3,000. The House bill proposed to
decrease this exemption to $1,000, and made it applicable to corpora-
tions having net income of $10,000 or less. Your committee recom-
mends that the exemption be eliminated entirely. It is believed that
every corporation having net income, irrespective of the size of that
net income, is in a position to contribute to the revenue needs of the

Government, ,
CONBOLIDATED KETURNS

The House bill proposed an additional tax of 1% per cent upon the
net income of an affiliated group of corporations which elected to file
a consolidated return. Your committee recominends that this addi-
tional tax be eliminated. It sees no justification for it. The provi-
sions for consolidated returns under the present law and regulations
recognize sound accounting practices and require tax liabilities to be
determined on the basis of the true net income of the enterprise as a
whole. No improper benefits are obtained from the privilege. Your
committee believes that it is highly desirable, both from the point of
view of the administration of our tax laws and the convenmience of
the taxpayer, that the filing of consolidated returns by affiliated
groups of corporations be continued, particularly in view of the
changes made In the revenuo act of 1928 and in the regulations (Egi)-
mulgated by the Secretary of the Treasury thereunder. It is diffi-
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cult to justify the exaction of a price for the use of this form of
return.

Your committee made a very exhaustive study and analysis of the
entire subject of tax liabilities of affiliated groups of corporations,
during its consideration of the revenue bill of 1928. Its conclusions
are set forth in its report upon the revenue bill of 1928. It seems
unnecessary to repeat them at the present time.

NORMAL TAX ON DIVIDENDS

Under all the revenue acts since 1913, dividends reccived by
individuals have been exempt from normal tax. The purpose of the
exemption is to prevent a second imposition of the basic normal tax
upon the earnings and profits of corporations at the time of their
distribution to stockholders. The House bill proposed to remove
this exemption. Your committee believes that even the exigencies of
the present situation do not justify double taxation of this nature and
recommends that the exemption under the existing law be continued

LIMITATION UPON BECURITY LOSSES

The House bill adopted very severe limitations upon the allowance
of losses from the sale of securities, as a deduction in computing net
income. The provision was based upon a twofold policy: (1) Protect-
ing the revenues from the growing practice of reducing tax liabilities
by the sale of securities on which losses had accrued, and (2) pre-
venting speculative losses from wiping out ordinary income, which
represents real tax-paying ability.

Your committee is of the opinion, however, that the House bill
went much further than the situation necessitated. Securities held
for more than two years have been in the hands of investors. The
losses they have suffered are decidedly real losses. Investments of
this nature normally have been made from income upon which a tax
was pald at the time it was earned. The shrinkage in the value of
these investments is in every sense of the word a true loss actually
sustained by the investor., The existing limitation, that capital
losses can not reduce the tax by more than 12} per cent, is adequate
protection against excessive deductions. Accordingly, your com-
mittee is of the opinion that no change in this respect should be made
in the existing law. ‘

A somewhat different situation exists with respect to losses real-
ized from the sale of securitics held by the taxpayer fordess than two
years. These losses should properly be permitted only as an offset
against gains from securities held for less than two years. But undue
hardship under existing conditions should be avoided. Your com-
mittee believes that security gains and losses should be segregated,
that security losses should be deducted solely from security gains;
but that security gains should not be taxed until they actually exceed
security losses, Accordingly, it is provided that any excess of the
security losses in any year should be allowed, subject to certain neces-
gary limitations, as a deduction against security gains in the subse-
quent year. '
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NET LOSSES

The net loss provision of the existing law is one of the essential
protections against excessive hardships inherent in a tax based upon
an arbitrary annual accounting., Taxpaying ability does not exist
if a substantial part of a year’s profits are required to cover a prior
year’s losses. The existing law is equitable and fair. The House
bill proposed to eliminate it. Your committee recommends that the
existing law be retained, but limited to a carry-over for but one year,

rather than for two years.
ESTATE AND GIFT TAXES

The existing estate tax rates are more than doubled. They are
extended to 45 per cent, as compared with a maximum rate under
the existing law of 20 per cent. The increase is not subject to the
80 per cont credit for State estate and inheritance taxes. Asa protec-
tion to both estate and income taxes, a gift tax is imposed. The
rates are approximately three-quarters of the estate-tax rates. . The

committee recommends no change.
MISCELLANEOUS EXCISE TAXES

The bill, as it passed the House, contains a large number of special
excise taxes. Many of these taxes will produce very little revenue,
involve difficulties of administration, and fall within the type fre-
quently designated ‘‘nuisance taxes.” Your committee is of the
opinion ‘that it would be much sounder to select a smaller group of
commodities impose rates which will raise the required revenues,
and eliminate many of the minor taxes proposed by the House bill. In
selecting the subjects of tax, your committee attempted. as far as
possible, to prevent undue burdens upon any particular industry; to
guard against disturbances to competitive situations; to select com-
modities the purchase of which would indicate taxpaying dbility; to
impose taxes capable of simple and inexpensive administration; and
to select commodities which would yield fairly substantial revenues.

Your committee quite appreciates the fact that each particular
industry selected feels very kcenly that it should be exempt from tax
and the nccessary revenue collected elsewhere. However, your
committee is confronted with the necessity of raising more than
$700,000,000 through selective excise or misccllancous taxes. The
field of selection is necessarily limited. Important industries must
beincluded. Your committee appreciates that the industries selected,
in common with all other industries, have been and are seriously
affected by the depression and consequent decreases in business
activity and profits. It is realized that additional burdens at this
time may seem unjustifiable and almost insurmountable. It is not
believed, however, that taxes at the rates proposed by the bill as
reported by your committee impose undue burdens upon industry and
commerce or will seriously retard a return to normal businéss condi-
tions. The required revenues must be raised. Benefits to be derived
from the reestablishment of I'ederal finances upon an unquestionably
sound basis far surpass any possible disadvantages from the burden of

additional taxes.
8 R—72-1—voL 2-——-15
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MISCELLANEOUB TAXES

The bill as reported by your committee includes a number of
miscellaneous taxes, among them the tax on admissions which is
levied, with certain relatively minor exceptions, at a rate of 1 cent per
10 cents on each admission 1n excess of 10 cents. The rate of tax is
the same as under existing law and as provided in the House bill.
The present law, however, provides an exemption of $3 and the
House bill exempts admissions of 45 cents or less.

Although realizing the importance. of recreation afforded by
theater entertainments, which constitute the principal subject of
this tax, your committee believes that theater attendance even at low
prices indicates definite tax-paying ability and considers that ad-
missions provide a basis for tax, the incidence of which would be

broadly distributed, and the burden of which would not be par-
: t.icular{ heavy at the rates proposed. In the existing emergency
a tax of 2 cents on a 20-cent admission or a tax of 3 cents on a 30-cent
admission would not seem to constitute unduly burdensome contri-
butions to the support of the Federal Government. ,

By reason of the fact that a great volume of theater charges fall
below the exemption provided in the House bill, it is recommended
that the tax be applied to all admissions in excess of 10 cents. The
proposed tax is estimated to yield $110,000,000 for the fiscal year 1933,
as compared with $40,000,000 estimated to be the tax obtained in the
House bill. In view of the large amount of revenue to be obtained
from the tax which hyour committee proposes, it is believed that the
tax is definitely justitied as & part of an emergency program, '

The existin faw provides for a tax of 2 cents per $100 of par value
or per share of no par value on the transfer of stocks. The bill passed
by the House raised this tax to 4 cents per $100 of par value or per
share of no par value, the tax not to be less than one-fourth of 1 per
cent of the sale price and to apply to loans of stock. Your committee
concluded upon careful consideration that one-fourth of 1 per cent
constituted an excessive tax and that the application of the tax to
loans of securities, while increasing the tax in the case of short sales,
would at the same time unduly interfere with other classes of opera-
tions requiring the loaning of securities—for example, in the case of
sales of securities by persons living at a distance and, consequently,
unable to make immediate delivery. It recommends, therefore, that
the present tax be doubled and the rate increased to 4 cents per $100

of ’Far value or ;fer share of no par value.
he existinﬁ aw contains no provision for tax on the transfer of
bonds. The House bill provides for a tax of 2 cents per $100 or par

value but not less than one-eighth of 1 per cent of the sale price on
transfers of bonds. Since most bond transactions involve bearer
securities, the administration of a tax based on a ercentage of the
sale price of such securities would be difficult. addition, it is
believed that the levy was excessive. Your committee, therefore,
recommends a tax of 4 cents per $100 of par value.
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TECHNICAL AND ADMINISTRATIVE PROVISIONS
TITLE 1. INCOME TAX

SrcTioN 1. ApPrLicATION OF TITLE

The proposed bill follows the general plan and arrangement of the
revenue act of 1928, The proposed income-tax title is made applica-
ble to 1932 and subsequent taxable years. The income-tax title of
the 1928 act is not repealed by the bill and remains in force for the
collection of taxes for the taxa{le years 1028 to 1931, inclusive.

The reference to section 811 (¢) contained in the House bill is
omitted by your committee, due to the fact that section 811 of the
House bill has been stricken from the bill as reported. _

SectioN 12 (¢). CLERICAL

This change in a cross reference is made necessary by the change
in income-tax rates applicable to individuals, v

SEcTION 12 (¢). ADpDITIONAL TAX ON Excrssive COMPENSATION FOR
PERSONAL SERVICES

Your committee believes that the large amounts of compensation,
particularly in the forin of bonuses, emoluments, and rewards fre-
quently paid to the officials of corporations are greatly in excess of
reasonable compensation for the services actually performed. Accord-
ingly it recommends a higher tax upon the excess of such compen-
sation over a reasonable amount. Your committee believes that
under present circumstances compensation, to the extent that it
exceeds compensation at the rate of $75,000 per year, should not be
regarded as reasonable compensation for income-tax purposes, and
that any bonus, emolument, or reward (whether taking the form of
cash, stock, stock rights, securities, orany other property), exceeding
compensation at that rate should be subject to a higher rate of tax,
fixed by your committee at 80 per cent of such excess. The 80 per
cent tax provided in this subsection is in lieu of ‘all other taxes under
the income-tax title in respect of the excess, that is, the excess should
be excluded from the income subject to ordinary normal and surtax

rates.
SecrioNn 22 (a). COMPENSATION OF PRESIDENTS AND JUDGES

This section has been amended to make it clear that compensation
of the President of the United States and of judges of courts of the
United States taking office after the date of the enactment of this bill
is to be included in gross income. To effectuate that purpose, in cases
in which the compensation for any such office has been provided in
acts antedating the present bill, it is provided that all acts fixing the
compensation of such President and judges are by this provision
amended so that in every case such compensation will he reduced
by the amount of the Federal income tax resulting from theinclusion
in gross income of the amount of such compensation.
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SecrioN 22 (b). Divipenps or INTEREST FROM DomEsTIC BUILDING
AND LoAN ASSOCIATIONS

The present law exempts domestic building and loan associations
from alY taxation and, in addition, exempts from tax $300 in interest
or dividends received by an individual from such associations. While
your committee does not desire to disturb the exemption granted
under the present law to domestic building and loan associations
themselves, it sees no reason why interest and dividends received
froma such associations should not be taxable to the recipient like any
other investment income, such as interest on bank deposits and
dividends from ordinary corporations. Accordingly, the exemption
allowed under section 22 (b) (7) of the present law is omitted from

the proposed bill.

" Section 22 (b). Penstons AND WorLD WAR CoMmPENSATION Pay-
MENTS

Your committee sees no valid reason for continuing the exemption
in case of pensions and World War compensation payments granted
by existing law, since it is believed that the credits for personal
~ exemption and dependents provided in section 25 are adequate to
take care of virtually all cases and that such amounts, if and to the
extent they constitute income, should bear their portion of the tax.

SecrioNn 22 (b) (4). TaAx-FREE INTEREST

The change in this section is made to bring the language of the
section into accord with the clarifying change made in section 23 (b)
pertaining to deductions of interest from gross income.

SecrioNn 22 (b) (7). CLERICAL

This is a clerical change occasioned by theéTepeal of section 116
(a) of the House bill relating to earned income from sources without

the United States.
Secrion 23 (a). COMPENSATION FOR PERSONAL SERVICES

Your committee is of the opinion that the payment of any com-
pensation to any person of an amount which exceeds compensation
at the rate of $75,000 per year should be regarded, for income tax

urposes, as in excess of vreasonable compensation for personal serv-
ices actually rendered, and for that reason has amended this section
by prohibiting a deduction of the amount by which any compensa-
tion of any person for personal services exceeds compensation at the

rate of $75,000 per year., ’
Section 23 (b). INTEREST

Section 23 (b) has been clarified by a change in wording to indicate
that no deduction may be taken for interest on indebtedness incurred
or continued to carry obligations, the interest on which is exempt
from the taxes imposed by the income-tax title. This is simply a
clarifying change and is not intended to alter the existing law. A
corresponding change has been made in section 204 (c) (8).
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‘SrctioN 23 (c) (2). Drpucrion ror ForreiGN Incomr Taxes

The existing law allows a deduction in computing net income of so
much of the income, war-profits, and excess-profits taxes paid to a
foreign country as is not ahmved as a credit against the tax due the
United States. In thus allowing both a credit and a deduction,
preferential treatment is frequently given to taxpayers receiving
income from foreign sources. For example, a domestic corporation
derives income of $100,000 from sources in the United States and
$100,000 from sources in Great Britain. Such corporation pays to
Great Britain a tax of $25,000 upon its British income. Under the
present law, this taxpayer is allowed a credit of $12,000 against its
_tax due this country and, in addition, a deduction of $13,000 (the

balarnce of its British tax) from its United States income. Since the
entire foreign income is, in effect, excluded from the taxpayer’s gross
income because of the allowance of the credit for foreign taxes, the
result of the additional deduction is that the taxpayer fails to pay a
full tax upon its income from domestic sources. As your committee
believes that a full tax should be paid upon income from sources
with'n the United States, the section has heen amended to deny a
deduction for foreign taxes in all cases where the taxpayer has indi-
cated on the return an intention of claiming a credit for foreign taxes
under section 131.

To make it clear that a taxpayer who in respect to any taxable
year claims credit under section 131 for any foreign taxes is thereby
precluded from obtaining a deduction under this section for any other
foreign taxes, your committes has amended the House bill by the

addition of the words ‘““to any extent.”
SecrioN 23 (e), (f). CLERICAL

These amendments are made necessary by the insertion in !;hé
House bill of subscetions 23 (r), (s), and (t) and by the elimination
by your committee from the House bill of subsections (s) and (t) of

that bill. —-

Skerion 23 (6) (3). Casuavry Loss Crammep as DEpUCTION
For Estare-Tax Purproses

Section 805 of the House bill provided that certain casualty losses
inecurred during the settlement of a decedent’s estate should not be
allowed as deductions for estate-tax purposes for the reason that they-
were allowable for income-tax purposes. Whether such losses should
be allowed for purposes of the income or the estate tax. depends
largely upon the circumstances of the particular case, and your com-
mitteo believes that an option should be given as to whether the
deduction for losses of this character should be taken for one tax or for
the other. To prevent any duplication of deductions, it is provided
that the deduction for income-tax purposes may be allowed only if -
at the time of the filing of the return no deduction has been claimed for
such loss in a return of the estate tax. A corresponding limitation
upon any deduction for estate-tax purposes has been inserted in the
amendment to section 303 (a) (1) of the revenue act of 1926 made-l?fr
section 805 of the bill. For example, a decedent dies leaving a will
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under which he devises an office building to X. The huilding, unin-
sured, burns down and X claims a deduction for the loss in his Income-
tax return. The executor of the estate will not be entitled to a deduc-
tion for the loss in determining the net estate reported in the estate-
tax return thereafter filed. However, if the estate-tax return claiming
the deduction is first filed X will not be entitled to the loss deduction

in- his income-tax return.
SecrioN 23 (g). CLERICAL

This is one of the series of amendments discussed in connection
with section 111 (a) on a later page of this report.

SecrioNn 23 (1).. CLERICAL

This is a change made necessary by the proposed amendment to
section 117, relating to net losses. A

SectioNn 23 (1). DePLETION

The House bill requires a change in the annual depletion allowance
where a new estimate of the number of the recoverable units is made
in the light of subsequent events. The effect of the amendment is
shown by the following example:

A purchased for $1,000 an ore body with estimated recoverable
units of 1,000. He removes 500 units and takes depletion deductions
aggregating one-half of his cost, or $500. Subsequently it is ascer-
tained that there remain in the mine 1,500 recoverable units and
the original estimate of 1,000 recoverable -units is revised. Under
the amendment, his unrecovered cost ($1,000 less $500) would be
spread over the revised estimate of the recoverable units (1,500)
with the result that on each unit thereafter removed he would be
allowed a depletion deduction of 33% cents per unit instead of $!

er unit.
P The provision in the House bill has been amended so as to make it
clear that it is also to apply where the revision of the estimate of
recoverable units results from day-to-day operations.

The cross reference contained in the House bill to section 114 (b) (3)
relating to percentage depletion is changed in view of the fact that
percentage depletion has been extended to metal mines as well as to

sulphur and oil and gas wells.

Secrion 23 (n) (3). CLERICAL

This is & clerical amendment made necessary because section 7 of
the vocational rehabilitation act has been superseded by section 12

of the World War veterans’ act, 1924.

SectioN 23 (p) (1). DivipEnps RECEIVED BY A CORPORATION FROM
AN ExEMPT CORPGRATION

Dividends received by a corporation are allowed as a deduction in
computing the net income of a corporation, upon the theory that a
corporate tax has already been paid upon the earnings out of which
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the dividends are distributed. Where, however, the distributing cor-
poration is exempt from tax, there is no reason why the dividends
should be deducted from the gross income of the stockholder corpora-
tion. Accordingly, the existing law has been changed to deny the
deduction in such a case.

SectioN 23 (q). CoNTrIBUTIONS TO PENnsioNn Trusts UNpErR 1928
Acr '

An amendment to the House bill has been inserted to make sure
that any deduction allowable under the corresponding subsection of
the 1928 act and apportioned under that act to any year or years
subseﬂluent to 1931 may be allowed for any taxable year covered by

the b
SecrioN 23 (r), (s), AND (t). LiMiraTioN oN Strock Losses

There are no provisions in existing law corresponding to section
23 (r), (s), and (t). Many taxpayers have been completely or par-
tially eliminating from tax their income from salaries, dividends, rents,
etc., by deducting therefrom losses sustained in the stock and bond
markets, with serious effect upon the revenue. It is apparent that a
number of these losses are taken for the sole purpose of tax
avoidance.

The House bill, in recognition of this situation, provided for the
disallowance of all losses sustained on the sales of stocks and bonds
to the extent that such losses exceeded the gains from similar trans-
actions. Losses on stocks or bonds held over two years were offset
against gains on such assets held over two years, and losses on the
sales of stocks or borfls held two years or less were offset against .
gains on such assets held two years or less. Subject to certain limita-
tions an excess of losses over gains in one of the above mentioned
groups could be offset against the gains in the other group. The
amount of the losses not allowed within the taxable year, in no case,
could be carried forward to the succeeding year.

Your committee, while in general agreement with the purpose of
the House bill, believes that the method adopted to carry out this
Purpose is somewhat too drastic in that it penalizes pure investment
osses as well as mere speculative losses. '

As now drafted the limitation that losses on stocks and bonds can
only be taken to the extent of gains from similar transactions is con-
fined to the sale of such securities which have been held for two years
or less. Gainsor losses arising from the sale for stocks and bonds held
for over two years are in sall cases treated precisely as under present
law, whether such losses are incurred by a corporation or an individual.
In this connection it should be stated that such losses are alread
subject to a very considerable limitation for tax purposes, inasmuc
as, in the case of an individual, the reduction in tax can not exceed
12% per cent of such losses. Since the individual may pay a tax as
high as 54 cents in the dollar under the rates proposed by your cor-
mittee, the fact that the 12)% per cent limitation applies may roduce
the advantage of a given loss for tax purposes by more than 75 per
cent. Further limitation appears unnecessary in view of the above
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and because of the fact that these transactions are usually nonspecu-
lative in charactes

The method recommended by your committee in dealing with trans-
actions in stocks and bonds held for two years or less, which obviously
comprise the bulk of speculative transactions, may be stated as fol-
lows: The excess of losses over gains in these transactions is not allowed
‘a8 & deduction against other income, but such excess may be carried
forward and applied against gains from similar transactions in the
subsequent year, provided first, that there is deducted from said excess
the amount of any losses brought forward from the preceding year,
and second, that the remainder may not be carried forward in an
amount exceeding the net income of the taxpayer for the current tax-
able year. The reason for the first limitation is to restrict the carry-
over to one year. The reason for the second limitation is to prevent
the taxpayer from obtaining a deduction in the subsequent year for
stock losses of the current year which losses under existing law would
have resulted in no tax benefit to the taxpayer in the current year
because of the absence in such year of income against which to take
the losses.

In this discussion of the limitation on stock losses, stocks and
bonds held by a taxpayer primarily for sale in the course of his trade
or business are treated as stocks and bonds held for two years or less
regardless of the timo for which they may have been held.

The effect of these provisions may be illustrated by the followin
examples, wherein the terms 1-year losses and 1l-year gains are use
to denote losses or gains from the sale of stocks and bonds held for

two years or less:
Case No. 1 (a)—Individual return. 1932

Net income from salaries, dividends, rents___._.____________________ $50, 000
Excess of 1-year losses over 1-year gains for 1932 .__ ... _____._._._. 100, 000
1-year losses brought forward from prior year_._______ .. _______._. O]

Taxable income (present law)__..____ ... __.. e - -
Taxable income (House bill) ... ... 50, 000
Taxable income (Finance Committee bill) _____.___.____ . _________ 50, 000
Amount allowed as carry-over (Finance Commitice bill)______._____._ 50, 000

In the above case it will be noted that the carry-over is limited to
the net income, that is, to $50,000, although the 1-year losses not
deducted in 1932 amount to $100,000. The taxable income isthe
same under the House bill and the Finance Committee bill.

Case No. 1 (b)—Individual return 1933

Net income from salaries, dividends, rents_. ... .____ e mmmmm————— $100, 000
Excess of l-year losses over 1-year gains, computed without regard to

the carry-over from 1032 ___ oL 75, 000
l-year losses brought forward from 1932_ _ . _ ... . _._.___.. 50, 000
Taxable income (present law) ___ . . . iiamaacan 25, 000
Taxable income (House bill) - . e 100, 000
Taxable income (Finance Committee bill)..___._. e PP e 100, 000
Amount allowed as carry-over (Finance Committee hill) . ____...__.. 75, 000

In the above case it will be noted that the net income limitation
on the carry-over does not operate to cut down the amount of the
carry-over, which is $75,000; i. e., the excess of 1-year losses over
1-year gains in 1933 computed without regard to the $50,000 carry-

over from 1932,

1 None at'owab'e
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Case No. 1 (¢)—Individuat return, 198}

Net income from salaries, dividends, rents________ .. . _ .. __._____ $150, 000

Excess of 1-year gains over l-year losses, computed without regard to
the carry-over from 1933 . e eeamcaaan 65, 000
1-year losses brought forward from 1933 _ . - emeaoiaaaaiil L 75, 000
Taxable income (present law) o oo aeo el 215, 000
Taxable income (House bill) .. ... 215, 000
150, 000

Taxable income (Finance Committee bill) . ______._____________.___
Amount allowed as carry-over (Finance Committee bill) . _ ... ____. . ......

In the above case it will be noted that the carry-over from 1933
is sufficient to eliminate from tax the 1-year gains of $65,000 in 1934,
but that there will be no carry-over to 1935. The taxable income
under the House bill is $215,000 and under the Finance Committee
bill $150,000, showing some measure of relief to compensate for the
denial of losses in the preceding year.

If cases 1 (a), 1 (b), and 1 (¢c) are surveyed as a whole, it will be
found that over a 3-year period the individual under present law
would pay taxes on $240,000, under the House bill on $365,000, and
under the Finance Committee bill on $300,000. ‘

Case No. 8—Corporation, 1933

Operating net income. . _. .o i eiciiiaaaes £200, 000
100, 000

Losses from sale of stocks and bonds held over 2 years_____.________
Excess of 1-year gains over 1-year losses, computed w.thout regard to

the carry-over from 1932 . _ __ e 50, 000
1-year losses brought forward from 1932 . ______ 25, 000
Taxable income (House bill) .. ._.._ 200, 000

125, 000

Taxable income (Finance Committee bill) - _ . ..o oo ..
Carry-over to 1934 (Finance Committee bill) . .. _ ... __.._._..

It will be noted in the above case that the corporation under
the Finance Committee bill secures substantial relief over the results
obtained by the House bill.

The exemption from the restrictions of these provisions provided for
in the House bill is retained in the case of a dealor in securities (i. o., a
merchant of securitics whother an individual, partnership, or cor-
poration, with an established place of business, regularly engaged in
the purchase of securities at wholesale and their resale to customers);
in the case of losses sustainted in connection with transactions with
customers in the regular course of business. Your committee recom-
mends extending this exemption to banks and trust: companios
incorporated under the laws of the United States or of any State or
Territory, since it appears that such institutions should receive as
favorable treatment as the dealers in securities. Traders or other
taxpayers who buy and sell securities for investment or speculation,
whether or not on their own account, and irrespective of whether such
buying or selling constitutes the carrying on of a trade or business,
are not regarded by your committee as dealers in securities within the
meaning of this rule, and are not given exermnption. L

Subsection (s) requires that gains or losses from short sales of stocks
and bonds, or from privileges or options to buy such securities, shall be
treated as gains or losses from the sale or exchange of stocks and bonds
held for less than two years. Your committee 1s of the opinion that
there should be no distinction between such transactions and sales
or exchanges of stocks and bonds. Accordingly, the limitation on
stock losses is extended to this type of transactions, ‘
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Under subsection () the term “stocks and bonds” is defined.
Federal, State, and municipal bonds are excluded from the definition
so a8 not to hamper the sales of such securities. Bonds of foreign

governments are also excluded. :

SectioN 25 (a). CrEDIT OF DIvIDENDS FOR NORMAL Tax Purroses

Your committee has restored to the bill the provisions of existing
law permitting a credit for dividends for purposes of the normal tax.
The provisions of the bill as reported by your committee represent a
return to the rule established in prior revenue acts, which is designed
to prevent a form of double taxation.

Secrion 25 (a) (1). Divipenps RECEIVED BY INDIVIDUALS FROM
ExeMpr CORPORATIONS

Dividends of a domestic corporation received by an individual are
allowed as a credit against net income in computing the normal tax
on the theory that the normal tax has already been paid by the cor-
poration. Where, however, such corporation is one which is exempt
from tax there is no reason why the dividends should not be subjected
to normal tax when received by the stockholders. . The law is changed

to accomplish this purpose.
SecTION 25 (¢). PERSsoNAL EXEMPTION

Under existing law, for the purposes of the normal tax only, a single
person is entitled to a personal credit against income of $1,500 and
a married person or head of a family is entitled to $3,500. On
account of the urgent need for revenue, the personal exemption was
by the House bill reduced to $1,000 in the case of a single person and
to $2,500 in the case of a married person or head of a family.

SEcTION 25 (6). CHANGE OF STATUS

Under existing law the credit for dependents is determined by the
status of the taxpayer on the last day of the taxable year. A similar
rule is applied with respect to the personal exemption in the case of
a change of status on account of death. If the change in status is
due to causes other than death a different rule applies in determining
the amount of the petsonal exemption. These varying rules operate
unjustly against both the Government and the taxpayer. For
example, if a wife dies on December 30, her husband may be entitled
only to the exemption allowed a single person., If the wife had
income of her own she would be entitled to the personal exemption
allowed a married person; in addition her husband would be entitled
to the exemption allowed to a single person. Furthermore, if a child
becomes 18 years of age on December 30, the parent loses the benefit
of the $400 credit for dependents. The committee sees no reason
for these varying rules. Accordingly, the proposed bill provides
that if the status of the taxpayer, in so far as it affects the personal
exemption or credit for dependents, changes during the taxable

ear, tho exemption and credit shall be apportioned on a monthly
asis under rules and regulations prescribed by the commissioper
with the approval of the Secretary.
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Secrions 25 (f) aANp 25 (g). EArNED INcOME CREDIT

The proposed amendments add subsections (f) and (g) to section
25 and are in lieu of section 31 of the existing law. Subsection (f)
changes the forin of the credit from a credit against the tax equal to
25 per cent of the tax on the earned net income to a credit against
net income (but only for normal tax purposes) equal to 12% per
cent of the amount of the earned net income. ile this change
produces approximately the same result as the old system at the new
- rates it greatly simplifies the computation of the tax, eliminating
14 items from the return form. To prevent the credit from absorbing
unduly the tax on other income it is provided that the amount of the
credit shall in no case exceed 12% per cent of the actual net income
as distinguished from the earned net income.

Subsection (g) is the same as section 31 (a) of the existing law
except that the $30,000 limitation on earned net income is reduced

to $12,000.
SectioN 26. CrEDITS OF CORPORATIONS AGAIN3ST NET INCOME

The present law allows a credit against not income of $3,000 in the
case of corporations having a net income of $25,000 or less, Under
the House bill the credit 1s reduced to $1,000 and granted only to
corporations having a net income of $10,000 or less. %’our committee
has eliminated this credit entirely in view of the urgent need for

revoenue.

StcrioN 44 (d). TRANsMIsSION AT DEATH OF INSTALLMENT
(OBLIGATIONS -

Your committee has added to section 44 (d) a provision that the sub-
section shall not apply to the transmission at death of installment
obligations if a bond is filed in the proper amount conditioned upon
the return as income by any person recelving any payment on account
of such obligations of the same proportion of such payment as would
have been returnable by the decedent had he lived and received the
same, It has come to the attention of your committes that con-
siderable hardship sometimes occurs in the application of existing law
to cases of decedents who die possessed of substantial amounts of
installmont obligations. In such cases the entire amount of the
profit represented by the obligations must be reported as income in
the return of the decedent for the year of his death. Your com-
mittee believes that if, for example, the estate of the decedent or his
next of kin or legatees file a bond to return as income the proper
proportion of the payments received by them on account of the
installment obligations received from the decedent, the revenue will
be properly protected. This section is accordingly amended to

provide for such procedure.
SecrioN 47 (e). CLERICAL

This is a clerical change made necessary by the elimination from
section 26 of the specific credit of corporations against income.
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SecrioN 51 (a) aNDp (b). CLERrICAL

These are amendments made necessary as the result of the amend-—
ments made to section 25 (c), reducing the personal exemption to
$1,000 for a single person and $2,500 for a married person.

Stcrion 101 (¢) (8) (C). CLERICAL

This amendment makes a clerical change in this subscction by
inserting a reference to the revenue act of 1928 in licu of a reference
to the revenue acts of 1924 and 1926. The revenue acts of 1024
and 1926 are omitted, for the reason that if any taxpayer received
stock or securitics in a distribution wherein no gain or loss was
recognized under such acts, such stock or securities have necessarily
been held for more than two years prior to January 1, 1932, the effec-
tive date of this title.

Sections 101 (¢) (8) (D), 113 (a) (11), aAxp 118. Wasn Sarks

Section 101 (¢) (8) of the existing law recognizes that in certain
cases where the gain or loss basis of old property carries over, in
whole or in part, to newly acquired property, the newly acquired
property is regarded as taking the place of the old property and the
two are regarded as the same property for the purpose of deter-
mining the period the property was held. The existing law does not
specifically cover the cases of property acquired in connection with a
wash sale, although no loss from such sale was recognized under
section 118 and the basis of the old property is earried over in whole
or in part under section 113 (a) (11) to the new property. Your
committee sees no reason why property acquired un(]m' these circum-
stances should not be accorded the same treatment as is accorded in
other similar cases. Accordingly, a new subparagraph (D), added
to section 101 (¢) (8) by the House bill, is concurred in by your
colmnmittee,

In many cases of “wash’’ sales the shares disposed of in the “wash”
sale have been purchased at different times and at different prices, or
the shares repurchased in connection with the sale are subsequently
sold at different times and at different prices, or the number of shares
repurchased are greater or less than the number of shares sold. In
all such cases some allocation as between the shares sold and the shares
repurchased is absolutely essential in order to apply the new “‘ tacking”’
provision included in section 101 (¢) (8); and such allocation is, in
fact, equally desirable in determining the amount of the loss to be
disallowed on the ‘“wash’ sale and the basis for computing future
gain or loss on the shares repurchased in connection with the “wash”’
sale. In the prior act it was assumed that such identification or
allocation was unnecessary or, if necessary, could readily be made.
In the types of cases mentioned above an accurate allocation is often
impossible, and resort must be had to some rule of thumb. As it
would be impracticable to state in the act a rule of uniform application
to all the poessible types of cases, it is provided in subsections (b) and
(c) of section 118 that such allocation shall be made under rules and
regulations to be prescribed by the commissioner. The allocation so
made will, of course, be applicable not only for the purpose of section
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118 but also for the purposes of sections 101 (¢) (8) and 113 (a) (11).
In view of this new provision the last sentence of section 118 of the
1928 act has been eliminated.
Section 118 has been amended to show (,learlv that the wash sale
Drowsmns apply to sales and repurchases occurring on the same day;
1a change is regarded as declaratory of the existing law and is made
in 1 the interest of clarity only. The section has also been amended to
_make it clear that it applies only to cases of the acquisition of sub-
stantially identical stock or sccurities by purchase or through a taxa-
ble exchange on which the gain or loss was (ully recognized ; the result
of the amendment is to eliminate any possiblity of a conflict between
section 113 (a) (11) and other basic provisions of the law. Other
changes in the language of sections 113 (a) (11) and 118 are for

clarification only.

SEC'I‘ION 103 (11). ExemrrioN oF MurvarL Ham, CycLong,
Casuarty, orR Fire INsuraNncke COMPANIES

The provisions of the existing law if subject to the interpretation
somelimes contended for would result in the exemption of virtually
all mutual property insurance companies without regard to their
character or manner of organization and operation. Thus it is con-
tended that the phrase ‘““or other” following ‘‘farmers’”’ does not
restrict the exemption to those companies which are similar to the
type commonly known as “farmers’” and that this phrase in fact
embraces practically all mutual property insurance companies which
arc not ““farmers’” oompnmes It is also contended that the clause
in the existing law requiring the income to he “used or held for the
purpose of paying losses or expenses” is complied with by all mutual
companies, since all such companies arce at least in principle required
to hold all of their income for the payment of losses (present or pros-
pective) and of expenses. In order to state more clearly what your
committee believes to be the true policy underlying the exemption of
mutual insurance companies of this general class the bill confines the
c\cmpblou to compmnm of the type commonly known as “farmers’,”

“county,” ‘“town,"” or ““local” mutuals, with the samo hnutatmn as
in the existing law that the income must be used or held for paymg
losses or expenses. The use of the words ““farmers’,”” “county,” etc.,
es modifying the word “mutuals” is not mtulded to describe or
denote different types of mutual insurance companies but rather to
indicate some, if not all, of the designations employed in the several
State stntutes to denotb the same general type of mutual insurance
companies. Companies of this type are alinost without exception
organized under statutes which restrict the territorial scope of their
operations and also their manner of organization and operation so as

to preserve their truly mutual character.

Skcrions 111 (a), 113 (a), 113 (b) (2), 114 (a), 114 (b) (1), AND 23 (2).
ApsusTep Basis ror DererMiniNng GAIN, Loss, DEPRECIATION,

"AND DeprLETION
Sections 111 (a), 114 (a), 114 (b) (1), and 23 (g) of the 1928 act

Erowde in substance that gnin, loss, depreciation, and depletion shall
e determined upon the “hasis provided in section 113.” Subsec-
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tion (a) of the latter section provides, in the case of certain gifts or
exchanges of property, where no gain or loss results or where any gain
or loss which might result is not recognized, in whole or in part, that
the basis of the property shall be continued or carried over beyond the
time of the gift or exchange substantially as if the gift or exchange had
not occurred. The cases covered by these provisions fall roughly
into two general classes: (1) Where the basis of the property in the
hands of the taxpayer is the same as it was in the hands of the trans-
feror, and (2) where the basis of the property in the hands of the tax-
payer is the same as the basis of property previously held by the
taxpayer. : , '

hese provisions, however, do not in terms state whether ‘“basis”
means (1) the original capital investment in the property, or (2) the
net capital investment in the property at any given point of time
.after adjustment for such items as have had the substantial effect of
increasing or diminishing._the original investment. Subsection (b)
of section 111 requires the making of such adjustments to the basis, but
it is argued that this subsection is limited to the computation of gain
or loss under subsection (a) of the same section, after the basis has
been determined under section 113. Hence, it has been contended
that the adjustments provided for in section 111 (b) have no place and
are to be disregarded in the determination of the basis under section
113. Some support for this contention is found in the decision of the
Board of Tax Appeals in the case of Burlington Gazette Co. (21
B. T. A. 156), construing the corresponding provisions of the 1924
and 1926 acts.

In some simple cases the principle contended for creates no great
practical difficulties. But in the great number of cases which are
covered by the provisions of section 113 requiring a continuation or
carry-over of basis, this principle would produce results palpably
contrary to the whole spirit and purpose of the law. :

Suppose that Corporation A buys machinery for $10,000, holds
it for a period of years during which $2,500 of depreciation is written
off and allowed as deductions, and then transfers the machinery to
Corporation B in a tax-free reorganization. Under section 113 (a)
the basis of the property in the hands of Corporation B is the same as
it would be in the hands of Corporation A. Under the principle
contended for, B, if it sold the property the day after the transfer
from A, could compute gain or loss on the $10,000 cost of the property
to A undiminished by t%e depreciation which had been allowed to A;
or, if B continued to hold the property, it could recover through
depreciation deductions the full $10,000 cost of the property to A,
notwithstanding the fact that $2,500 of this cost had already been
returned to A through depreciation deductions. Certainly no such
result was ever intended. Since A was permitted to transfer the
property to B free of tax, B should merely take A’s position in respect
to the property and should recover the same capital investment that
A would have recovered had it continued to own the property.

Or, suppose that M buys stock of the X Corporation for $10,000,
holds it for a period of years, during which he receives distributions
of $2,500 which are properly applicable against basis, and then ex-
changes the stock for stock of the Y Corporation in a tax-{ree reorgan-
ization. Under section 113(a) the basis of the Y stock, in the hands
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of M, is the same as the basis of the X stock. Under the principle
contended for, if M should sell the Y stock, he could compute gain
or loss on the full $10,000 cost of the X stock, notwithstanding the
fact that he had received distributions on the X stock which should
have reduced the basis. - If M had continued to hold the X stock and
then sold it, he would, admittedly, be required to reduce the $10,000
cost by the $2,5600 of distributions applicable against basis. Since
M was permitted to make the exchange of stocks free of tax, the law
clearly intends that the Y stock should simply take the same positiomr
as the X stock, and that M should recover the same capital investment
from the Y stock which he would have recovered from the X stock
had he continued to own it,

The committee does not believe that the existing law will be inter-
preted in the manner claimed and the whole purpose of the law
defeated l:ﬁ so obviously a narrow construction. The provisions of
the new bill, however, are designed to remove any possibility of con-
troversy over the matter.

In providing more clearly for this type of cases, the committee has
found it advisable to make a number of changes in the arrangement
and phraseology of the provisions of the 1928 act relating to gain,
loss, depreciation, and depletion.

Instead of using the term ‘“‘basis” interchangeably to denote two
different concepts, the new bill en(liploys the terms ‘‘ unadjusted basis”’
(or, for brevity, ‘“basis”’) and ‘‘adjusted basis.” ‘“Basis’’ means the
original capital investment in the property and is provided for in sub-
section (a) of section 112, ‘“Adjusted basis’’ means, in substance, the
net capital investment in the property at any point of time when it
becomes material to determine gain or loss, depreciation, ete. It is
the ‘“basis’’ determined by reference to subsection (a), adjusted in the
manner provided in subsection (b).

Whereas sections 23 (g), 111 (a), 114 (a), and 114 (b) (1) of the
1928 act referred to the ‘“basis provided in section 113,” the corro-
sponding sections of the new bill make reference to the ‘‘adjustad
basis provided in section 113 (b).”

The adjustment provisions which in the 1928 act were included
in section 111 have been taken out of that section and, with certain
changes to be mentioned separately (see discussion under sec.
113 (%))), included in section 113 as subsection (b). Paragraph (2)
of this subsection contains the specific provisions governing the case
of a ‘““substituted basis’’; that is, where the ‘“basis’’ is continued
or carried over from one person to another or from one piece of
property to another. It is provided, in substance, that where there
18 a substituted basis or a series of substituted bases, not only the
“basis” itself, but also the adjustments pertaining thereto must. be
continued or carried over. For exam}i)le, A purchases the X building
and subsequently gives it to his son B. B exchanges the X building
for the Y builtfing in a tax-free transaction, and then gives the -
Y building to his wife C. C, in determining gain or loss or deprecia-
tion upon the Y building, is required to take account of the deprecia-
tion which was successively allowable to A and B ugon the X building
and to B upon the Y building, in addition to the depreciation allow-

~able to herself during her ownership of the Y building.
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SecrioN 112 (¢) (2). CLERICAL

This amendment of the House bill is made necessary to carry out
the policy of your committee in restoring the provision of section
115 (b) of existing law exempting from tax earnings or profits accu-
mulated or increase in value of propert,y accrued before March 1,

1913, ,
SecTioN 112 (h). CLERICAL

The present law in section 112 (h) provides that the distribution in
pursuance of a plan of reorganization by a corporation a party to the
reorganization of its stocks or securities or stocks or securities in
another corporation a party to the reorganization shall not be con-
sidered a distribution of earnings or profits for certain purposes of the
tax law. Obviously, this rule should be applied only if no gain to
the distributee was recognized by law, ancf the House bill inserted
a provision to this effect.

SectioN 112 (k). TRANsFERS TO ForEIGN CORPORATIONS

Property may be transferred to foreign corporations without
recognition of gain under the exchange and reorganization sections of
the existing law. This constitutes a serious loophole for avoidance
of taxes. Taxpaycrs having large unrecalized profits in securities
may transfer such securities to corporations orgenized in countries
imposing no tax upon the sale of capital assets. Then, by sub-
sequent sale of these assets in the foreign country, the entire tax
upon the capital gain is avoided. For example, A an American
citizen, owns 100,000 shares of stock in corporation X, which originally
cost him $1,000, /000 but now has a market value of $10,000,000.
Instead of selhnrr the stock outright A organizes a corporatxon under
the laws of Canada to which he transfers the 100,000 shares of stock
in exchange for the entire capital stock of the Canadian company,
This transaction is a nontaxable exchange. The Canadian corpora-
tion sells the stock of corporation X for $10,000,000 in cash. The
latter transaction is exempt from tax under the Canadian law and is
not taxable as United States income under the present law. The
Canadian corporation organizes corporation Y under the laws of the
United States and transﬁzrs the $10,000,000 cash received upon the
sale of corporation X’s stock in etchange for the entire capital stock
of Y. The Canadian corporation then distributes the stock of Y
to A in connection with a reorganization. By this series of trans-
actions, A has had the stock of X converted into cash and now has it
in complete control.

While it is probable that the courts will not hold all transactions
of this nature to be tax-free exchanges, the committee is convinced
that the existing law may afford opportunity for substantial tax
avoidance. To prevent this avoidance the bill withdraws the trans-
action from the operation of the nonrecognition sections where a
foreign corporation is a party to the transaction, unless prior to the
exchange the commissioner is satisfied that the transaction is not in
pursuance of a plan having as one of its principal purposes the avoid-
ance of taxes. It will be noted that under this provision s taxpayer
acting in good faith can ascertain prior to the transaction, by sub-
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mitting his plan to the commissioner, that it will not be taxableif carried
out in accordance with the plan. Of course, if the reorganization or
the transfer is not carried out in accordance with the plan submitted
the commissioner’s approval will not render the transaction tax free.
This subsection provides for the full recognition of gain from any
transaction described in any of the designated subsections (b) (3),
(4), and (5), (d), (g), and so much of (c) as refers to .(b) (3) and (5),
involving a foreign corporation or the stock or securities thereof.
That is, the entire amount of gain will be recognized upon any transfer
of property to or by a foreign corporation, any exchange of stock or
securities for stock or securities of a foreign corporation or vice versa,
or any distribution by or to, or of the stock or securities of, a foreign
corporation, unless prior to the transaction the commissioner is
satisfied that it is not in pursuance of a plan having as one of its princi-
pal purposes the avoidance of taxes. For all other purposes, including
the nonrecognition of loss in any transaction described in the foregoin
subsections, the tax status of a foreign corporation is.not aﬁ’ecbeg

by the new subsection. , : .
Another aspect of this same problem is discussed later in this

report in connection with Title VII.

SrcrioN 113 (&) (7). Basis or ProPERTY TRANSFERRED TO A CoOR-
PORATION WHERE CoNTROL REMAINS IN THE SAME PERSONS-

Section 113 (a) (7) of the existing law provides that where in con-
nection with a reorganization assets are transferred from one corpora-
tion to another, the assets so transferred shall retain the same basis
in the hands of the new corporation as they had in the hands of the
old corporation; but the application of this section is limited to cases
in which an interest or control of 80 per cent or more in the assets so
transferred remains in the same persons. This 80 per cent limitation
has been reduced to 50 per cent to check tax avoidance, for the reason
that experience indicates it is easy to secure a temporary investment
of 21 per cent of friendly capital in the new corporation and thereby
secure a stepped-up basis for the property transferred. :

SecrioN 113-(a) (8). ProrERTY ACQUIRED BY IsSUANCE OF STOCK OR
AS PAIp-IN SUurpPLUS

This subsection was changed in the House bill in order to reflect
the long-established position of the Treasury Department relative to
the basis of property transferred to a corporation as paid-in surplus,
The Treasury has. consistently regarded the basis of such property
to the corporation as being the same as the basis of the property to
tho transferor. However, the recent decision of the Board of Tax
Appeals in Rosenbloom Finance Corporation . Commissioner, 24
B. T. A. 763, has opened an unexpected avenue of avoidance which,
if ultimately sustained, might result in considerable loss of revenue.
This decision holds that the basis of property transferred to a cor-
poration as paid-in surplus is the fair market value of such property
at the date of transfer. Regardless of the ultimate outcome of the
Rosenbloom case, it appears advisable to amend subsection 113 (a)
(8) by the addition of a paragraph providing for carrying over the
" transferor’s basis in such a case, in order to Insure the continuation
of this long-established rule.

8 R-—72-1—voL 2—-16
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Your committee has added to section 113 (a) (8) (B) a provision
that the basis of property transferred to a corporation as a contribu-
tion to capital shall be the same as the basis in the hands of the

transferor.

SecTioN 113 (a) (12). DETERMINATION AND ADJUSTMENT OF THE
Basis oF PropPErRTY ACQUIRED DURING AFFILIATION

The Treasury regulations prescribed under section 141 (b) of the
revenue act of 1928 require the members of an affiliated group to
reduce the basis of the stock of another member of the affiliated
group which they hold by the losses of such member which were
1included in the consolidated return to offset the ineeme of the other
members and which could not have been availed of by such mem-
ber as a net loss if it had made separate returns. It is contended
that, unless the statute requires such prior reduction of basis to be
‘recognized for 1932 and subsequent years, the effect of the reduction
under the regulations will be lost. Accordingly, your committee has
amended this section so as to require that the basis of property
acquired during any period in 1929 or any subsequent taxable year
in respect of which a consolidated return is filed shall not only be
determined under the regulations prescribed under section 141 (b)
of this bill and the revenue act of 1928 but also that such basis shall
be adjusted in accordance with such regulations, Under this amend-
ment, corporations which were affiliated and filed consolidated returns
for any one or more of the years 1929, 1930, or 1931 can not, by
filing separate returns in 1932, avoid the adjustments required b
the regulations in force at the time the consolidated returns were ﬁle({

Secrion 113 ’(a) (13). ProrerTY ACQUIRED BEForRE MARCH 1, 1913

The rule as to property acquired before March 1, 1913, which was
stated as subsection (b) of section 113 in the 1928 act, is now stated
as paragraph (13) of subsection (a). The language of the former
provision has been changed largely for the purpose of giving clearer
recognition to the fact that the adjustments to cost in respect to
the period prior to March 1, 1913, must be made before the com-
parison between cost and March 1, 1913, value is made.

For example, the cost of property acquired in 1905 was $100,000,
and the depreciation sustained up to March-1, 1913, $25,000, so that
the adjusted cost on March 1, 1913, was $75,000, At that date the

—fair market value of the property was $65,000. Since this is less than
the adjusted cost at March 1, 1913, it is disregarded. The “basis”
is, therefore, cost, or $100,000, and this amount, adjusted for depre-

~ ciation both prior and subsequent to March 1, 1913, becomes the
“adjusted basis.” , , ~

Suppose, however, that the fair market value at March 1, 1913,
was $85,000. Since this is greater than the adjusted cost at that date,
it is taken as the ““basis,” and this amount, adjusted for depreciation
subsequent to March 1, 1913, becomes the ‘‘adjusted basis.”
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SecrioN 113 (b) (1). AvsustEp Basis

Paragraph (1) of section 113 (b) of the bill corresponds: sub-
sta.ntiaﬁy to section 111 (b).of the 1928 act.

The subparagraph lettered (B) in the prior act has-been separated
into two subparagraphs lettered (B) and (C), to indicate more clearly
the different rules applicable to the period since February 28, 1913,
and the period prior thereto. ‘

In subparagraph (B), relating to depreciation, etec., for the period
since February 28, 1913, the bill requires that adjustment be made
““to the extent allowed (but notless than the amount allowable)”
instead of by the amount * * * allowable” asin the prior act.
The Treasury has frequently encountered cases where a taxpayer,
who has taken and been allowed depreciation deductions at a certain
rate consistently over a period of years, later finds it to his advantage
to claim that the allowances so made to him were excessive and that
the amounts which were in fact ‘‘allowable’” were much less. By
this time the Government may be barred from collecting the additional
taxes which would be due for the prior years upon the strength of the
taxpayer’s present contentions. The Treasury is obliged to rely very
largely upon the good faith and judgment of the taxpayer in the deter-
mination of the allowances for depreciation, since these are primarily
matters of judgment and are governed by facts particularly within
the knowledge of the taxpayer, and-the Treasury should not be
penalized for having approved the taxpayer’s deductions, While the
committee does not regard the existing law as countenancing any
such inequitable results, it believes the new bill should specifically
preclude any such possibility. Your committee has not thought it
necessary to include any express provision against retroactive adjust-
ments of depreciation on the part of the Treasury as the regulations
of the Treasury seem adequate to protect the interests of taxpayers
in such cases. These regulations require the depreciation allowances
to be made from year to year in accordance with the then known
facts and do not permit a retroactive change in these allowances by
reason of the facts developed-or ascertained after the years for which
such allowances are made.

The requirement in sub arag aph (B) of the House bill that the
adjustment for depletion should be computed without regard to dis-
covery value or percentage depletion is eliminated in the bill as to
all adjustments in respect of the taxable year 1932 and subsequent
years, Your committee believes it only fair that the basis of the
property should be adjusted to the full extent of the depletion allow-
ances, without regard to the method by which these allowances are
determined. In view of the substantial change from the existing law
in this respect, your committee is of the opinion that it should not
disturb the depletion adjustments in respect of years prior to 1932,

The existing law requires the basis of stock to be reduced by dis--
tributions which, under the law when made, were applicable against
basis. The bill, in subparagraph (D), requires, in addition, that basis
be reduced by distributions which were free of tax when made. = The
Board of Tax Appeals has held that distributions out of profits accu-
mulated before March 1, 1913, were not technicn_llr a return of capital,
because made out of profits rather than capital, and could not be
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applied against basis in the absence of a specific statutory require-
ment. Some of the earlier revenue acts, while exempting such dis-
tributions from tax, did not in terms require them to ‘ie applied
against basis, and distributions made during the effective periods of
these acts would not, under the language of the existing law, be
applicable against basis. The reason for exempting distributions of
this character was that they were regarded as closely akin to a return
of capital, whether or not technicaﬁy such, and the same reasoning
requires that they be applied in reduction of basis.

~

SecrioN 114. Basis ror DEeprreTION

The amendment to paragraph (b) (2) as contained in the House
bill makes it clear that in the case of metal and sulphur mines the
depletion allowances may not longer be computed upon the basis of
discovery value. ,

Paragraph (b) (3) of the House bill has been aménded by the
elimination of the word “sulphur’ to restrict the application of the

paragraph to oil and gas wells.

SecrioN 114 (b) (4). PerceNTAGE DEPLETION FOR METAL MINES
AND SULPHUR

Under paragraph (b) (4) metal mines are granted a percentage
depletion allowance of 15 per cent, and sulphur mines or deposits of
23 per cent of the gross income fromn the property during the taxable
year. As in the case of oil and gas wells tﬁjs allowance can not exceed
50 per cent of the net income of the taxpayer from the property. In
respect to the taxable years 1932 and 1933 the taxpayer is privileged
to have the greater of cither (1) the percentage depletion allowance
or (2) an allowance computed on the acI justed basis provided in section
113 (b) (usually cost or March 1, 1913, value, with adjustments).
This privilege is the same for those two years as that accorded both
under the existing law and the bill in the case of oil and gas wells
for all years. A

In the return for the taxable year 1933, however, the taxpayer is
required to state as to each property whether he elects to have the
depletion allowance for such property for succeeding taxable years
computed with or without reference to percentage depletion; this
election must be as between either percentage depletion or depletion
computed upon the adjusted basis. In the case of any property in
respect of which a return is first made in a year subsequent to the
taxable year 1933, the election indicated in the return for such year
shall be binding as to all future years. If the taxpayer fails to make
such election in the return in which it should be indicated, the depletion
allowance for that and succeeding taxable years will be computed on

the adjusted basis. _ -
SecrioN 115. SURPLUS AcCUMULATED PRIOR TO MagcH 1, 1913

Under the present law, if a corporation pays a dividend out of
earnings or profits accumulated before Marcll)l 1, 1913, or out of in-
crease in value of property accrued before March 1, 1913, the divi-
dend in either case is not taxable to the shareholder, but the amount
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of the dividend reduces the basis of the stock in his hands. Under
the House bill the dividend would be subject to tax as in the case of
any other dividend, and the basis of the stock would not be reduced.
The provisions of the present law have been in force, except for cer-
tain amendments, since the 1916 act, and your committee believes
that they should continue in force. Consequently, they have been
restored without change. v
- Under existing law, a distribution made from a depletion reserve
based upon discovery value of a mine is not taxable as a distribution
of earnings or profits but is applied in reduction of the basis of the
stock, There 18 no reason for exempting these distributions from
taxation, as they represent neither the return of capital nor earnings
accumulated prior to March 1, 1913. Accordingly, the last sentence
of section 115 (d) of existing law was eliminated by the House bill.
Under existing law, the provisions of section 115 (g) were made
applicable in the case of the cancellation or redemption of stock not
‘issued as a stock dividend only if the cancellation or redemption was
made after January 1, 1926. This provision was inserted to prevent
section 115 (g) being retroactive. It is, however, no longer necessary
because the proposed income tax title applies only to 1932 and sub-

sequent years. :

SecrioN 116. ExemprioN oF KArNED INcoME FROM SoUrces WiTH-
our THE UNITED STATES

This section has been amended by the elimination of the subsection
excluding from gross income amounts received by bona fide non-
residents of the United States from sources without the United States,
Your committee believes there is no reason for the continuance of this
exemption in the case of citizens of the United States rosiding abroad
for the reason that under other sections of the act such’ citizens are
granted- a credit for income taxes paid foreign countries and should
not he further relieved from Federal income taxes. Iurthermore, a
considerable proportion of the individuals previously benefited’ by
this subsection have been employees of the United States who, because
of their status as such, were usually exempt from any foreign tax
upon their compensation received from the United States; these citi-
zens are not believed by your committee to be entitled to a completo
exemption from the IFederal income tax upon such compensation,

SecrioN 116 (b). EMPLOYEES OF ALASKAN AND HAwATIAN GOVERN-
’ MENTS

Under the revenue act of 1928 the compensation of teachers in
Hawaii and Alaska is exempt from tax, but this exemption did not
extend to other Territorial employees. In the amendment of April
12, 1930 (ch. 136, 46 Stat. 161), to the Territorial act of April 30,
1900, salaries or wages paid by the Territory of Hawaii or any of its
political subdivisions for services rendered in connection with a gov-
ernmental function