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THE REVENUE BILL OF 1042

Ocroner 2, 1942.—O0rdered to be printed

My, Georcy, from the Committee on IFinanee, submitted the following

REPORT
{To accompany H. R. 7378)

The Committee on IFinance, to whom was referred the bill (H. R,
7378) to provide revenue, and for other purposes, having had the sameo
under consideration, report favorably thercon, with certain amend-
ments, and, as amended, recommend that the bill do pass.

SUMMARY OF Princiran C'HANGES
[. INDIVIDUAL INCOMIE TAX

1. Taxasne Yreans

In general the changes made by the bill with respeet to the individual
income tax are effective with respeet to taxable years bheginning after
December 31, 1941, However, exceptions are made with respeet to
certain technieal amendments and in the case of fiscal-year taxpayers,

2. PrrsoNatn Kxeverions annp Creprrs voi DEPENDLENTS

Personal exemptions.—Your committee recommends the adoption
of the provisions of the House bill which further broadens the indi-
vidual income-tax base by reducing the personal exemptions for a
married person from $1,500 to $1,200 and for a single person from $750
to $500.  The proposed exemptions on a weekly basis are $9.62 for a
single person and $23.08 for a married person.

Dependents.—The House bill made no change in existing Iaw with
respect to the $400 credit for each dependent under 18 years of age,
or one incapable of self-support.

Your committee recommends reducing this eredit to $300.  Prior
to the last World War no credit for dependents was allowed, and

1



2 THE REVENUE BILL OF 1842

during the period 1917-20 a $200 credit was allowed for each depend-
ent.  Since 1920 the credit has remained at $400 although the per-
sonal exemptions have been drastically reduced. It is estimated that
this change will add 600,000 new taxpayers. The following table
gives a comparison of personal exemptions and credit for dependents
under prior revenue acts:

TapsLe I—Personal exemplion and credil for dependents allowed under the Revenue
Acts of 191841, the House bill, and Senate Finance Committee bill

Personal exemption and credit for

dependents
Single or mar-
Revenne Act Income year ried and not | Marrled and
Hving with | living with Credit for
husband or | husband or each de-
wife and not | wife, or head pendent
head of fam- of family
fly
Mar, 1, 1913, to Deo. 81, 1915 ' $3, 000 184,000 Jooeeooaeacans
)L 1 T I . 3,000 4000 b
M7, . 1, 000 2, 000 $200
1018 to 1020.. .. 1, 000 2,000
1921101923 e miere e e 1,000 12, 60 400
B SRR, 1, 000 2, 50 400
192610 1927, (oo 1, 00 8, b0 400
1028 10 1931 oo iinaneaa 1, 800 8, 60 400
10932 and 1033 .o 1, 0600 2, 500 400
1034 and 1935 . oo 1,000 2, 500 400
1036 and 1937 e 1, 000 2, 500 400
1, 0 2, 6X) 400
£00 2 000 400
N 1, 500 400
042:
Houso bill__...... 50 1, 200 400
Senate Finance 0o 1, 200 300
{,)"(i minities
il

1 No provision for head of family fn Revenue Act of 1913, Exemption prorated for period Mar. 1 through
Dec, 31, 1013,
1 For net income in excess of $6,000, personal exemption is $2,000.

3. SOLDIERS AND San.onrs RELikr

The committee bill amends the provision in the House bill granting
special allowanee for the relief of soldiers and sailors in active service
by limiting such allowance to the personnel below the grade of com-
missioned officer.

Under the House bill a specific exclusion from gross income of $250
is allowed in the case of a single person, and $300 in the case of a mar-
ried person, irrespective of rank, if engaged in activo service with the
armed forces. In lowering the personal exemptions for taxpayers
generally, your committee does not believe that the personnel of our
armed forces below the grade of commissioned officer should be re-
quired to bear thig inereased burden, During the last World War
thoe revenue law contained a special exclusion from gross income for
those in the military and naval servico,

4, Rares

Normal tay.—Your committee recommends the adoption of the pro-
vision of the House bill increasing the existing 4 percent normal rate
to 6 percent, The following tntl(a compares the proposed normal
tax rate with those levied under prior revenuo acts:
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TanLe I1,—Normal tazx rales under the Revenue Acts of 1913—41 and under proposed
revenue bill of 1942

Normal tax rato
Revenue act Income year T T e T e e e e
Net Income subjeet to tax Percent

Mar, L1013, toDee. 30,0005 L AN oo
1010, L. Al

|1 Flrst $2000... .. .. ... ...

Ilnlanm‘ over s'.).wo') ,,,,,

| 2] I | £ S First $4,000.... . ... ...
lh\lnncu over 34 000. - 1

1010, 1020 . ... ... Flest 84,000 ... ... ...

Balance over $,000.. ... ...

1020 e 1021-23 Y .. First 84000 ... ...

B.lhlll((' over $1, 000

L4 1024 . e First $1,000 [

Second $4,000 ... ...
’ Bulanee over $8,000. .
1026 e 1025-27 . e First $1,000
Recond 31 o0 .
Bulance over $3,000..__ 10
1028, el 1023 e First 34,000 .
Second $4,000 .
Balanee over 8,000
1920 .. First $1,000 . J
Second 34, 000) P
Balance over $8,000. ... .1 00

~—
N

~—
N

RN

.

1030, 1081 ... First $1,000 e 14
Second $4,000 P
Balance over 3,000 ... .. ...
RS 1932, 1033 . . i First $4,000 e
Balance over $4,000. ... .00
L2 P 1034, 1935 . . ... All . e
1088 ... L) 1036, 1937
1038 41 1033 3

TR B i e OO e YOS e D LY GO e TN G e S i BN IO o OC S 1D D e O DO —

1012 House and Finance Com- | 1942
mittee bill,

1Tax for 1023 reduced 25 pereent by credlt or refund under see. 1200 (1) of the Revenue Aet of 1021,

1 See Joint resolution of Congress No. 133, approved by the President Dee. 16, 10249, redueing rates of in-
como tax for 1929,

3 Not ineluding 10-pereent defense tax provided for by the Revenue Act of 1910,

Surtar rafes—In addition to the recommended inerease in the
normal tax rate, the committee recommends the adoption of the
increased surtax rates ns approved by the House.  The foHowing table
shows a comparizon of the proposed inerensed surtax rates with those
under existing law:

Tavew HI—-Comparison of proposed surtar rates and evmulative surtax under
present law, House bill, and Senate Finanee Committee bill

. ' . ) . Cumulativa surtax on higher
Surtax rates atount shown in bracket
Surtax net ineome classes Sennlo Senato
P'resent | Honse Financs Presont House Flinceo
Inw hill  iCommittes Inw bill Cominitteo
| hill bill
Dercent | Pereent Pereent

0to $2,600 o L. 0 B ) £120 $200 o
2,000 ln 000 .ol 1] 15 = 300 080 D

£1,000 to $6,000 00000 . 13 20 ¥ ) i) Q80
36,000 to .}‘3,()()0 .......... - 17 21 o 00 1, 460 g
$4,000 to 310,000 ... .. . 21 28 a 1,420 2,020 &;
$10,000 Lo $12,000 . . i) 32 ': 1, K20 2, GAi) N
$12,000 to $14,000 . Rl kil 2 2,400 3,480 dJ
$14,000 to $16,000 w2 10 g’ 3,040 4, 180 §
316,000) to $18,000) 4h kR 3,710 5, 010 g
$18,000 Lo $20,000 44 40 9 4, 500 5,460 9
$20,000 Lo $22,000 41 40 3 0,320 0, 040 ©
$22,000 Lo 326,000 11 52 5 7, 080 0,020 a
$29,000 Lo $32,000 17 55 i | U, K0 12, 320 ]




4 THE REVENUE BILL OF 1048

TaprLe 11— C'mn}mrt'son of proposed surtax rates and eumulat{ve surtar under
present law, House bill, and Senate Finance Committee bill—Continued

Cumulative surtax on higher

Burtax rates amount shown In bracket

Surtax net income classes Senato Senate
Present | House Finance Present House Finance
law bill Commnittee law bill Commlfttee
bill bill
Percent | Percent Percent
$£32,000 to $38,000. . ... ... ...... 50 58 $12, 000 $15, 800
$38,000 to $44,000. . ... _._. 53 61 16, 080 19, 460
$44,000 to $60,000_ . ... ... ... ... 86 63 19, 380 23,240
$50,000 to $60,000. ... ___.._.... 87 60 =1 25, 080 20,840 =
30,000 Lo $70,000_ ... ... ... 59 69 Q 380, 980 36, 740 L
70,000 to $80,000. . ... .. ........ 61 72 § 317, 080 43, 40 2
000 to $90,000 111211 03 75 d 43,380 51,440 g
00,000 to $100,000. ... ... .. ... 04 77 [ 49, 780 59, 140 m
100,000 to $160,000 ... ... .. ... (1] 70 82, 280 08, 640 b
150,000 to $200,000 /1211177 60 8l R 15,260 [ 139, 140 K
200,000 to $250,000. ... ... .._. 07 82 51 148, 780 180, 140 g
250,000 to $300,000 . . (il’] 82 s 183, 280 221, 140
300,000 to $400,000. . 71 52 & 264, 280 303, 140 |
00,000 to $5600,000.__ 72 &2 < 320, 380 385, 140 @
$500,000 to $760,000_ . 73 62 & 508, 780 590, 140 g
$750,000 to $1,000,000.. ... 74 82 [ 093,780 700, 140 7
$1,000,000 to $2,000,000. _..__.. . 7 82 1,443, 780 1, 615, 140
$2,000,000 to $5,000,000. .. ___._____ 70 82 3,723,780 4, 075, 140
Qver $6,000,000. .. . ... ... .... 71 Y28 S | N PN .

5. SIMPLIFIED REYTURN

Your committee recommends the continued use of the simplified
return for those having a gross income of $3,000 or less wlxicll was
first authorized by the Revenue Act of 1941 and has proved successful
and economical of administration both to the taxpayer and to the
Government.  Under the present law, the use of the simplified
return’is confined to persons having income only from salaries, wages,
compensation for personal services, dividends, interest, rent, annuities
or royalties, In order to coordinate the operation of this return with
the victory tax return, it is necessary to eliminate rent and royaltics
from the types of income for which the simplified form may be used.

Under existing law taxpayers having a married status on the last
day of the taxable year are entitled to a married person’s exemption
for the entire year. The House bill modified this provision so that
those having a married status on July 1, of the taxable year receive
a married person’s exemption. Your committee concurs in this
change,

6. T'Ax oN NonnesipeNT ALIEN INDIVIDUALS

Under the present law the rate of tax on nonresident alien individ-
uals, not engaged in teade or business in the United States is 274
percent,  The House bill inereased this rate to 37 pereent. Krom
data presented to your committee, it is apparent that the 37 percent
rate 13 on the average in exeess of the tax which would be paid by
such persons under the rates applicable to citizens and resident aliens
under the bill.  This is true for the reason that a great majority of
the nonresident aliens deriving income from United States sources
would be in the lower brackets for ordinary fncome-tax purposes.
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Consequently, your committee has reduced the rate from 37 pereent
to 30 percent.

The rate for withholding of tax at the source applicable to fixed or
determinable amounts paid to nonresident alien individuals is adjusted
accordingly.

7. Personan ExEmrrioN oF A NONRESIDENT ALIEN RESIDING IN A
Coxricuous CoUuNTRY

The committee bill amends section 214 of the Internal Revenue Code
in regard to exemptions allowed nonresident aliens engaged in trade or
business in the United States and therefore required to file tax returns
under our income-tax laws. Herctofore such aliens, married or un-
married, have been allowed the exemption allowed to unmarried
residents of the United States. Canada, which has had a similar
practice, recently enacted certain provisions in its income-tax laws
having the effect of allowing residents of a country contiguous to
Canada who derive earned income from Canada the same exemptions
or tax advantages as are allowed generally to residents of Canada.
These provisions are generally to be effective only if the contiguous
country allows residents of Canada similar advantages under similar
circumstances.  In view of this, it is believed advisable for the
United States to provide, upon a reciprocal basis, exemptions in the
case of nonresident aliens residing in a contiguous country but engaged
in (rade or business in the United States, corresponding generally to
those allowed in the ease of residents of the United States.  Thus,
for example, a Canadian employed in the United States but residing in
Canada will be allowed the personal exemption incident to the mar-
ried status if such Canadian occupies such status,  In view of the
severe rates of income taxation imposed or contemplated in both the
United States and Canada, it would appear desirable to liberalize the
personal exemption to this restricted extent, It is anticipated that,
in view of the tax convention now existing between Canada and the
United States, no appreciable difficulty will be encountered in securing
information with respeet to the marital status of residents of Canada
who are employed in the United States,

8. Prnsions ror Disamurry Resverinag I'rvom Miiranry Senvicen

Under the bill, pensions for personal injuries or sickness resulting
from active service in the armed forces of any country are exempt,
Under the existing law, pensions received for active serviee in the
armed forees of countries other than the United States are subjeet to
the Federal income tax.

0. Rervrns Unpir Oarn o LoNGER N BECESSARY

The income-tax law has always specifically provided that returns
must be made under oath,  This requirement enuses considerable
annoyance and inconvenience to taxpayers in that their returng must
be sworn to before a notary public or other similar officer,

Your committee hill removes this necessity by substituting for the
requirement of an oath the requirement of a written declaration that
the return was made under the penalties of perjury.
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10. DepucrioNn or Mepical, ExpeNsEs

The committee bill allows, within prescribed limits, the deduction
of expenses for the medical care of the taxpayer, his wife, and his
dependents.  The term “medical care” is broadly defined and in-
cludes mnounts paid for accident and health insurance.

Only such expenses are deductible as exceed 6 percent of the net
income computed without the deduction. The maximum deduction
allowable is $2,500 in the case of a head of a family or a husband and
wife filing a joint return; in all other cases, the maximum is $1,250.

This allowance is recommended in consideration of the heavy tax
burden that must be borne by individuals during the existing emer-
gency and of the desirability of maintaining the present high level of
public health and morale.

II. VICTORY TAX

The bill imposes a Vietory tax of 5 percent upon the Victory tax
net income in excess of $624 for each taxable year beginning after
December 31, 1942, In the case of a husband and wife filing a joint
return, if the Vietory tax net income of one of the spouses is not less
than $624 and that of the other is less than such sum, the aggregate
specific exemption of both spouses is $624 plus the Victory tax net
income of the spouse having a Victory tax net income of less than $624.

The Victory tax net income consists of the gross income (excluding
capital gains) less expenses and other allowable deductions connected
with a trade or business, or incurred in the production or collection
of income, or for the management, conservation, or maintenance of
property held for the production of income. In the case a taxpayer
elects to compute his tax on the simplified form, Vietory tax net
income i8 defined as the gross income for the year,

Cunrnrent Creprrs Acainst THE Yicrory Tax

The committee bill permits the taxpayer to take credit for certain
expenditures against the Vietory tax for each taxable year.,  The credit
for these expenditures during any taxable year cannot exceed the
post-war credit for such year, and to the extent such expenditure
credit is taken, the post-war credit is reduced.  These expenditures
are as follows:

(1Y The amount paid, not in excess of the post-war credit, by the
taxpayer during the taxable year as premiums on life insurance in
force on September 1, 1942, upon his own life, the life of his spouse, or
his dependents.  This will cover amounts paid as premiums on life
insurance which is a renewal or conversion of life insurance in foree
on September 1, 1942, to the extent that such premiums do not exceed
the premiums payable on such life insurance in foree on September 1,
1942,

(2) Amouants paid on indebtedness during the taxable year. This
credit is limited to an amount by which the siallest amount of indebt-
edness of the taxpayer outstanding at any time during the period
beginning September 1, 1942, and ending with the close of the \)recc(l—
ing taxable year, exceeds the amount of the indebtedness of the tax-
payer outstanding at the close of the current taxable yoar, Thus
if the taxpaver had a debt of $30 outstanding on September 1, 1942
and his debt outstanding as of Deceraber 31, 1043, was $20, ho would
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be allowed a tax credit of $10 if such amount was not in excess of his
post-war credit.

(3) The taxpayer is also allowed a credit against the Victory tax
but not in excuss of the post-war credit for the amount of the obliga-
tions of the United States owned by the taxpayer on the last day of the
taxable year, exceeding the greater of, (1) the amount of the obliga-
tions owned by the taxpayer on December 31, 1942, or (2) the highest
amount of such obligations owned by the taxpayer on the last day of
any preceding taxable year beginning after December 31, 1942, For
example, assume a taxpayer on December 31, 1942, owned obligations
of the United States of $100. On Deccember 31, 1943, he owned
obligations of $200. He would be eniitled, up to the amount of his
post-war credit, to a credit of $100. If in 1944, he sold United States
obligations in the amount of $200, and purchased additional obliga-
tions of $100, he would not be entitled to any such credit for 1944.

As used in this paragraph, the term “owned by the taxpayer” in-
cludes the amount of the-oEligntions owned solely by the taxpayer and
one-half of the amount of the obligations owned jointly by the tax-
{myer and another, but excludes obligations acquired by the taxpayer
yy gift or inheritance, or otherwise than by purchase; the term “ob-
ligations of the United States’” means such obligations of the United
States as the Secretary may by regulations prescribe, and as are pur-
chased in such manner and under such terms and conditions as he may
specify; and the term “amount of obligations of the United States”
means the amount paid for them,

As already stated, the expenditures up to the amount of the post-
war credit will be allowed as a credit against the tax. This will afford
some relief to taxpayers with fixed obligations, such as life-insuranco
premiums and debts, expenditures which do not conflict with the war
cffort or affect the inflation problem. Those taxpayers who do not
avail themselves of this current tax credit will, of course, obtain tho
full benefit of the post-war refund after the war. Those who take
advantage of such credit will have their post-war eredits reduced to
that extent. The current debt, War bond, and insurance eredit toes
not reduce the amount withheld at the sourco. T'o sceure this credit,
the taxpayer must apply it against his Victory tax on his return,

Post-Wan Creprr

A post-war credit is allowed equal to the following percentages of
the Victory tax:

(1) In the case of a single person, 25 percent of the Vietory tax orv
$500, whichever is the lesser.

(2) In the caso of the head of o family, 40 pereent of the Vietory
tax or $1,000, whichever is the lesser,

(3) In the ease of a married person living with husband or wife,
where separate returns are filed by each spouse, 40 pereent of the Vie-
tory tax or $500, whichever is the lesser,

(4) In the caseof a married person living with husband or wife, where
asoparaterceturnis filed by onespouse and no return is liled by theother
spouse, 40 percent of the Victory tax or $1,000, whicheveris the lesser.,

(6) In the case of a husband and wife filing a joint return, 40 per-
cent of the aggregate Victory tax or $1,000, whichever is the lesser,

(6) FFor each dependent, 2 percent of the victory tax or $100,
whichever is the lesser.
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If the taxpayer’s marital or dependent status changed during the
taxable year, the amount of the post-war credit shall be appor-
tioned according to the number of months before and after such
change. In the case of a taxpayer using the simplified form, his
glatus will be determined as of July 1 of each year.

As soon as practicable after the cessation of hostilities in the present
war, the amount of the post-war eredit which has not been absorbed
currently will be credited against any income tax then due from the
taxpayer, and any balance refunded to the taxpayer. A period of
limitation provides that no post-war credit shall be allowed after
7 years from the date of cessation of hostilities unless claim therefor
is filed before the expiration of such date.

Since the Victory tax does not allow any deduction for State income
taxes, your committee deemed it advisable to provide that the total
income tax and Vietory tax should not exceed 90 percent of the tax-
payer’s net income.  For example, the normal and surtax in the case
of a married person with no dependents, with a gross income of
$2,000,000 and a net income of $1,800,000, will amount to $1,558,000.
This is 86.56 percent of the net income. The 5§ percent Victory tax
if computed without any limitation in such a case will amount to
$99,968.80. The total normal, surtax, and Victory tax in such a
case will amount to $1,657,968.80. This is 92.11 percent of the net
income. Therefore, the limitation will apply and the Victory tax
will be reduced to $62,000, making the total tax $1,620,000 or 90
pereent. of the net income.

The taxpayer will compute his Vietory tax on his regular income-tax
return except where not required to file a regular income-tax return.
In the latter case, a return will be required for the Victory tax, in all
cases where the gross income for the taxable year is in excess of $624.

A taxpayer whose gross income is not more than $3,000, and consists
only of salaries, wages, annuities, interest and dividends, is permitted
to compute his regular income tax on a short form known as Form
1040-A. The Vietory tax will be computed on this short form.
The following sample of Form 1040-A will illustrate how the Victory
tax is computed in a typiceal case,

ForM 1040 A OPTIONAL 1943
bty eparigent Uxirp Srares
INDIVIDUAL INCOME TAX
RETURN
This Return MAY Be IPiled Instead of

X et . Do not write In these
Form 1040 by Citizens or Resident spuces
Aliens if Gross Tnecome is Not More P
Than $3,000 and is ONLY From |{5*
Sources Stated Hereon |-
Amnount

] ! Paid, $

PRINT NAME AND HOMF OR RESIDENTIAL ADDRESS ¥ s
PLAINLY BELOW (Cashier's Stamp)

MR, JOIIN DOFE

(Name) (Vre glven names of both hushand and wife,
if this Is s Joint return)

2043 14th Street
(Rtreet and nlunlm}r‘, or rural route) )

Boston, Mass,
(Post office) (County) (Rtute)

Occupation_. . . . ___._ ...... | Cash—Check—M., O.
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DEPENDENTS ON LAST DAY OF YEAR

List persons deriving their chief support from you (other thun husband or wife) under 18 years of age or men-
taily or physically incapabic of self-support

Name of depenclent Relationship ) If 18 years of age or over, give reason for listing
Do) T gy RV RPN DUy PR S
GROSS INCOME LESS ALLOWANCE FOR DEPENDENT:?
1. Salary, wages, and compensation for personal serviees ... ... .| ... .
2. Divldends, interest, vent, annuities, and royaities.. ..o ... 33, 000 |00
B 1 SRR 3, 000 {00
4. Less: $330 for each dependent. . oo e .
(If you are the head of a family (see definition on other side) only because of depend-
ent(8) listed abore, $330 for cach listed dependent except one.)
6. INCOME SUBJECT TO INCOME T AX i iiiiaaaiaaaaa .. 3,000 100
INCOME TAX
6. Income tax to be pald (from Column A, B, or C of table on otherside) ..._...... .. ... 431 {00
VICTORY TAX " ’
7. Total income (Jlem ) . e eieaaas e 3,000 100
8, Less: Speelfle exemption .. . i iiiiiiiiiaieaas 624 {00
9. Income subject to Victory tax (Item 7 minus 1temn 8) oo oo e 2,370 |00
10, Vietory tax, 5% of Hen 0. il 118 |80
11, Less: Post-war refund clafmed In advance on this return (From Schedule A). ... .
Victory tax withheld at source (List In Sehedule I3, name of employer and
amount of tax withheld. ... .. .. e 20 170
12, Balanee of Vietory tax (Item 10 minus item VD) oo oo 89 {10
TAX SUMMARY L
13, Income tax (Item @) . ... .......... e e PN 431 {00
14, Balance of Vietory tax (Ttem 12) Lol it e e 89 110
15, ‘Total tax payable (Item 13 plus ltem 14, or minus ftem 4,01 ftem 11 exceeds ftem 19) -, 520 |10

An {ncome-tax return is required to be filed I)P' single persons having a gross income (ftem 3 ahove) of
$500 or more, and married persons having a gross income of $1,200 or more. A hushand and wife may make
a Joint return on this forin if thelr combined gross incotne s not more than $3,600, A separate return may
bo made on this { v if the gross Incone of the one filing the return is not more than 3,000, 10 this return
13 nsed, ft mnost te Aled with the Collector of Internal Revene for your distriet on or before Mareh 135,
1044, ‘T'ho tax may be pald ln equal quarterly installments commenelng Mareh 15, 1911, Pay tax, ifany
Lo tha Col'l'ucwr and if payment }s made by cheek or money order, imake pnyable to “Collector of [nternal
Revenue,
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SCHEDULE A, POST-WAR REFUNDS

1, Victory Tax, ltem 10 ... . e e ddiareememeaean- $118, 80
2 l‘ust-“('»,\r refun<d, based on Item 1 at 269 arrived at as follows:
or e e " . e ve . . A
z.nl,):l.":lr(\.xlmjlo. or married and not living with husband or wife, and no de Bosed on status
4055, If head of o farily, or married and living with husband or wife, and nof II}SIOH)H
dependents, uiy 1, :
2%, for each dependent, 28.70
d. Credit clalined In advance on this return consisting of:
(a) Premlum on life Insurance in foree September 1, 1942, allownble undor section
() I’n:,'m(ol)nt(gr deht contraeted prior to Beptember 1, 1012, nllowabio under seetion -
453 (a SRRSO < (1.4 X
(¢) Purchase of War Bonds, allowable under seetion 453 (0) (3) ... oo oo LU0, 00
e 700, 00
4. Balance, if any, refunduable after the War. oL e et et e eean None

BCHEDULE B, VICTORY TAX WITHHELD AT SOURCE

Name of einployer

comnisslons,

Balarles,
wages, fees, | Tax with
held

bontses

B T L T et eneaiaceecacmacacsacneanana-

If a taxpayer is not eligible to use the simplified form (FForm 1040 A)
his Victory tax will be computed on Iform 1040. The following sample
form shows how tho Victory tax will be computed.
howover, that this is morely a sample form and is subjoet to revision
by the Commissioner.

Forym 1010
’l‘renﬁllr{ Department
Internal Revenue Service

(Auditor’a 8tamp)

Unrrip Srares
INDIVIDUAL INCOME TAX
RIETURN

Optional Form 1040A may be fled instead of this
form H}zmss Income 18 not more than 3,000 and con-
slsts wholly of salarles. wages, othor compensation

for personal rervices, intorest,
annuitios, or royaltles.

IFor Carenpan Yian 1043

ot Necal your heginning ... ..., 143, and
ending. ... et , 1044

dividends, rent,

T'o bo Aled with the Collector of Intornal Rovenue
for your distriet not later than the 15th duy of the
third month following the close of your taxnble year

PRINT NAME AND ADDREBS PLAINLY
(See Instructlon )

Mn, Joun Down

(Use glven names of hoth husband und wife, if this ls
o Joint return)
54 Wall Street,
“"(Btreot and number, or rural route)”
New York
I Bost ofifee) T

14, is understood,

Page 1
1043

(Do not uae these spaces)

Ille
Codo

Serial
No.

Distriet
(Cashier’s Stamp)

_Cash—Check--M, 0,

[*irst Payment

—r—
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1 ns

2
3

4. Interest on Government obligations, ote.:

6. Konts and royalties.  (From Sehedule B o .. .
O ANRUIeS . e e
Items 7, 8 and 9, below (and pages 3 and 4) need not he con-

'\l‘(l“l'(‘(l unless you have incone (or lossesj in addition to items

ab
7. (@) Not short-term gain from sale or exchange of eapital assets.  (IFrom Schedule

. Net profit (or loss) from buginess or professlon.  (From Schedule H) o ... ...

Deductible I'rpenses
(Attaeh itemlzed
Item and INCOME Amount  statement)
truction No.
. 8alaries and other compensation for |)or~onul services§ oo L. $o
Dividends. ... e
Interest on (a) hank dcpoqlts, notes, eto., ., $200; (b) carporation honds, %360 ...

(1) From line (h), Srhedule A, $2,000: (l:) from Hne (i) Schedule A, ... .. ..

[} \N 10nL term gain (or loss) from sule or o\chnnr.,c of capital assets, (l~ rom
Schedule I e .
(¢) Net gain (or loss) from sale or exehaugoe of property other than eapital aseets.
(From Schedule Q). .o el

State total receipts, from line 1, Schedule H, §

“

$20,000/00
''''' L0060
2, 000/00

9. Income (or lozs) from pnrlnor Mps ﬂllnclnry monmo and other income,  (From
Schedule I) .. . R
10 Total ln('mno in items l to 0 2.4, H¥)|00
DEDUCTIONS
11, Contributions paid, (¥xplain in Scheduwle C) .o oo i $505100
12, Interest. (Explain In Schedule C) . L. o e
18, Taxes. (Explainin Schedule C) o L L ... T88]00!
14, Losses from fire, storm, shipwreek, or other cmualt\. or lholt (Explaln in
Schedule V) .
15, Bad debts. (lu\plnln in Sehedule \‘) ..............
18, Other deductions authorized by law, m xpmlu in Schedule o)

17. Total deductions in ftems Vo6 . oo ... .. 1, 483100
18, Net income (item 10 minus item 7)o o iiiaaia... 2, 17 W
COMPUTATION OF TAX
19, Net income (tem 18 ahove) ... | $23,117[00 || 26, Normal tax (6% of Item 28) ... ... .. $1, 07502

oo e s 27. Surtax on item 22, (Sce Instrue-
20, Less: Personal oxvmpllon.l : tion 27). e e u U533
(From 8Schedule ! | e e
- l( . F1, 200{00 28. 'Total (ftem 20 plus ftem 27) .. - ... ,, ,btl 345
21, Credit for (u-puvl .
onts, 20, "Total tax (lll‘lll 28 oy line lh, Sehed-
(From Eehedule ule I¥)y. . 7, 680135
-2 . GO0 0() 1, 860]00 O
et B —~ 11 80. Less: Income tax paid at
22, Balance (surtex net income) . 2!..117 (X) BOUTCY. . . 8
B 31 Ineome tax pald to
23, Yass, [tem 4 (a) above . | §2, (X)yix n forelyn country
2, Earned fncomo or U. 8, posses-
credit, ston, (Attach
(From Schedule Form 11168) ..
Y-1or ¥-2) ... \ .m Dl 3, 400100 R R -
[ R 32, Balance of Income tax (tem 20
26, Balnnee subject to normal tm . 17, 017100 minus ftems 30 and 31 ..
|

40,

-~
—

4‘3‘

. Less: Iteing 4 (a) and 7 (a) (h)

VICTORY PAX
. ‘Total Incomo (Item 10) .. .. ........_... e ame e em et e mm e eeenacaanaaan

Item 33 minus Item 34..
Less: Speetflcereddt. oo ool
Income subject to Vieto
Victory tax, 6% of Itom
Less: Post-war rofund clalmod in advanes on this return (From Bohedule A)..
Vietory tax withheld at source (List In ehedule B name of employor and’
amount of tax withheld) ...

Balance of Vietory tax (Item 8% minus em 80) ..o iieiceniiomcnnana. reemann

TAX BSUMMARY
Income tax (JLem 82) . ... e oiciicicieeiceeacacccaccnaanancannn
)!nlnnco of Victory te.. (Item 40)

‘otal tax payable (Item 41 plus {tem 42, or minue ftom 48, l(lt’éx'\f'rsb'éiééi&'h&ﬁ' )

.......... $24, 500/00
4 000l0o
20, 500100
$24]00

19, 870{00
U380

ST
03480 | 1, 400j07
.......... (41227)

T7011%-42-—@
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. Victory T'ax, Item 38 .

2 Post-War refund, pased on Trem 1 at147) arvived ot s tollows:

TIE

SCIHEDULE A,

REVENUE

BILL

or

1042

POST-WAR REFUNDS

209, if sinLh- or marrled and not l\\my with hushand or wife, and no dependents

I"fl/

"/(, for ench de ‘pendent

3. Credit elaimed in advance on this retirn eonsisting:

of:

() Premium on Hle insuranee in foree September 1, 1042, allowable under section

10 (n) (1

(b) Payment nn debteontracted |n for to S ptembe 1, 1012, allewable nnder section

453 (n) (

(¢y 'urchnse nl War Bonds, sllowsble under scction 453 (n) 3)

4. Balance, ifany,

SCHEDULY

refundabile after the war

B, VICTORY

TAX WITHHELD AT SOURCE

028,

$003. 80

if head of o tanily, or marvicd and living with husband or wile, and no dependents

437,27

o

i 200,00

-1, RN ()()

Nohoe

Nuame of Kmnpleyver

Totals il e

Amount of
snlnries,
wayes, fees,
commissions,
bunuses

220, (00, ()

$20, 000 ()()

Tax With-
held

068, 50

YK, 80

Vierory Tax Beroen axp Erreerive Rates o

Tax

The following table will show the Vietory tax burden in the ease of
a single person with no dependents, a married person with no depend-
ents, and a marrvied person with two dependents,
shown both before and alter the post-war eredit,

Tanne

. Qrosy
Girass .
NcGIne Victory
hcaime tax

bI1| S S AU
$T00. L. .m0
i 6. 30
§+00 K80
L 1480
1,600 L 18 ¥
RARRINT Y380
$1, 20, 25,80
1,400 3480
LAl n. A0
44,40

48N

]

[K. 80

31, G0 63, v1)
2,000, ... 8. N)
21000 THoH)
2, A4 880
2,000 €480
2, 10 RA. M)
32, Fxo. 4, k0
34, 000 . 11K, RO
34, 00 104. K0
$5, 000, . 18, R
$6, 000 ... UHR, Y
$7, 000 48 80
$8, GO0 .. KOG
L0 I8 00
£10, 000, . {EK, N)
$16,1m ..... NERY]

i

IV.—T1ectory tax-

Singla

The tax b

urden is

amount of gross Viclory taxr, post-war credit, and nel
Vietory tax

ersofl, no

ependents

PPost-war credit

Married
worson, no
depcirients

Zpes
fh LNl —
anomon ot

&

Aarried
person, 2

dependents

Sinyle
{wrsnn, no
dependents

40,
41
47,
Al.
55,35
).
62, 85
i1,
70. 35
80. 10
120. 00
164,10
231,60
239. 10
270. 00
314,10
RITNLD]
630, 10

Net \‘ktnn) tax

Marrled
WSO, 1o
dependents

Aarrled
person, 2
cl(';nwuluu(s
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TasLr TV,

Victory tax—amownt of gross Victory tax, post-war credit, and nel
Viclery tax—Continued

Postawar credit Net Vietory tax
Gross \;i(“?:"'
income ““ry Binglo Marrfed Marrled 8ingle Mariied Marrlod
’ Hersott, No ‘)orsun. no | person, 2 0TSO, N0 | person, no person, 2
dependents | dependents | dependents | dependents | dependents | dependents

$068. 80 $242.20 $387. 52 $420. 27 $720.00 $A31L. 28 $5612, 53
1,218.80 304. 70 4857, 52 536, 27 014. 10 731,28 682, 63
1,463, 80 307, 20 BH7, 52 046 27 1,101. 60 RSl 28 822, 53
2, 468. 80 5. 00 087. 62 1, 086, 27 1, 068. 80 1,481, 28 1,382, 53
2, 068, 80) XL 00 (600, 00 1, 04, (¥) 2, 468. 80 1, 068. 80 1, 7H8. 80
3, 068, 80 X)L 00 1, OX). 00 1, 200, 00 3, 468, R0 2, 8. 80 2, 768. 80
$100,000.. .. 4, 168, 80 00, (0 1, 00, 00 1, 200, 00 4,408. 80 3, 68, 80 3, 768, 80
$150,000. .. 7, 468. 80 X, 00 1, IXK), (0 1, 200. (0 @, 968. 80 G, 468, 80 6, 208, 80
$250,000....] 12,468, 80 WX, 00 1, 000, 00 1, 200. 00 11, 908. 80 11, 468. 80 11, 208. 80
SH00, 000 .| 24, (08, 80 o, 00) 1, (KK, 00 1, 200. 00 24, 468, 80 23, (WK, 80 23, 708,80
750,000, .. 37,408.80 £, 00 1, 000. 00 1, 200. 00 36, U68. 80 36, 468, 80 30, 268, 89
$1, 000,00, .| 49, 968. 80 N, 00 1, GO0, 00 1, 200,00 11, 4688, 89 4R, 968, 80 4K, 708, 50
$2,060,000_ 1 0D, 068, &) 500, 00 1, 000, 00 1, 200. 00 09, 165, 8) 08, 95K, 80 04, 768, 80
§5, 000, 0040 .| 249, 963, 80 0. 00 12000, (X) 1, 200. 00 219, 168. 80 248, Bi8. ¥ 248, 763. 80

Krreorive Rares

o The effeetivie rates of the Vietory tax are shown by the following
table:
Tavry Ve-—Vietory tae effective rates

Net Vietory tax Net Vietory tax
Gross S)ms.\' . (Hross (iross
income Victory | Single | Mavried | Married Income Victory | Single | Married | Married
tax person, person, person, ’ tnx person, | person, | person,
no de- no de- 2 de- no de- ho de- 2 dlo-

pendents { pendents! pendents pendents | pendents | pendents
Percent } DPercent | Percent Percent Dercent | Percent | Percent | Percent
OO0 JR Y D 4,000, 122 310 2,53 248
$00. ... 0. 54 0.41 0,33 0.30 1 $5,0000... 133 323 2.03 2. 45
L300 ... .84 .03 &0 A7 36,000, . .. 148 3.36 2.69 2.51
$R00. . ... 110 K2 N .62 $7,000. ... 4. 55 3.42 2.7 2,05
$000. ..., 1.53 1. 1A .92 . 84 5,000, ... 4. 61 344 2.1 2.5
8$1,000.... 1. 88 Lt 1.13 1,05 $0,000. . .. 4. 65 3. 40 2.70 2.4
$1, 100 ... 2.18 1,062 1,30 1,21 10,000. . 4,00 362 2,81 PN
£1,200.. .. 2.40 1.8 1. 44 144 15,000 .. 4.79 4. 80 o 88 2,08
$1,300. ... 2.0 1.05 1. 80 1.48 20, 000. .. 4. 84 3.63 2.01 2.71
$1,400 ... 27 2.08 1. 66 1,65 $£25,000. .. 4. 84 3. 060 2.03 2,713
81,000, ... 2.92 2,190 .76 1,44 N0, 000 .. 4.0 3,047 204 2.1
SO ... 4,05 2,20 1.83 .7 520,000, .. 4.04 3,04 2.0 2,77
$1,700 ... 3. 18 2,97 1. 00 .77 00, 0. .. 4. 05 1101 328 2.5
$1,800. ... 3,27 2.45 1. 90 1, &3 50,000, .. 4.0 4,34 3,71 340
$1.000.. .. 3.30 2. 52 2.01 1. 83 100, XN . 4,07 1.47 307 3.7
$2,000. ... 344 2.58 2.06 1,03 160, 000 . 4.08 4. 05 4.31 4,18
$2,100. ... 3,01 2. 064 2.1 1,07 2050, (00 . . 4.9 4.79 4,00 4.81
$2,200 .. 3. 08 2.69 2.16 2,01 350, 000 4. 0\ 4,80 4,79 4,7
2,300 ... 3,04 2,73 2.19 2,04 5760, 0. . 4. (06 4,03 4. 80 4, 44
£2,400. ... 3.70 2,97 2.2 2.07 31,000,000, 4. 007 4,45 1. (0 4,88
$2,000. ... 3.0 2.81 2,25 2,10 $2,000,000. 4,008 4.07 1. 06 4,04

£3,000.. .. 3. 2.¢7 2.48 ?.22 | $5,000,000. 4,000 4.0 4. 070 4,076

WIUrnuoLnING AT THE SOURCE

In the cnse of wages and salaries, a 5-percent tax on the amount in
excess of $624 is pad at tho source,

Compensation for the following services is not subject to payment at
the source: (1) Services performed by a member of the military or
naval forces of the United States other than pensions and retirement
my;: (2) agricultural labor; (3) domestic service in a private home,
ocal college club, or local chapter of a college fraternity or sorority;
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(4) ecasual labor not in the course of employer’s regular trade or busi-
ness; (5) services as an employeo of a nonresident alien individual,
foreign partnership, or foreign corporation, if such persons are not
engnged in teade or business in the United States; (6) services as an
employee of a foreign government or a wholly owned instrumentality
thereof; (7) services performed as an employee while outside the
United States unless the major part of the serviees during the year are
performed within the United States.

[n computing the tax required to be withheld, there is allowed the
following deduction:

Withholding

Pay-roll period: deduction
Woeekly e $12
Biweekly . e SO 24
BSemimonthy . e 26
Month)y e H2
Quarterly . . i 156
Semiannually oo Lo ... e e 312
Annually . s 621

IT the pay-roll period is less than a week and the taxpayoer receives
fess than $12 a week from the particular employer, no withholding is
required,

At the eleetion of the employer, if his pay-roll period with respect
to an employee is weekly, biweckly, semimonthly, or monthly, the
employer may colleet the tax in necordunce with the following table:

Tanne VI

For weekly pay-roll For biweekly pay-roll l For semimonthly pay- For monthly pay-iofl
|wr?m period ' roll perford perfod
T'ha The . The Tho
e e famonnt of l" '3'2 But | amount of l‘,' ','(" But | amount of ‘l‘,(u(,':“" But [nmount of
WHEES | ot | tax to be [ W8S por Hrax to bo ] Y "[‘;, S1 not | tax to by urL(" >l not | tax to bo
uro | gyer | withheld || "9 1 over | withheld ("‘, o | over [ withheld || M5 over |withheld
ovet shali by [} OVt shall by || O¥! shall be shull by
SR I I I B B e BT B T
€ . : l N : . o i { .
v 2] N 10 ) 1. (K} 40 ) L0 K0 104) 1. 00
21 24 ] K1) H) 1.0 S50 60 1. 10 HIG 120 2.00
28 B Rt ) 70 2.0 ) 70 1.90 120 140 3.90
R Bl 110 70 H) 2. 1) ]l X 2,40 110 1) 1.90
46 10 1,30 40 130 3.80 a0 100 4,20 160 200 .40
10 i) 1. 60 160 120 130 (LI P00} 4,20 UH) | M0 8.0
£l [iH 2000 120 110 A1) 120 0 10 h 20 240 280 10, 10
TR —1] 2,40 140 160 (R 1o Lo .20 2 | 820 12,40
01 K 3.10 ol 1so 7430 160 o180 7.20 €201 360 14. 40
A0 3,60 IS0 K300 a8 200 82000 80 400 18, 40
o 100 4.10 W00 20 0,30 ¢ Yoty 220 @20 ! 100 410 18,40
1601 110 460 w0 2w 10,340 P I} 10,20 140§ N0 20. 10
no o2 O [ R (| T 1305 200 2 2ol ] a2 22.40
120 130 S0 0wt wn 1280 200 280 122050 520 M0 24,40
130 1o 6. 10 ool Nl 2500 don 20 a0 s 20, 40
| EEURI. ¥1] 6.60 0 gl 14,30 r B0 320 14.20 6 ui0 25, 40
1560 .10 0wy 15,30 § 3200 o 15,20 ; 610 0 080 30,40
w170 (PR R (L IR H1} 16,30 0 810 0 360 16,20 5] 680|720 42,40
170 180 K. 10 60 B0 1780 a0 3wo TR T 60 3140
10 0190 A0 3 I RY) I T [IRT I BT R TN 1820 10 TH0 | KO0 36,40
1) 200 9,10 ,‘ 160 ; 120 l 19,20 00 420 19,20 »00 E40) 34,40
0 |..... 0 AUplas G 0 4 20080 1] 4201 440 20,20 840 | 880 40. 10
OO B | R E T B TH T 21,140 } 01 480 21,20 850 | 020 12,40
the ex 160§ IS0 . 160 | 480 22,20 tr20 60 44,40
cossilotol sy w0l 0| S 23,20 || 000 |1,000 40,40
ovar [TV D $ 2380 S0 .. ... $237010] vo0f...... $47.40pluy
200 | plus ] plus 8% ol
AN % of tho ox-
the ox-» the ex- 0083
i cess| coess ovor
i over | ovoer $1,000.
| $500 $500.
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If the withholding agent is unable to determine the amount of
wages which is includible in gross income, the Commissioner of
Internal Revenue under regulations preseribed by the Secretary of
the Treasury may authorize the tax to be withheld, collected, and

aid, The tax withheld shall be allowed as a eredit against the

ictory tax and if in excess of the Victory tax shall be allowed as a
credit against the ordinary income tax,

Rucuipra

In the case of tax withheld on wages, the employer is required to
furnish to the employee a written statement in respect of his period
of employment during the calendar year, on or before January 31 of
the year following, or if the employment is terminated before the close
of the calendar year, on the day on which the last payment of wages
is made, showing the period of the employment, the amount of
wages paid, and the amount of tax withheld in respect of the wages
paid.

Abvanracis or ok Vicrory Tax

This Victory tax will not be applicable to the very low income-tax
roups. The average amount spent for food in the caso of all consumor
mni{v incomo lovels for 1941 is $661. 'Tho averago oxpenditures of
families in the United States in this same period with incomes under
$500, was $507.  This is shown by the following table:

Tanre VIL——Average expenditures of all families in the United States for main
calegories of consumption by income level, 1941

Average oxpenditures per family for—
A
@)
3 3
l 8
[s]
Income level g' P P ,9,‘-?3
2 43 g P ) v,
Y g ldlglh ; :
7 3 o £ — < &
£ T - O Glel3igls dlule]d
5184 R BIEISE ()88
I A I R ol {8 leld (a|d|s
Inder $500........ 007 | $220 | 08 ] $01 | $38 | $10 | 21 | s0 | &10 [$10 {$10 $3 ] 8182 $2
-$780 . ..o 714 414 120 85 b7 28 30 11 1611 14 b 0 3 ]
760-$1,000. .. .. ol9 § 3831 102 [ 100 70 44| 38 17} 201110 0) 0] 4 4
1,000-$1,250. ... 1, 134 137 203 131 102 71 47 25 sl 1miln 1 1}
1,250-$1,600. ..... 1,322 480 231 140 124 03 b1 32 4127128 14114110 7
1,600-81,760. .. ... L617 | 620 207 100 | 140 123 ] 71| 421 67 [ 32130 i 10
1,760-$2,000. . .... 1,600 | 02| 3021 187 | 1071 1871 70| 60| 69 [ 33} 35 181161} 16 8
2,000-3$2,500. . 1,005 024 351 215 211 200 021 63 77143130 221,201 20 11
2,000-33,004)., . 2,812 089 402 | 280 258 250 | 10B | 82 87 ] 40 41 24122130 {1
£3,000-$4,000. . 2,743 770 483 318 818 301 11321 108 | 100 | 61 | 48 30127 | %7 13
$,000-$5000_.._..[ 8,810 ] 848 | s68 | 300 | 411} 418 | 150 | 138 ) L18 | 66 | 63 35|31 |66 ] 18
5,060-510,000. .. .. 4,476 11,030 776 677 4] 650 ] 245 1 208 | 160 | 88 | 63 47 ] 41 ] 82 34
10,000 and over. .. 110, 110 {1,740 [1,827 |1, 358 {1,421 1,231 | 403 | 690 | 364 {104 | 00 281 | 94 (308 47
Alllevels. .| 1,814 561 825 210 201 173 86 64 67 | 87 | 32 3118l 10

8owreo: Research Division, Ofico of I'rice Administration, Consumer Income nnd Demand Section,
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The $624 exemptlion will also exempt from tho Vietory tax privates
in the armed forees,  This tax will be ensy to administer, will result
in substantinlly inereased revenue to the Government and will elim-
innto the § pereent prepayment withholding tax providod under the
Houso bill, :

The following table shows that the number of persons with incomes
helow 750 is deerensing rapidly.  Therefore, it is helioved that the
exemption of $624 is sufliciently low to permit the tax to apply to
those with inereased incomes due to the war effort,

Comparison of distribulion of conswmer unils by income level, 1951--42

[

All families and single con-
sumers Incerease (<F) or
e e e ) deerense (<)
over 1011
1911 1012
Under $500 3, 750, 000 2,442,000 ~ 1,317,000
£00-$700 1, 149, D00 2,041, 000 —1, 208,000
F7E0RL000 1, /21, (K0 3, 720, 000) —R0 1, 000
S1L000-$1,200 1, 1K, (X0 3, H00, 00 — 125, (KX)
$1,250- 31,500 .. . 4, T1%, O1K) 3,017,006 — K0T, (00
S1A00-31,700 . oo e ... 3, TOR, 000 4, 225, taxX) 1457, (KK)
T2 0 L e e e e e 3,201, 000 3, %3, 000 |- 482, 00
S 000 - ) e 1, £, 000 5, (063, (00 630, 000
B2 E00- B e e e e e 3,076, 000 4,47, 000 471, (kK3
E3 0B KR . © e e e e e 3016, 000 4, 178, 000 41, 127, 60
FLOD0-F8,000 e e 1, 570, 000 193 000 =264, 000
A, 000 SIOMK) . e 1, 095, (00 1,571, 000 i 4476, 000
20000 and over. ... e P | TN, 00 HUL M) 4204, D00

Toran Tax Burpenx ox Inpivipuans

The following tables compare the income tax, Vietory tax, and total
tax burden before and after post-war eredit under the Finanee (fom-
mittee bill with that imposed under the existing law and under the
House bill; also the effective rates of tax expressed as pereentages of
tnx Lo gross and net income:
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Tas1rx

Grogs ineosne

$1,300.
40C.
500
$1,600
700
$1,500
$2,000
$2.100

1 13 pagoert of groes allowed M lew of deductions in a.—.—:'ving 2¢ nel income.



Tasre IN.—Comparison of individuci 1ncome ez and totcl taz on specified incomes (all income carned) under vreseni law, [{ouse bill, and 9
Sencie Finance Commzitee bill—Continued : <

MARRIED PERSUN—-NO DEPENDENTS~—Continued

House bill Senate Finance Committee bill
: i i
Grpss o ; Witkholding | Total income Total i \t
mevoavment | oand with. Reoular i ..  Totalineome | 5 o o000 }
prepayment »E:;:;g:g’ 1‘;‘3%;3{&‘? ; Victory tax  and \. ietory }' }g:;dv;?. Net tax
| tex tax i
! | !
i ! ' =
UO$24.316.00 1 $21,882.00 | SUNT. 52 §23,363. 28 =
3L 10500 28, 172,00 | 1. 000, 00 .80 =
$5,414.00 41,480, 00 1, DOV, VU U] .
650, TIS. 00 55. T8 G) 1, 000. 00 ® e
§ i b1, 20,00 Y3, 78R, 00 | 1L OG0 00 .80 o
32 : POINaB0 | 172,000.00 | 10,9 | R -
¥ ; 384, Y34, 00 370,009, 00 | 30406880 100000 | 8, S0 =
T N 3, 43 368, 000, 00 L 603, 308, 80 LAODILO0 | 64, 45N 8y ]
1K ; : 3 00 00.00 | N1 KL (0) 1,008 00 RO UD0. 00 =
$2000.00 . . i N L0 S 62,000,005 1620, 000,80 LUOGQUO | 1 610, 00 G E—:
$5,000,000. .o EI! L0016, 000. 00 4, U50. uG0. 00 1LOOU.00 14, 049, 000 W0
i ! | : ! ! =
=
2 AdTusied so thel total tax Will nol eneeed 9 perevnt of net incoiie, ;
o]
=

gyo1



TaBLE
Finance Commiltee bil!

MARRIED PERSON—2 DEPENDEN

Ts

‘x.—*Companson of individucl income tax end lotel tax on spectfied incomes (all income earned) under present law. House bill and Senate

House bill

Senate Finanee Committee bill

\c' income ‘P
s resent law— v O T ~ .
Gross income © before ox- Tt A . Withhoidinz Totalincome

i i

’i‘ otal income

|
i
income WaX | - AT . e Yoa ; |
emptions * Reguler in- | prepayment @ and with- | Xg cular io- | g . i Pgst-war N,
i ; i romeiax oftavdue |  holding | cometax | Viczary tax | and v xcr.ory 3 credit Net tax
‘ ‘ | msd Ly ‘ |
0 $1.67 2. 13
.30 | 277 3.53
8,90 | 3.87 493
3.50 ¢ 6.07 7.73
8. 80 8.27 10. 53
.8 10. 47 313.33
1 2. 30 12.67 16.13
1. 33.80 14.87 18.93
$1.400. . 1, 35.80 i7.07 21.783
$1.300 e ——————— Lz 43.8G 19.27 24. 53
31630 i, 48. 50 21. 47 27.33
$1.71 1§ 53, 80 23.67 30.13
ELB00 e wm e 1 58,380 25.87 3293
1 63. 80 28.07 35.73
1. 68, 80 30.27 38.53
1. 85. 50 32.47 53.03
1, 102,20 34.67 67.33
2 122,63 36.87 S5.8
14424 39.07 105,17
165. 80 41.27 12453
273.60 52.27 221.33
489. 20 427 414.93
725.80 96.27 629. 33
9658. 40 1182 850.13
9122 1,231.00 140. 27 1,090. 73
1. 1, 140, 1, 500, 80 162.27 1,347.33
1,381. 40 1, 800. 20 194, 27 1,615.93
1.646. 00 2,114 80 206. 27 1.908. 83
739,00 3.185.00 3,903.80 ¢ 316.27 3,587.53
3. 046 o) 5,134.00 5.122.80 ! 426. 27 5, 696. 53
844100 7. 461,00 S, 679,80 | 536. 27 §,143. 83
11, 306.00 10, 032. 00 11, 509. 580 1 646.27 | 10,854 83

¢p61 40 TIIY ANNAAHY HHL
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Tarre X —Comparison of individual income taz and total tex on specified incomes (all income earned) under present law, House bill and Senate  ©2
Finance Committee bill—Continued b

SJIARRIED PERSON—TWO DEPENDENTS—Continued

House bill : Sensate Finance Commitiee bill
{ Net izeome |, o
CGross menme t Delore ex- P{Eﬁgel‘:f, A Withholding { Totalircome Total in
exmpiions | =F “= | Reguierin- | prepayment | and with- | Regular in- Vietory tax 0 avi cgmc Post-war Net tay
come tax of tax due nolding come tax Ty an taf 24 credit -vet tax
in 1644 tax

$50,000.. ... $45, 000 217, 043. 00 346.00 $2,390. 00 £23.736. 0 $21, 480. 00 §£2, 468, 80 $23,948. 80 $1,086. 27 $22,862. 53 :-,_—'1
$60,00C 54,000 22,361 00 | 596. 00 2, 890. 00 30, 486. 00 27, 740.00 2, 963. 80 30, 708. 80 1, 200. 00 29, 508, 80 ..":j'

$80,0G5 72,000 33, 535. 00 856. 00 3, 890. 00 44, 746. 00 41,012.00 3. 963, 80 44, 950. 80 1, 200. 00 43,780, & =
$100.000 90, 000 45, 383. 00 . 136. 00 4. 890. 00 69, U26. 00 55, 208. 00 4, 965. 30 64, 266. 80 1,200.00 59, 066. 30 3
$150,000 135.000 76, 237,60 . 106. 00 7,300. 00 100, 496. 00 3, 276. 00 7, 468. 80 100, 744. 30 1, 200. 00 9, 544. 80 =
$250,000. 225, 000 136, 341. 00 . 296,00 12,290. 00 183, 686, 00 171.472.00 12, 468. 80 183, 40. 30 1,200. 00 182, 740. 80 <
$£500,000. 450, (00 36, 476. 00 296, 00 24, 590. 00 394, 185, 00 366.472.00 24, 9638 80 394, 440. 80 1, 200. 00 393, 240. 80 =
$750.000 €75, 000 479, 203. 00 367, 206. 00 37, 390. 00 604, 688. 00 867, 472.00 37.468. 8 604, 940. 20 1, 200. 00 603, 740. 30 4
$1,000.000. 930, 060 653, 930. 00 765, 296. 00 49, 580. 00 515, 186. 00 763, 472.00 44,508 00 $10. 000. 00 1, 200. 60 804, 983, 00 -
$2.000,000 1,800,000 | 1,363.907.00 | 1, 557, 246.00 99,590.00 | 1,657.186.00 | 1, 557,472.00 262,525, 00 | 1,620, 000. 00 1, 200. 00 1,619,988, 00 =

$5.000,000 4,500,000 | 3,521, 83400 | 3, 932, 296 00 249,890.00 | 4,183,186.00 | 3,933,47200 | 2116 525.00 | 4, 050, 000. 00 1,200.00 | 4, 046,958.00

jos]
.
* Adjusted so thet total tax will not exveed 50 percent of zet income. g
o
=

(BN



Tasre XI.—Comparison of effeciive rates of individ:

(224

ucl income taz and total tax on specified gross and net incomes (all income earned) under
present lew, Heouse bill, and Senalc Finance Commattee bill

SINGLE PERSON—NO DEPENDENTS

1
i Eouse bill Senste Firance Committee bill
i Present lew—
‘Net incomze ; reome tax o las in Regrular income and Yar imame & Income and Vie- -
(iross incomie hefore | ! Regular income tax withholding tax Regular income tax tory tax Net tax
ss incomie exemp- | i L _ _
tions! 1
§ Percent | Percent | Percen! | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent
‘ofgress | ofnel | oferass | ufnet | ofgross | ofmet | ofgross | ofrpet | ofgross | ofnet | ofgross | of met
| income | income . inco™e { income | income | income | income | income | income | income | income | income
' i N
| ! T
50 ¢ 0. 00 ‘ 0.00 0.00 0.00 0.00 0.00 0.00 6.00 0.00 0.00 0. 00 0.00
0! LN G0 .87 .96 1.28 .43 .87 ) .87 .96 .87 .96
830 | .09 s‘ .00 2.99 3.32 406 4.5 2.99 3.32 3.3 3.92 3.40 3.7
775 4 RIVE .0 3.89 4.33 5.23 5.81 3.89 4.33 4.73 5.26 452 5.03
20! 08 .00 4.68 5.21 6.25 6.94 4.68 5.21 5.78 6.43 5.51 6.12
NiQ L300 L4 6. 06 6. 67 7.95 8.8 6.00 £.67 7.54 8.38 7.15 7.95
Qo i i 127 7.06 7.84 9.31 10. 34 7.06 7.84 8.94 9.93 - 8.47 9.41
$96 | a2 2.02 7.92 8.80 10.42 11.58 7.92 8.80 10.09 11.21 9.55 10.61
L0801 238 263 5.64 2. 60 11.35 12.61 8.64 9.60 iL04 227 10. 44 11.60
3,170 ) 287 3161 .25 1 10. 28 12. 14 13.49 8.25 10.28 11.85 13.17 11.20 12.45
1,350 | 3.1 3.85 9.7 10. 85 12.81 14.23 8.77 10. 86 12.55 13.94 11.85 13.17
1,350 ¢ 3.64 1 £.04 10. 3 11.36 13.39 14. 88 10.23 11.36 13.15 i4. 61 12.42 13.80
1,450 | 3.95 1 4.39 0. 62 11.80 13.90 15.45 10.62 11.80 13.67 15.19 12.91 14.34
1,530 | 4.3 $.70 10.97 12,19 14.35 15.95 10.97 12.19 1414 15.71 13.35 14.83
1,620 | 447 5. 97 11.28 12. 54 14.7 16.39 11.28 1254 14. 55 16.17 13.73 15.26
1,710 f $.69 ] s.21 11.56 | 12.84 15.11 16.7 11.56 12.84 14.92 15.58 14.08 15.64
1,860 ! 4.3 | 5.43 11.81 13.12 15.43 17.15 11.81 13.12 15.25 16. 54 14.39 15.99
1,890 507 3. 63 12.04 13.37 15.73 17.47 12.04 13.37 15. 55 17.28 14. 67 16. 30
1950 ! 5.3 5.81 ! 1224 13.60 15. 99 17.77 12.24 13. 60 15.82 17. 58 14.93 16. 89
2,470 5.35 ¢ 5.98 ! 12.43 1381 16.23 18. 04 12,43 13.81 16. 07 i7.86 15.16 16.85
3150 ¢ 3.5 6.13 12.60 14.00 16. 46 18.28 12.60 14.00 16.30 18,11 15,38 17.09
2,250 5.6% | 5.27 12.76 1418 16.€6 18. 51 12.76 14.18 18. 51 18.35 15.57 17.30
2,700 ¢ 6.1% ; 6.82 13.59 15,10 7. 19. 64 13.59 15.10 17. 53 19. 50 16. 56 18.40
3, 600 .40 | 822 15.02 16. 68 19.32 2147 15.01 16. 68" 19.23 21.37 18.17 20. 19
4, 500 R.15 S.i6 15.86 17.62 20.31° 22,57 15. 86 17.82 20,24 22.48 19. 14 21.27
5,400 ¢ .15 1 10.16 17, 18.92 21.57 23.96 17.03 18,92 21.51 2.9 20.39 22.65
6€.300 . QU8 ! i1.C8 17.86 19. 84 22 47 24.96 17.86 19.8% i 241 24.90 2128 23.64
7,200 2 12.02 18.83 20.93 23.49 25. 10 18.83 20.93 =44 26. 03 22.29 24.77
39, 810 I 12,98 19.68 2187 24.38 27.09 19. 68 2187 24.34 2004 .17 25. 7.
) 9. 000 - 1385 20.56 ' 22 84 25.28 25. 09 20. 56 2284 25.25 28.05 24.08 | 26. 7
13.500 | A2 18.47 2479 27.55 29.61 32 90 24.79 20.55 29.59 3287 28.39 | 31.54
110 percent of gross allowed in lieu of deductions in arriving 2t nel income.
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TasLe XI.—Comparison of effective rates of individual income tax and total taz on specified gross and net incomes (all income earned) under

present law

Hon

w, sI0%

SINGLE PERSONS—NO DEPENDENTS—Continued

1se bill, and Senate Finance Committee bill—Continued

House bill Senate Finance Committee bill
P{gsent law— -
Net income CGiue tax . Regular income and . Income and Vie- -
Gross income before Regular income tax withholding tax Regular income tax tory lax Net tax
exemp- - -
tions .

Percent | Percent | Percent | Percent | Percent | Percent | Percert | Percent | Percent | Percent | Percent | Percent

of gross of net of gross of net of gross of net of gross of net of gross of net of gross ol met

income | income | income | income | income | income | income | income | income | income | income | income
$20,000_____ - $18, 000 2. 56 22,84 23.95 3217 33.82 37.57 28.95 32.17 33.80 37.55 32.59 36.21
$25,000. 22, 500 24,13 2. 81 32.70 35.34 37.59 41.77 32.7¢ 36.34 37.58 41.75 36.36 40.40
$30,000. - 27,000 27.30 30.34 36. 00 40.09 40.91 45.46 36.00 40.00 40.90 45. #4 39. 68 .03
g 0__. 45, 000 35.86 39.85 44.72 49.69 49. 67 55,19 44.72 49. 69 49. 66 85,18 48. 65 .07

,000. 54, 000 38.84 43.16 47.79 53.10 52.75 58.61 47.79 53.10 52.7. 58. 60 51.91 7. 68

$80,000. 72,000 43.17 47.97 52. 53 58,37 57.50 63. 89 52,53 58. 37 57.49 63. 88 56. 87 63. 19
$100,000 U, 60 46. 42 51.58 56.35 62, 61 61.32 68,14 56.35 2. 61 61.32 68.13 60. 82 67. 53
$150,000 135, 000 5. 57 7. 30 62 92 69, 91 67.90 73.45 62.92 69. 91 67.90 75,44 67.57 75.07
$250 225,000 36. 18 62. 42 69.C5 6. 72 74.04 32,26 | 69. 05 76.72 74.03 8§2.26 73.83 82,01
$500,000. ... 450, 000 61.53 65. 37 412 82.36 79.12 §7.91 74.12 82.36 79.12 §7.91 79.02 N7 80
$730,000_ _ 675, 000 4. 05 7117 75.82 81.21 80. 81 §9.79 75.82 84.24 80. 81 £89.79 80. 74 59, 72
$1.000,000. e ccaee 900, 000 65, 51 2.7 76. 66 85.18 81. 66 90. 73 76. 66 85,18 81.66 0.0 §1.61 90. 00
$£2.000,000 . - o iaccccemecaeen 1, 800, 000 68. 2% 75.84 77.93 86.59 §2.93 2. 14 .93 86. 59 32.93 9. 00 §2.90 90. 00
$5,000,000_ . o ieiciaceoan 4, 500, 000 70. 46 8.2 78.69 §7.4 83. 69 g2. 99 75.69 8.4 83.69 90. 00 83.68 90. 00

[\
g
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vidual income taz and fotal tax on specified gross and net incomes (all income earned) under

rates of tndi
present law, House bill,

Tazen XI1L.—Compakrson of effective
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TasLE X]II. —Comparuon of effective rates of individual income {ax and tolal lax on specified gross and nel incomes (all income earned) under }:33
present law, House bill, and Senate Finance Commauttee bill—Continued -

MARRIED PERSON—NO DEPENDENTS—Continued

House bill . Senate Finance Committee bill
Present law— ‘
Net income income tax Regular income and - Income and Vic- .
a . before Regular income tax withholding tax Reguiar income tax tory tax Net tax
ross income exemp-
tions ' '
Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent

of gross ol net of gross ol net of gross of net of gross | of net of gross of met of gross of net =
income | income | income | income | inrcome | income | income | income | income | income | income | income m
=
$20,000. -] ' 818,000 19.09 21.22 20,24 30.27 31.91 35.46 .24 30.27 32.08 35. 65 30.15 33.50 s
$25,000 22, 500 278 25.31 31.16 34.63 35. 90 3989 31.16 34.63 36. 04 40.04- 34.09 37.88 m
$36,000 27. 000 26.08 23.88 34.60 33. 44 39.38 43.76 34.60 38, 44 39. 50 43.88 37.54 41.71 <
$50,000 45, 000 35.00 38.89 43.76 48.63 48.63 Si. 4 43.76 48.63 48.70 54. 11 46.73 51,82 =
$606,000. 54, 000 38.68 42.31 46. 95 52.17 51.84 57.60 46. 95 52.17 51.90 57.67 50.23 53. 82 =z
$80,000 - 72, 000 42.56 47.29 S51.85 57.61 56.77 63.07 51.85 57.61 56. 81 63.12 35. 56 61.73 =)
$100,000, 90, 0C0 45.92 51.02 58. 7! 61. 98 60. 72 67. 46 55. 48 61.98 80.75 67. 50 59.75 66. 39 =

$150,000, 135, 000 51.23 56.92 62.52 69. 47 67.48 74.98 62. 52 69. 47 67. 50 75.00 66. 84 74.26
50,000 225, 000 55.96 62.18 68.80 76. H 73.77 1,677 68. 80 76.44 3.79 81.99 73.39 81.54 fos]
$500,000 450, 000 61.42 68.2¢ 74.00 §2.22 78.99 87.7 74.00 82.22 78.99 87.77 78.79 7. 55 (=]
2750.(0) 675, 000 63.98 71.08 75.73 £4.15 80.72 89. 69 75.73 84.15 80.73 89.70 80. 60 89,55 [
1,000,000, - 900, 000 65. 46 2.3 76.60 85.11 81.59 . 66 76. 60 85.11 81.00 90. 00 §0. 90 89.89 -
$2,000,000. 1, 800, 000 68.23 75.81 77.90 86. 56 82.90 02.11 7. 86. 56 81.00 90. 00 80.95 £9.04 -~
$5,000,000. 4, 500, 060 70.45 78.28 78.68 ,87.42 83.68 92. 98 78.88 §7.42 81.00 90. 00 80238 §9.98 :;,
it
©
o
»
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TaBLE XIII.—Comparison

present law, House bill, and Senate Finance Committee bill
MARRIED PERSON—2 DEPENDENTS

of effective rates of individual income taz and total {ax on specified gross and net income (all income earned) under

Touse bill Senate Finance Committee bill
Present Jaw— - -
Net income Income tax - Regular income and . Income and Vie- :
Gross jncome before Regular income tax | " omay olding tax Regular income tax tory tax Net tax
" exemp- - —_
tions ! .

Percent | Percent | Fercent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent

of gross | of pet of gross of net of gross of net of gross of net of gross of net of gross of net

income | income | income | income | income | income | iacome | income | income | income | income | incoms
$150 0.00 0.00 0.0 0.00 0.00 0.00 0.00 C.00 0.00 0.00 0.00 0.00
540 .00 .00 0 .00 .00 .00 .00 .00 .00 .00 .00 .00
630 .00 .00 .00 .00 .00 .00 .00 .00 .54 . .60 .30 .U
675 .00 ¢ . .00 .00 .00 .00 .00 .84 .93 .47 .52

720 .00 .00 .00 .00 .00 .00 .00 .00 1.10 1.22 .62 .68 .

810 .00 .00 .00 .60 .00 .00 .00 .00 1.583 1.70 .86 .95
900 .00 .00 0D .00 .00 .00 .00 .00 1.88 2.09 L0551 1.17
Q90 .00 00 .00 .00 .00 .00 .00 .00 2.16 2.40 L21 1.35
1,080 .00 0 .00 .00 .00 .00 .00 .00 2.40 2.67 L34 1.49
1,179 .00 .00 .00 .00 .00 .00 .00 .00 2.60 2.89 146 162
1,260 .00 .00 .00 .00 .00 .00 "0 .00 277 3.08 L85 1.72
1,330 .00 .00 .00 .00 .00 .00 .00 .00 2.92 3.24 164 1.82
140 .00 00 00 .00 .00 .00 .00 .00 3.05 3.39 L71 1.90
1, 530 .00 i .00 .00 .00 .00 .09 .00 ‘3.16 3.52 L77 1.67
1. 620 0 .00 .00 .00 .00 .00 .00 .00 L 3.rg 3.63 1.83 2.03
_ L710 N .00 .00 N .00 .00 .90 .00 3.38 .73 1.88 2.00
1, 800 .00 .00 .00 .00 .00 .00 .00 .00 4 3.82 L83 214
1. 890 .00 .00 .00 .00 .00 .00 .56 .62 4.07 4.52 253 2.81
1. 880 .00 .00 | .00 .00 .00 .00 1.06 1.18 4.65 5.16 3.07 341
2,070 .00 .00 .40 .44 .61 .88 1.69 1.88 533 5.93 373 4.15
2,160 .00 0 &7 .96 1.28 1.43 2.31 2.57 6.01 6. 68 438 487
2 250 .00 .60 1.36 1.581 1.96 218 2.88 3.20 6.63 7.37 4.98 5.53
2,70) . .97 1LOR 3.89 4.33 5.23 5. 81 5. 16 5.73 9.12 10.13 7.38 82
3. 600 2.59 321 7.06 7.84 9.31 10.34 8.01 8.90 12.23 13.59 10.37 11.53
4, 500 416 4.62 9.26 10.29 12.06 13.40 10. 14 1.7 14,52 16.13 12.59 13. 98
5, 400 5.36 5.95 i0.93 12,14 1409 15. 66 11. 66 12 96 16. 14 17.93 | . 1417 15.74
fi. 300 6.21 6. 93 12 29 13.65 1572 17. 46 13.03 14. 43 17. 59 19.54 15.58 17.31
7. 200 7.30 8. 11 13.61 15,12 17.23 19.15 14.26 15,84 18.87 20.97 16. 84 18.71
100 8.15 L 9.06 14. 68 16. 31 18. 46 20. 51 15.35 17.05 20.00 22.22 17.95 19.95
9, 000 9. 11 10.12 15. 86 17.62 19.78 1.96 16. 46 18. 29 21.15 23 50 19.09 212
13.500 13. 43 14.92 20.73 23.03 2499 * .77 2123 23. 59 26.03 28.92 2.92 2. 57

110 percent. of gross allowed in licu of deductions in arriving a: net income.

Sv¥61 JdO0 TIId ENANFTAHEM
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Tasrz XII1.—Comparison of effective rales of individual income tax and total taz on specified gross and net income (all income earned) under B
" present law, House bill, and Senate Finance Commitiee bill—Continued Go

MARRIED PERSON--2 DEPENDENTS—Continged

House bill Senate Finance Committee bill
Present law—
Net income Income tax ; ; Regular income and Income and Vie-
Regular income tax : : Regular income tax Net tax
Gross meome et;g:re withholding tax tory tax
xemp-
tions !
. Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent | Percent

ofgross | ofmet | of gross | ofnet | ofgroes | ofnet | ofgross | ofnet | ofgross { of net ofgross | of net 3
lpcome | locome | income | income | income | income | income | income | income | income | income | income e
g =

§20,000. .on oo e $18, 000 17.58 10831 228 28.09 29.73 3.03 25.77 23.63 30. 61 34.02( 28.48 3L. 65
, 000 - . 22, 500 21.34 < Rrp | 29. 40 32.67 33.96 37.74 29. 84 33.16 u.72 38.58 | 3257 36. 19 g
000, .o eeaemem 27, 000 24.80 27.56 33.05 36.73 3769 41.87 3.4 37.16 38U 42.60 | 3518 40.20 <
£50,000. .. oo el e cmemn 45. 000 34.08 37.87 42.69 47. 44 47.47 5275 42. 96 7.73 47.90 3.2 4572 50.81 =

,000... ... —— 54, 000 .27 41.41 45.99 51.10 50.81 56. 46 46.23 5137 51.18 56.87 1 49.18 5465
L1 . 72.000 41.92 46.58 SLO7 56.74 55.93 62. 15 51.26 56. 96 56.23 62.47 | 5.7 60. 81 g
$100,00G. —— 90, 000 45.38 50. 43 55. 14 61.26 60. 03 66.70 55.30 61. 44 60. 27 66.93 1. 59.07 65. 63 =

$150,000.. 135, 000 50. 88 56. 51 52.07 68. 97 67. 00 74. 4 62. 14 69.09 67.18 74.63 | 66.36 3.74
\ 225, 000 55.74 61. 63 68. 52 76.13 3.47 81. 64 68. 59 76. 21 .73.58 8L751 78.10 8L 22 o
$500,000 450, 000 6130 G3.11 73.86 82.0¢7 78.84 87.60 73.89 82.10 78.89 87.65 | 73.65 87.39 —t
$750,000 —— 675, 000 63. 89 70.99 7564 84.04 80.62 §9.58 75. 686 84.07 80. 66 89.62 | 80.50 80. 44 =
$1,000,000 900, 000 65. 39 72.66 76.53 85.03 81.352 90. 58 76. 55 85.05 81.00 80.00 | 80.958 £9. 008 [

$2,000,000 —— 1, 800. 000 68.20 35.77 77.86 §6. 52 82.86 92,07 77.85 86.53 81.00 90.00 | 80.9994 89, 9903

$5,000,000 4,500,000 | 7044 78726 TB.67| S87.41] 8365, 92.96| 78.67| 8741 8100 | 90.00 | 80.9997 | 80.9907 g
[ )
©
[
»
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III. CORPORATION INCOME AND EXCESS PROFITS
TAXES

1. Surrax

Neither the House bill nor your committee bill makes any change in
the corporation normal tax rates of the existing law, A

The House bill, however, made substantial changes in the corpora-
tion surtax. The present surtax on corporations is 6 percent upon
the first $25,000 of surtax net income and 7 percent upon surtax net
income in excess of $25,000. These rates apply by brackets rather
than by totality; that is, the first $25,000 of surtax net income is
taxed at 6 percent regardless of the size of the total surtax net income,
The House bill fixed the rate on corporation surtax net incomes of
not more than $25,000 at 10 percent and on corporation surtax net
incomes in excess of $50,000 at 21 percent. A notch was provided
for corporations with surtax net incomes of between $25,000 and
$50,000 by which the transition from the lower to the higher rate is
made gradual. Your committee bill retains this method of applying
the rates by totality rather than by brackets but reduces the rate
applicable to surtax net incomes in excess of $50,000 from 21 percent
to 16 percent. The notch rate is also reduced correspondingly.

"The House rate of 21 percent when coupled with the normal tax
rate of 24 percent, would make a combined rate of 45 percent upon
the normal profits of corporations regardless of whether they are
enjoying increased business under the war program or find their
business impaired: because of wartime restrictions.  Your committee
believes this rate upon normal profits to be too high and would result
in severe hardship on many corporations crippled by priorities and
other effects of our war economy. Consequently, by lowering the
surtax rate from 21 percent to 16 percent, the combined normal and
surtax rate is placed at 40 percent instead of 45 percent,

2. Excurss-Prorirs Tax

The present law allows a specific exemption of $5,000 for excess-
profits-tax purposes. The House bill increased this exemption to
$10,000. Your committee bill restores the $5,000 exemption of the
present law, '

The House hill placed a flat rate of 90 percent upon excess profits
in lieu of the graduated rates of from 35 to 60 percent in the present
law. Your committee concurs in this action. However, in order to
cushion the impact of this severe rate in certain unusual cases and to

rovide incentive for economical corporate management- and funds
or post-war rchabilitation in the case of all corporations sublject to
the excess-profits tax, your committee bill contains the following
provisions; -

(@) Limatation on the maximum effectwe rate of the corporation normal
tax, surlax, and excess-profits tazx.

The committee hearings disclosed that in the case of a number of
corporations, thé combined effective rate of the normal tax, surtax,
and excess-profits tax would approach 90 percent. These companies
have small excess-profits credits but having expanded tremendously
in war work find almost all of their income subject to the 90-percent
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excess-profits-tax rate. Your committec feels that in no case should
more than 80 percent of corporate profits be taken in normal tax,
surtax, and excess-profits tax. Consequently, the bill limits the
over-all effective rate of these taxes to 80 percent of the surtax net
income before its reduction by the credit for the income subject to
excess-profits tax. The effect of this provision is to reduce the excess-
profits tax in such cases to an amount which when combined with the
normal tax and surtax will not exceed the 80-percent limitation,

(b) Post-war credit.

Your committee bill provides a post-war credit for corporations
amounting to 10 percent of their excess-profits tax. This provision
is felt desirable in order to encourage efficient and economical cor-
- porate management under the stress of war economy and to provide
a fund that will be available for the conversion of production facili-
ties after the war to peacetime demands. Under this provision,
corporations will pay the full excess-profits tax provided in the bill.
Ten percent of this amount constituting the post-war credit will be
credited to the taxpayer’s account and it will be given bonds pay-
able after the war in the following manner:

Calendar year (beginning after
cessation ;{ hostilities) on last
Ci

day of which bonds mature

Bonds purchased with the credit for any taxable year beginning: .
Within the calendar year 1942 _ . __ ... .. _....-. Second,

Within the calendar year 1943 . _ ... . e Third.
Within the calendar year 1944 _ . . .. .. .... Fourth,

After December 31, 1944 . e "~ Fifth,

These bonds will be issued under the authority of and subject to the

rovisions of the Second Liberty Bond Act, as amended. They will
Bear no interest, be nonnegotiable and may not be transferred by assign-
ment, pledge, or otherwise,

Thus, under this provision corporations will pay the full excess-
profits tax but will have 10 percent of such tax refunded to them after
the war. In the meantime, the Government will have the use of this
money, interest free. ’

(¢) Credit for debt retirement.

. The post-war credit so determined is available currently for retire-

ment of the taxpayer’s indebtedness. Thus, those taxpayers with heavy
tax commitments may use their post-war credit currently rather
than wait until the termination of the war to meet such commit-
ments, Relief granted is limited to 40 percent of the amounts paid
in debt retirement and in no case may exceed the amount of the post-
war credit. for the taxable year.

For example, a corporation has an excess-profits tax of $900,000.
It is entitleJ’ to a post-war credit of $90,000. If it retires a principal
amount of indebtedness of $100,000 during the taxable year, the
post-war credit is reduced to $50,000, the taxpayer being allowed a
credit for 40 percent of the $100,000, or $40,000, currently. In effect,
its excess-profits tax would be reduced from $900,000 to $860,000 and
its post-war credit would be reduced from $90,000 to $50,000.

3. Tax oN ForeiGN CORPORATIONS

The rate of tax on fomigx corporations not engaged in trade or
business within the United States is fixed by the gresent law at 27%
percent. The House bill increased this rate to 37 percent. Since
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this is in effect a tax upon the gross income of such corporations .
derived from United States sources, your committee has made this
rate 30 percent.

IV. TAXATIGN OF CERTAIN TYPES OF CORPORATION
1. MuruaL INsuraNceE CompANIES OTHER THAN LIFE OR MARINE

Under the House bill, mutual insurance companies other than life
were to be taxed on the basis of their underwriting and investment
income. The objective was a taxing system substantially the same
as that which has been applied to stock insurance companies other
than life since 1921. In recognition of the quality of mutuality,
however, two special deductions were allowed. One of these was
dividends to policyholders; the other, surplus apportioned to policy-
holders. The latter was found to involve concepts generally novel to
the business of writing insurance. Dividends to policyholders,
moreover, were deductible only to the extent they were paid out of
premiums received or surplus apportioned to policyholders; to the
extent they were paid out of investment income, they were disallowed.
For the purpose of determining their deductibility, dividends were
assumed to be paid out of investment income to the extent of such
income remaining after the deduction of the tax allocable thereto.

Your committee carefully considered the House bill plan and various,
modifications of it in atlempting to define and tax underwriting income
in an equitable: manner. No adequate method to accomplish that
result was developed. .

The committee bill, therefore, proposes to tax mutual insurance
companies other than life or marine upon that one of the following two
bases which produces the greater tax.  One of these hases is net invest-
ment income, to which are applied the rates applicable to corporate in-
comes generally.  The other base is the gross amount of income from
interest, dividends, rents, and net premiums, less dividends to policy-
_holders and wholly tax-exempt interest. To this -base the rate of 1
percent is to apply. Mutual marine insurance companies are taxablo
under the provisions applicable to stock insurance companies other
than life, This is essentially the basis upon which they are taxed un-
der existing law. Reciprocal underwriters and interinsurers are sub-
jeet to the net investment income tax and not to the 1 percent tax,

It is believed that the plan of taxation recommended by your com-
mittee will operate much more equitably than the House bill plan,
or.any modification thereof incorporating the principle of taxing
" underwriting income, and will have no regulatory effect upon the
industry. At the same time, it offers no unusual administrative
difficulties and will yield a considerable amount of revenue. :

2. InsuraNce Companies OTHER THAN LiFE ok Mutuan; MuruaL
© MariNg INsurRANCE COMPANIES

The committee bill proposes to tax mutual marine insurance com-
panies under the provisions applicable to stock insurance companies
other than life. These two classes of companies are taxed on essen-
tially the same basis under existing law.
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As in the case of mutual insurance companies, other than life or
marine, the allowance of capital losses as a deduction is liberalized
to include, subject to certain limitations, those resulting from the
liquidation of assets to meet unusual insurance losses. _

Dividends to policyholders in their capacity as such are allowed as
deductions, ' '

3. Lire INsurRANcE COMPANIES

The committee has made certain changes in the plan incorporated
in the House bill for the taxation of life insuraiice coinpanies.

In lieu of the denial to burial and funeral benefit companies of the
tax trentment nccorded life insurance companies under the House
bill, the committee proposes to continue this treatment through the
‘calendar year 1943, after which such of these companies as are en-
gaged directly in the manutacture of funeral supplies or the perform-
ance of services in connection with funerals are to Ee taxed as insurance
companies other than life.

The House bill omitted to include in the term “life jvsurance
reserves,” in the case of an assessment company, the sums deposited
with State officers as a guaranty’ or reserve funds and any funds
-maintnined by the company exclusively for the payment of insurance
written upon the assessment plan, 'I‘yhc committee bill restores this
provision of existing law,

Under the House bill, capital gein or loss treatinent was extended
to lifo insurance companies with respect to assets acquired after the
enactment of the revenue bill of 1942,  Since the revenue from this
source would be very small, and the House provision would require
life insurance companies Lo separate their ussets according to the date
of purchase, your commitice believes it advisable to return to the
existing law and ignore capital gains or losses in the taxation of life
insurance companies,

The treatment of life insurance reserves for the purpose of computing
invested capital has been objected to by insurers on the ground that,
even though it should result in‘no excess profits tax liability, it would
prejudice gboir gosition that policies in the hands of the insured are not
appropriate subjects of taxation under State or local property tax
laws. While agreeing with the policy of the House biﬁ in treating
such reserves in the same manner as borrowed capital for excess profits
tax purposes, your committec desircs its action to be interpreted as
implying no such prejudice. :

4., WesTErRN HemispHERE Trapr COMPANIES

American corporations trading in foreign countries within the
Western Hemisphere are placed at a considerable competitive dis-
advantage with foreign corporations under the tax rates provided by
the hill. To alleviate this competitive inequality, the committee
bill relieves such corporations from surtax liability. To obtain this
relief 95 percent of the gross income of such companies must be from
sources outside the United States. Morcover, 90 percent of their
income must be from the active conduct of a trade or husiness,



'THE REVENUE BILL OF 1042 33

V. CAPITAL STOCK AND DECLARED VALUE EXCESS-
PROFITS TAX |

REPEAL OF ()Ammn Stock Tax ANp Drcrarep Vanuve Excrss-
‘ Prorirs Tax

Your committee has recommended the repeal of the capital stock
tax, offective for thoe year ending June 30, 1942, and subsequent years,
and the declared valuo oxcess profits tax, effcctive for taxable years
ending after June 30, 1942, Since these taxes are predicated upon
the ability of the taxpayer to guess what his future earnings will be,
it is believed that it is ingquitable to impose such a requirement
upon the taxpayer at this timoe due to the uncertainty in business con-
ditions caused by the war, priorities, and other factors, beyond the
taxpayer’s control.

VI. OTHER MAJOR INCOME- AND EXCESS-PROFITS-TAX
AMENDMENTS

Fiscan Yeanrn RETURNS

Prior to the Revenue Act of 1934, corporations and individuals
reporting on a fiscal-year basis wero rcquire(f to divido their fiscal years
into two parts and pay tax on each part under the different acts appli-
cable theroto,

The Rovenuo Act of 1034 and subsequent acts changed this policy
so that the law applics to taxable years beginning after December 31
of the preceding year. Under this system, corporations and individ-
uals will continue to pay under the rates of tho existing law for the
full fiscal year ending in 1942,  For example, a corporation or an indi-
vidual with a fiscal ycar ending Noyember 30, 1942, has 11 months
of its flscal year ending in 1942, and will continue to pay on income
reccived during these 11 months under the rates of the 1041 act,
instead of under the higher rates provided in the pending bill, whereas
corporations and individuals on a calendar-year basis must pay on
their entire 1942 income at the higher rates, instead of under the 1941
rates for a portion of the year. Thus, a clear discrimination results
between taxpayers because their taxablo years end on different dates,

Immediately following the enactment of the 1934 act there was a
pronounced increase in the number of corporations using fiscal years
as their aceounting period, and for filing of income-tax returns.  The
number has been steadily increasing, as is shown by the following table:

Corporation returns (aclive companies)

Fiseal | Percent Fiscal P’ercent
Total Total
Year year fiscal Year year fiscal

returns | roturns | returns returns | coturns | returns
| 117 SR 443,011 54,820 124 || 1934 ... 400, 804 07,047 14,3
1020, iiaeannnn 4£6, 021 54, 609 120 || 1935...ceervemnnn... 477,113 71,688 15.0
1030, . o ieemane.s 463, 036 69, 202 12.8 1] 1836, .cuceemneannn. 478, 857 76, 200 15.9
[ £1X | SN 454, 59, 6508 13.0 |1 1937 eeeeeeae e 477,818 80, 798 16.9
1832 et 451, 884 58, 450 13.2 4] 1938, cceemaaa.. 471,032 84, 299 17.9
1933, o eeeiceeanen 440, 842 53, 889 . 1039, e, 469,617 87, 043 18.7
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Immediately prior to, and sincé the enactment of the 1940 Excess
Profits Tax Act, a large number of corporations changed to fiscal
ﬁenrs endin% September 30, October 31, or November 30. It was

rought to the committee’s attention, th'éf, in some cases, corporations
which had fiscal years ending September 30 changed their fiscal year
‘80 as to end November 30, apparently to gain the greatest tax ad-
vantage possible, This will be noted from the following tables:

Number of co'rporaliom granied permission lo change accounting period, by fiscal year
adopted, 19389-41

Year Year
Fiscal year adopted Fiscal year ndopted
1939 1940 1041 1930 1940 1941

January 150 173 139 || September__..._._. b<14 72 30
February 68 60 51 |} October...._....... 199 206 357
March 102 113 118 || November. _.__.__. 215 237 007
April 103 114 62

May... . <131 119 67 Total. __..... 1, 897 2,048 2,337
June... . 430 382 . 284 || Decembert ... 617 463 418
July. .. aa- 149 147 2120

August .. ._........ 114 225 162, Total.._..... 2,514 2,611 2,812

| Corporations changing from fiscal- to calendar-year basls of reporting.

Corporations with net incomes of $100,000 and over changing accounting perioda
in 1839, 1940, and 1941

‘CALENDAR TO FISCAL YEAR \
Number of corporations with net incomes of $100,000 and over reported for Yg?r agomm m
perlod— was made l

From— - To— 1039 1940 1941

JANUBTY Yoo cmecmencmmre e Beptember 30... 8 11 )
) 0 YN Octoher 31 .. .. 4 [} 56
DO eeeceeeeeacarcc - November 30.:..._. PO S 13 14 132
MOtAY. < o oeeeeemeacccecccemcmea]ecmanecceaceaaeracanacecaccc e aa———— 23 31 188

FISCAL YEAR TO LATER FISCAL YEAR

March Lo eiiececcccccanans November 30. ... cooonniereemeareefeeaann.. ) N P
7 N 103 | I RIS S D . + J ) S PR (]
May b eeiiacremeeeeaa | 57 SNSRI NI SR 1
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| Total number not secured

In 1941 there were 24 individuals with net incomes in excess of
$100,000 who changed from a calendar year to a fiscal year basis,
end 23 of th€ 24 changed to a fiscal year ending November 30, which
will result in a considerable tax savings to these 24 individuals and a
loss of revenue to the Treasury. o

The House bill sought to correct this situation by providing that
the 1942 rates shall apply to that portion of income for the full fiscal
year which the number of months of such fiscal year falling in the
calendar year 1942 bears to 12 months, and the 1941 rates shall apply
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to that portion of the income for the full fiscal year which the number
of months falling within the calendar year 1941 bears to 12 months,
Thus, if & corporation or individual has a fiscal year ending November
30, 1942, eleven-twelfths of its income would be taxed at the 1942
rates and one-twelfth at the 1941 rates, '

The bill as reported by your committee amends the House bill by
providing that in the case of a corporation or an individual with a
fiscal year ending after June 30, 1942, the tax is the sum of the follow-
ing: (a) That portion of the tax computed at the 1941 rates which
the portion of the taxable year prior to July 1, 1042, hears to the
entire taxable year; and (b) that portion of the tax computed at the
1942 rates which the portion of the taxable year after June 30, 1942,
bears to the entire taxable year. :

The committee amendment eliminates the necessity for the tax-
payer to make a multiplicity of computations under two different laws
as required under the House plan, and, in large measure meets this
objection- voiced by accountants and taxgayem. It also meets the

.objections voiced by those corporations whose fiscal year had closed, -
whose returns were filed, and whose dividends had. been declared.

This amendment also meets the objections raised by many tax-
payers that the tax would be retroactive, and was being imposed
without notice. No increase in tax will result in the case of corpora-
tions and individuals with fiscal years ending on June 30, 1942, or
prior thereto, this date being after final action was taken by the Com-
mittee on Ways and Means, and taxpayers were put on notice of this
proposed change of policy.

Your committee, recognizing the competitive and tax avoidance
problems involved, feels that the treatment of fiscal year taxpayers
as provided by the committee amendment is fair andy cquitable and
will have the effect of discouraging in the future the use of this method
to delay the impact of increased taxes.

GENERAL RELIEF PROVISIONS.

Your committee has adopted the provisions of the House bill
relating to general relief for ,excess-progts tax purposes with certain
modifications. It is8 recognized that specific legislation cannot take
care of all of the harsh cases which may arise under a high excess-
profits tax and that legislation of a general nature is necessary to
provide relief for many unforeseen haydships which may arise under
the excess-profits tax law.

Under the House bill, taxpayers who are-entitled to use the average-
carnings basis are permitted to have their base period earnings recon-
structed in cases of abnormalities or hardships. In order to secure
the benefit of this provision, taxpayers must meet certain specific
tests to establish that their actual earnings during the base period aro
abnormal. This relief is granted to all taxpayers in existence during
the base period, even though they computed their excess profits on
the invested-capital basis. Taxpayers who did not come into existence
until after the base period, are permitted to have their income con-
structed for the base period on a basis comparable with other tax-
payers similarly situated.
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To come within the general relief provisions, the taxpayer, in exist-
ence during the base period, must show that the excess profits tax
(computed without the benefit of this section) was excessive and dis-
criminatory and that the average base period net income was not a
fair measure of normal earnings. To be entitled to the benefits of
this provision, it must show the following: '

(1) Interruption or diminution of proguction in the base period;

(2) Depression in the base period due to temporary economic
circumstances; _

(3) Depression due to a profits cycle differing from the general
business cycle; ‘

(%) Sporadic and intermittent periods of high production and

rofits;
P (6) That the business was commenced or its character changed
during the base period; or '

(6) Other factors affecting the business of the taxpayer which may
be reasonably considered as resulting in an inadequate standard .of .
normal earnings during the base period if application of the provisions,
to the taxpayer would not be inconsistent with the principles, condi-
tions, and limitations of this section. :

In the case of taxpayers coming into existence after the base period
mll] average constructive base period net income will be permitted
where: . g

(1) The business of the taxpayer is of a class in which intangible
assets not includible in invested capital make important contributions
to income; .

(2) Where the business of the taxpayer is of a class in which capital
is not an important income-producing factor; ‘

(3) Where the invested capital is a normaily low. -

Your committee has made the following changes in the House bill:

1. The general relief provision has been made retroactive with
respect to all taxable years beginning after December 31, 1939. The
provisions of the 1941 act are not as broad in scope and application
as the provisions of the pending bill. Most of the returns for 1940
and 1941 which would be subject to the prior laws hsve not as yet
been audited. Therefore, it 18 believed advisable to rubstitute for
these old provisions the present provisions of this bill. To carry this
provision into effect, with respect to the years 1040 and 1941 it is
necessary to extend the time for filing application for relief for those
years to a period within 6 months after the date of ths enactment of
the revenue bill of 1942, ‘

2. Under the existing law, as interpreted by the Commissioner of
Internal Revenue, it was necessary for the taxpayer to compute his
tax without regard to the relief provisions and file a claim for refund
for each taxable year. Your committee does not believe that such a
procedure should be followed ‘where the taxpayer has had its con-
gtructive average base period net income finally determined for any

ear. Such determination should permit the taxpayer te use the
ase period net income so determined as a basis in computing its
excess profits tax for any future year, :

3. Under the provisions of the House bill, the relief provided under
this section is not applicable unless the excess profits tax payable
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without regard to. the relief provisions exceeds 6 percent of the tax-
payers’ normal tax net income (before the deduction of the excess
profits tax) for the taxable year and unlees the relief afforded in this
section would diminish the excess profits tax otherwise payable by
more than 5 percent.

Your committee does not believe it desirable to retain these limi-
tations, as they would_have the effect of denying relief to many tax-
payers who would otherwise be entitled to relief under this section.

4. Under the House bill, it was provided that in determining the
constructive average base-period net income of the taxpayer no regard
shall be had to events or conditions affecting the taxpayer, the in-
dustry of which it is a member, or taxpayers generally, occurring or
existing after December 31, 1939. There was some doubt as to
whether or not this provision limits other provisions of this section.
Your committee has amended this provision to make it clear that it
does not preclude an examination of a taxpayer coming into existence
after December 31, 1939, or of a taxpayer, the changes in the char-
acter of the business of which properly matured after such date.

6. In the case of taxpayers commencing business or changing the
character of the business during the base period, the House bill
defines such changes. One such change includes a change in capac-
ity for production, operation or services taking place in any taxable
year ending after December 31, 1939, as a result of commitments
made prior to January 1, 1940, binding the taxpayer to make the
change. Your committee felt that it was the purpose of the pro-
vision to afford relief to taxpayers who were committed to a course
of action prior to January 1, 1940, and amended the provision ac-
cordingly. Such a course of action to which taxpayer was committed.
may be evidenced by such factors as a contract, action by a board of
directors or governing body as to a particular course of action, ex-
penditures in the commencement of such changes or other courses of
action clearly indicating the intent to make such changes even though
later modified. .

The following illustrates certain types of cases which your com-
mitteo believes proporly come within the scope of this section,

(1) A distillery organized in 1935 distilled whisky and was ongaged
in the base period in aging its product for sale. It had relatively
little reserve stock for the market in the base period and its carnings
were abnormally low and did not reflect the result of its base period
operations. Relief will be extended to this taxpayer under this
section, - ‘

(2) A taxpayer during the base period, in addition to its regular
business of manufacturing dental equipment, in 1937 entered the
field of manufacture of custom-built precision parts and instruments
for the aviation industry, using sur{)lus capacity for the purpose.
Such a change would entitle it to relief, and the normal expansion,
including expansion of line of products, which it would have experi-
enced in this new field under the circumstances of the base period
had it entered such field two years earlier, would be considered.

(3) A taxpayer during 1936, 1937, and 1938 experienced a severe
reduction in' the volume of its business due in part to cconomic
conditions but principally to financial mismanagement, suffering a
deficit in 1938. New management was provided ocarly in 1939 and
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its earnings were greatly increased in that year. Suppose its net
earnings were as follows:

In thousands

of dollars
1086 . e e e mmmmmmmmmmme—mm——————— $283
1087 e e e e e et ammmmm e mmmemtacoa—mmc————an 150
1038 e m e mmcccmmmamememmmem—m e ——————————— —60
1980 - oo e e mmmmmmmcmmmmmmmaem———————— 461

Since such a taxpayer experienced a change in operation énd man-
agement in its base period, it would be eligible for this relief and the
factors mentioned should be considered in determining the amount of
relief to which it is entitled. ‘

For a detailed explanation of this section and other examples of
its application, see the detailed discussion of this section under the
technical provision discussion of this report.

The determination and redetermination of questions arising under
this general relief section are reviewable by a Special Division of the
Board of Tax Appecals, to be organized by the Chairman and to con-
sist of not less than three members of the Board. The decisions of
the Special Division are not reviewable by the Board of Tax Appeals-
and are to be the decisions of the Board.

MiINING CORFORATIONS

In order to encourage production of minerals in connection with the
war effort, certain special allowances are granted to mines, These are
as follows:

(1) Special net loss carry-vver. .

Corporations which mine metals, coal, and such nonmetallic sub-
stances as abrasives, asbhestos, asphaltum, barytes, borax, building
stone, cement rock, clay, crushed stone, feldspar, fluorspar, fuller’s
earth, graphite, gravel, gypsum, limestone, magnesite, marl, mica,
mineral pigments, J)eat, potash, precious stones, refractories, rock
phosphate, salt, sand, silica, slate, soapstone, soda, sulphur, and talc are
allowed a special net loss carry-over. This permits such corporations
to carry over net losses for 1938 and 1939 against their income for the
first taxable year beginning in 1940,

(2) Excess-profits relief for accelerated production of mines.

Many mining corporations as a result of the expanding war produc-
tion, may find themselves with properties substantially or fully ex-
hausted within a relatively short period of time. Your committee,
therefore, believes that mining corporations with limited reserves
should be given some relief from excess-profits taxation on income
arising from such accelerated output. ‘

The bill provides a special deduction in computing the excess-profits
net income where the production of the mines in excess of normal ex-
ceeds 5 percent of the estimated reserves. The minerals covered by the
provision are the metals, coal, and such nonmetallic substances as abra-
sives, asbestos, asphaltum, barytes, borax, building stone, cament rock,
clay, crushed stone, feldspar, fluorspar, fuller’s earth, graphite, gravel,
gypsum, limestone, magnesite, marl, mica, minerai pigments, peat,
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potash, precious stones, refractories, rock phosphate, salt, aand, silica,
slate, soapstone, soda, sulfur, and tale. The amount of the deduc-
tion is determined by (1) the normal profit per unit of production from
the property in the base period, (2) the excess output in the taxable
year and, (3) the ratio of the excess output for any taxable year to the
estimated reserves at the end of the year plus the excess output for
such year. The percentages of the excess production multiplied by
the normal unit of profit to be allowed are as follows:

100 percent if the excess output exceeds 50 percentof the estimated
recoverable units.

95 percent if such excess output exceeds 33)% but not 50 percent
of such estimated recoverable units.

90 percent if such excess output exceeds 25 but not 33% percent
of such estimated recoverable units. .

85 percent if such excess output exceeds 20 but not 25 percent of
such estimated recoverable units.

80 percent if such excess output exceeds 16% but not 20 percent
of such estimated recoverable units. -

60 percent if such excess output exceeds 14% but not 16% percent
of such estimated recoverable units.

40 percent if such excess output exceeds 12% but not 14% percent
of such estimated recoverable units.

30 percent if such excess output exceeds 10 but not 12} percent
of such estiinated recoverable units.

20 percent if suck excess output exceeds 5 but not 10 percent of
such estimated recoverable units,

It is provided that if a corporation’s constructive average base
period income is established under section 722, the genecral relief
section, there shall also be determined a fair and just amount to be
used as normal output and normal unit of profit.

The following example will illustrate the method of computation as
applied to a particular case:

Example
COMPANY X
Unit output:
Normal unit output __________________________________ tons_.. 200, 000
Taxable year unit output___ ... do.... 500, 000
Exeess over normal . _ o do.... 300,000
Normal unit profit, per ton_ _ .. ..o 31
Profit on excess unit output._.. . _ .. $300, 000
Recoverable units: Estimated recoverable units, as defined in the :
bill . e tons__ 2, 300, 000
Exempt excess output: Percent excess unit output of estimated re-
coverable units, as defined in the bill_ _ ______.____._.__. percent._ _ 13. 04

Since the excess unit output (300,000 tons) exceeds 12} percent but not 14%
percent of estimated recoverable units (2,300,000), 40 percent of such excess
units output measured in terms of normal unit of profit ($300,000), or $120,000,
will be allowed as a deduction in computing excess profits net income,

Nore.—The term ‘‘estimated recoverable units’’ means the estimated number
of units of metal, ccal, or nonmetallic substances in the estimated recoverable
minerals from the mineral property at the end of the taxable year plus the excess:
output for such year.
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(3) Ezemption from excess-profits tax of corporations engaged in mining
of strategic metals.

Under the Revenue Act of 1940, income from the mining of strategic
materials was exempt from the excess-profits tax. These metals were
tungsten, quicksilver, manganese, platinum, antimony,- chromite,
and tin. These minerals have been declared to be strategic metals
by the War Production Board. This exemption was removed by the
Revenue-Act of 1941.  Your committee was requested by representa-
tives of the War Production Board to restore this exemption, as these
minerals are vitally needed for the war effort. In addition to the
minerals enumerated above, there has been added sheet mica, tanta-
lum, vanadium, and nickel, at the request of the War Production
Board. This amendment has been made retroactive to cover taxa--
ble years beginning after December 31, 1940.

SpeciaL. RELIEF FOR CoaL AND IroN MINES

Your committee has provided special relief for coal and iron mines
with accelerated production. Due to the long life of coal mines
and due to the fact that the normal production was very low, very
Jittle relief will be afforded under the provisions outlined above.
This amendment will permit an adjustment to the excess-profits net
income of one-half of the excess production in the taxable year over
the production in the base period, multiplied by the profit per unit of

roduction for the taxable year. The following example will show
ow the plan eperates:

1) Average base period output. oo vee o eiiimaicaiaaaas tons.. 100, 000
2) Taxable year output._ .. c e emaaens do-.-. 190, 000
3) Excess output .. e do.... 90,000
4) Profit per unit of production, o oo ... cents per ton.. 10
6) Product of (3) &nd (4) a e e clcm oo m e ccaecmaaman $9, 000
6) 650 percent of (B) .- - ccccceom e iemecee i amceaaea-a.  $4, 500

The amount allowed in this case in adjusting the excess-profits net
income will be $4,500. This will be allowéd whether the taxpayer
uses the average-earnings basis or the invested-capital basis,

War Losses

The committee considered the problem of ‘property of taxpayers
located within an enemy country or within an enemy controlled area.
Such property is for aﬁ' practical purposes lost to the taxpayer and
shoul(f) be treated as a casualty loss, It is practically impossible to
determine the actual disposition of such property, or whether it can
be recovered after the war, or what its value would be if recovered.
In general the bill provides that such property will be deemed to have
been destroyed or seized and such loss may be claimed as a casualty
loss in the computation of net income, If the property was within an
enemy country or an area controlled by the enemy at the outbreak of
the war the loss may be considered to have occurred on the date of
declaration of war against such enemy country by the United States.
If the property is in an area coming under the control of an enemy
country after the declaration of war against such country, it shall be
geemed to have been destroyed or scized on any date which falls

etween the latest date, as established to the satisfaction of the
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Commissioner, on which such property may be considered as not
destroyed or seized and the earliest date, as established to the satis-
faction of the Commissioner, on' which such property may be con-
sidered as having already been destroyed or seized. Such latest date
shall not be later than the latest date determined by the Commissioner
as the date on which the area in which the property is located was
under the control of the United States or a country not at war with
the United States. Such earliest date shall not be later than the
earliest date determined by the Commissioner as the date on which
such area may be considered under the control of the country which
is at war with the United States.

Interests in or with respect to property treated by these provisions
will be deemed to have been lost and accorded similar treatment as in
the case of the property itself. Such interests as stocks or bonds of a
corporation which held such property, and contract rights based on
contractual obligations of persons all of whose property is under enemy
control, may be considered worthless if all of the underlying property
is deemed to have been seized or destroyed. - .

Any money, and the fair market value of any property, in respect
of the property or interest for which loss has been taken in prior
years, recovered in the taxable year must be included in income for
such year. However, such recoveries are not includible in income
until the aggregate of the recoveries exceeds that portion of the ag-
gregate of the deductions taken in prior years which did not result in
a reduction of tax.

This treatment is applicable in the case of taxable years beginning
after December 31, 1940. However, no loss can be taken under this
provision which occurred. prior to December 7, 1941.

AMORTIZATION OF EMERGENCY FaAcILITIES

Under the House bill, two important changes were made in the
allowance of amortization for emergency facilities, .

First. The amortization provision was extended to individuals and
partnerships in the case of facilities completed or acquired after
December 31, 1939. The increases in individual rates in the House
bill lay such a substantial burden upon noncorporate businesses cngaged
in war production that it seemed only equitable to allow amortiza-
tion for their emergency facilities as well as those used by corporate
businesses. In the case of a facility completed or acquired before
January 1, 1942, by a person other than a corporation, the election to
take amortization must be made within 6 months after the enactment
of the revenue bill of 1942, instead of 3 months as provided in the
House bill. :

Second. The amortization provision was extended in the case of
corporations to cover facilities acquired after December 31, 1939, and
before June 11, 1940. The present law confines the allowance in the
case of corporations to facilities completed or acquired after June 10,
1940. Election to take amortization with respect to such facilities
must be made before the expiration of 6 months after the enactment of
{,)hlqla revenue bill of 1942 instead of 3 months as provided in the House

ill.

In addition, your committee has inserted a provision which permits

a taxpayer in case the proclamation of the President terminating the
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emergency is made before the completion of the facility to elect to
" use an amortization period beginning with the month in which the
construction, reconstruction, erection, or installation of the emer-
gency facility was begun and ending as of theé end of the month
within which such proclamation was issued. This will permit, tax-
gayers who do not have any income in the period subsequent to the

resident’s proclamation to revise their returns embraced in the
period beginning with the construction of the facility and take the
amortization in their retuins for such period.

There are other technical changes which are discussed in the detailed
discussion of the technical provisions of the bill.

RELIEF FOR INSTALLMENT-Basis TAXPAYERS

Your committee has amended the existing law to grant relief to

taxpayers reporting on the installment basis. Under the installment
method of accounting a large part of the income arising from install-
ment sales is reported in the year in which the installinent payments
are received instead of in the year in which the sales are made. On
the other hand, expenses relating to installment sales are deducted-in
the year in which the sales are made. : '
"~ Due to recent regulations of the Federal Reserve Board, increasing
the size of the down payments and shortening the payment period on
installment contracts and the shifting of certain concerns to war con-
tracts, there is a bunching of incomes in the taxable year without the
normal installment selling costs to reduce such income, To overcome
this hardship, the House bill provided that taxpayers who establish
that the average volume of cre(ﬁt extended to purchasers on the install-
ment plan in the 4 preceding taxable years was more than 125 percent
of such credit extended to such purchasers in the taxable ycar, may
elect to report their income from mstallment sales on the accrual basis
with respect to installment sales made after December 31, 1939,

Your committee has changed this provision to grant eligibility for
relief if the average volume of credit extended to purchasers on the
installinent plan during the years 1938, 1939, 1940, and 1941 exceeds
126 percent of the volume of such credit extended in 1942 or subse-
quent years, Howevor, the taxpayor is given an opportunity to estab-
lish eligibility for relief in terms of outstanding accounts receivable
as well as in those of the volume of credit extended to purchasers on
the installment plan. This change has been made in -order that tax-
payers who arc unable to determine the volume of installment .credit
extended over any given year will not be denied relief because they
do not keep their accounts in a manner which makes such & determina-
tion possible. : '

The House bill also provided that the election to compute gross
income from installment sales on the acerual basis shall be irrevocable
once it has been made. However, sinco the effect of Government
credit restrictions on the . income of installment-basis taxpayers is
likely to be felt for no more than a 2- or 3-year period, there appears
to be no reason why such taxpayers should bo compelled to compute
their income on the accrual basis for & longer period of time. Hence,
your committee has amended the bill to provide that if a taxpayer
establishes that in a taxable year subsoquent to the year with respect
to which the clection has been made it would not be eligible to elect
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such accrual method, the taxpayer may elect in its return for such
year to abandon thé accrual method. This latter election would be
rrevocable end would preclude any further elections under this pro-
vision of the bill. The installment relief provided under this section
is limited to the excess-profits tax. . ' . p
~ The following example will show how the provision of the committee
amendment will apply: . '
For example, a taxpayer whose outstanding installment accounts
receivable averaged $50,000 at the close of the years 1938, 1939, 1040,
and 1941, and whose outstanding installment accounts amounted to
$25,000 at the close of 1942, would be eligible to compute its income
from installment sales on the accrual basis, for the purposes of the
excess-profits tax, both for 1842 and for any preceding taxable years,
However, if at the close of any subsequent taxable ycar, the outstand-
ing installment accounts receivable should be found to exceed $40,000,
this taxpayer could elect to return to the installment method of
accounting,

IncoMr From Long-TeErM ConTracTs

Many contractors under the income-tax law have elected to report
their income in the year in which the contract was completed. hen
the excess-profits tax was enacted, it was recognized that it would be
inequitable to compel the taxpayer to report all of its income from a
long-term contract in one year. A provision was inserted in the law
which had the effect of permitting the taxpayer for excess-profits tax
purposes to exclude from its income for the taxahle year that portion
of :ﬂe income from the long-term contract attributable to other years.
However, under the existing law, if such income was attributable to
years in the base period, it was held by the Treasury that such income
did not increase the base-period credit used by average earnings cor-
porations in computing their excess-profits tax.

Your committee has amended the existing law to make it clear that
in such cases the net income attributable to the base-period years will
increase the average earnings credit. Under the committee bill, a tax-
payer may compute its income from long-term contracts upon the
percentage-of-completion method of accounting under the following
circumstances: ) . !

1. If it is abnormal for the taxpayer to derive income from contracts
the performance of which requires more than twelve months.

2. If the taxpayer normally derives income from such contracts but
the amount of such income included in gross income for the taxable
year is in excess of 125%, of the average amount of the gross income
from such contracts for the four previous taxable years, or if the tax-
payer was not in existence during all of such years for the taxable
years during which the taxpayer was in existence.

The net income of the taxpayer for the base period years is required
to be adjusted to conform to this election.

REeLIEF FOR TAxPAYERS EMPLOYING LAsT-IN FIR8T-0UT METHOD OF
INVENTORY VaALUATION IN EvENT or Forcep INvENTORY LiIQ-
UIDATION '

Your committee amendment provides thet if the taxpayer using the

“last-in first-out method of inventory valuation satisfactorily eslab-

lishes the involuntary nature of his inventory liquidation, and if he
77611°—43—+
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replaces such units at least by the end of the third year after cessation
of hostilities, his taxable income should be redetermined for the year
or years of involuntary liquidation. His taxable income in such year
or years would be reduced or increased, depending on whether the
replacement cost was greater or less than the cost of the liquidated
inventory units. In other words, the taxpayer is treated as if subse-
quent replacements of involuntarily liquidated inventory units had
been made in the year of liquidation.

The following example illustrates the way in which this provision
would operate, on the assumption that replacement costs remain at
$2 per inventory unit throughout the period. At the beginning of
1942 the taxpayer had on hand 1,000 inventory units at a cost per
unit of $1. By the end of the year, because the taxpayer sold 400
units more than it was possible to replace, the units on hand numbered
600. The cost of these liquidated units would be $400. However, if
he could have replaced these units, at a cost of $2 per unit, their cost
under the last-in first-out system would have been $400 more, or $800
($2 X400 units). Thus the taxpayer pays taxes on $400 more profit
than he would have paid had he been able to replace the units
liquidated. g

n 1945 it becomes possible for the taxpayer to replace the 400
liquidated units at $2 per unit. Since the replacement cost exceeds
the inventory cost by $1, and since 400 units were replaced, toxable
income for the yecar 1942 would be reduced by $400.. This icaves
taxable income for 1942 equal to what it would have been had the
taxpayer been able to maintain his inventory. The amended return
which would reduce the tax liability for 1942 would result in a refund
being paid to the taxpayer.

PEnsioN TrusTs

Your committee has given careful consideration to the criticism and
suggestions that have been made at the hearings of the committee and
that have otherwise been brought to its attention with respect to the
section of the House bill relating to pension, profit-sharing and stock
bonus trusts, annuity plans and other plans of deferred compensation.

A number of changes have been made in this respect which liberalize
the treatment accorded in the House bill but which, at the same time,
in the opinion of your committee, make the provision adequate to
prevent abuse and tax avoidance in this field. In addition to a number
of minor changes, which are described in detail in the technical part
of this report, your committeo has made the following major changes
in these provisions of the House bill:

(a) The existing law which permits an employer to recover con-
tributions made to a trust after all of the liabilities of the trust have
been satisfied, is restored. )

(b) The employer is allowed to designate all of the pension, stock
bonus, {)roﬁt-sharing, and annuity plans which he intends to qualify
under these provisions and if all of these plans cover a sufficient pro-
portion of the total employees, it is not necessary that a designated
proportion of the employees be included in any one plan.

(¢) The requirement of the House bill that 70 percent of all em-
ployees be covered by the plan is changed to require only that either
70 percent be covered, or that 70 percent be elig'l%le, provided that 80
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percent of the eligible employees avail themselves of the plan. Thus,
the plan qualifies if 56 percent of the employees are covered.

(dl; In addition to the b percent of total compensation allowed as a
deduction under the House bill, additional amounts may be deducted
if it is demonstrated that-they are actuarially necessary-to dis-
charge the liabilities under the plan. In determining such amounts,
both past and current service credits allocated as a level amount over
the remaining future service of each employee may be considered. If
it is desired to take care of past service credits more rapidly, the
employer is8 allowed deduction for amounts paid for pensions with
respect to such past services to the extent of 10 percent of the total
cost thereof. oreover, if an employer in a prosperous year pays in
more than such maximum amounts, he'is allowed to take a deSuction
for the amount in excess of such 10 percent, prorated over the 5
succeeding taxable years to the extent that payments for pensions
in those years do not exceed.the maximum amount otherwise allowable.

(e) "In the case of profit-sharing or stock-bonus plans, the employer
is allowed a deduction for amounts paid which are not in excegs of 15
percent of the compensation otherwise paid directly to the employees
who are covered by the plan. In addition, a carry-over is provided
under which an average of 15 percent per year may be deducted.

Base Periop NEr IncoMe oF LowrsT YEAR IN Base Periop

The bill provides special relief for taxpayers where the excess
rofits net income in one of the years of the base period was less than
5 percent of the average of the excess-profits tax net income of the

other years of the base period. There may be substituted for such
year an amount equal to 75 pcercent of the average of the excess
profits net income of such other base period taxable years. The
operation of this section may be illustrated as follows:

Excess profits net
income

Unadjusted} Adjusted

BB . e ecectccecacecmareeceecetomecanane—————- $50, 000 500
1L O RS 100,000 | - Pﬁ%ﬂm
3 < T 110,000 { - 110,000
100 e it et vsemme e amaecaannan X , 000
Average........ L e aeeiaeeceessmesessccciacveevramenmacmerareeaeneroen 000 108, 128
Rxcess profits credit (85 percent) ... .. ... .o eieea % 2%0 %.

For 1936, 75 percent of the avérr;ﬁs of the 3 better years of the base
period ($110,000) or $82,500, is substituted.

INcomr: FrRoM THE DISCHARGE OF AN INDEBTEDNESS

In the case of a corporation, the existing law excludes from gross
income amounts of income attributable to the discharge of the tax-
ﬁfyer’s indebtedness, if at the time of such discharge the taxpayer was
in an unsound condition, This provision does not apply to such a
discharge occurring in a taxable g‘.gar beginning after g)ecember'al,
1942, House bill extended this date to December 31, 1945, but
mm the requirement that the taxpayer be in an unsound financial
co n.
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Your committee believes these restrictions unnecessarily strict and
that they deny the benefits of this section in many meritorious cases.
Consequently, the committee bill removes the necessity that the tax-
payer be in an unsound financial condition at the time of the discharge
of the indebtedness, The present law requires the taxpayer, in order
to secure the benefits of this section, to consent to the regulations
regarding the adjustment of basis provided in section 113 (b) (3) of the
Internal Revenue Code. 'This requirement is retained in the com-
mittee bill. Morcover, as in the House bill, the benefits of this

rovision are limited to such discharges occurring in iaxable years
eginning before January 1, 1946, '

The provisions above described apply to corporations generally. In
the case of railroad corporations which have a modification or cancela-
tion of their indebtedness pursuant to an order of a court in a receiver-
ship proceedings or in a proceeding under section 77 of the National
Bankruptey Act such cancelations or modifications of indebtedness are
excluded from gross income. Moreover, the basis of the property of
such railroad corporations is not reduced through such a transaction.

State AND LocaL OFFICERS AND EMPLOYEES

Under the Public Salary Taxing Act of 1939, the Federal income
tax was applied to the compensation of State and local officers and
employees for taxable years beginning after December 31, 1938,
Some state employees who were on a cash basis did rot receive com-
pensation for services rendered prior to December 31, 1938, until 1939.

Your committee does not believe it advisable to subject such
officers and employces to the Federal income tax on compensation: for
gervices rendered prior to January I, 1939. Accordingly, the bill
amends the existing law to exempt compensation of this type cerned
prior to January 1, 1939,

Basis or Prorerry AcQuirep BY BEQUEST ok DEvVISE

Under the income-tax law, the beneficiary of property acquired by
bequest, devise, or inheritance takes ag his basis for income-tax pur-
boses the value of the property at the date of the decedent’s death,
}n many instances, it develops that the executor or administrator has
elected under the estate-tax law to value the property of the decedent
as of 1 year from the date of death, In such cases, where the executor
or administrator has availed himself of this optional valuation date, it
is believed that the samoe date should be used as the basis for com-
puting gain or loss or depreciation by the beneficiary.

Your committcee has accordingly amended the law to provide that
where the executor or administrator avails himself of the optional val-
uation date, such valuation shall be used by the beneficiary for incone-
tax purposes. .

Lossks oN STock on Spcuniries oF AFFILIATED CORIORATIONS

Under the present law, losses by a parent corporation on the stock
or securities of a subsidiary corporation becoming worthless are
treated as capital losses in tﬁu same manner a8 in the case of other
stock or securities held by the taxpayer. Thoe committee bill would
permit such losses to be tuken in full as ordinary losses by the parent
if it owns directly 95 percent of each elnss of the stock of the subsidiary.
Such a parent and subsidiary corporation may file consolidated
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returns and to this extent the corporate entity is ignored. Thus the
losses of the one may be offset against the iucome of the other. It
is. deemed desirable and equitable, therefore, to allow the parent
corporation to take in full the losses attributable to the complete
worthlessness of the investment in the subsidiary.

Li1quipaTiON oF PErsoNaL HoLping CoMPANIES

Your committee has adopted a provision, similar to section 112
(b) (7) of the Revenue Act of 1938, which will permit a personal
holding company to liquidate without the recognition of gain or loss to
the shareholders upon the liquidation with respect to certain classes of
property. Shareholders who ' may avail themselves of the benefits of
the provision are divided into two groups Sl) shareholders other than
corporations and, (2) corporation sharecholders. From the Efoup of
corporate sharcholders, there is excluded a corporation which at any
time between April 9, 1942, and the date of the adoption of the plan of
liquidation, both dates inclusive, is the owner of stock possessing 50
percent or more of the total combined voting power of all classes of
stock entitled to vote u{))ou the adoption of such plan of liquidation.
Written elections must be made and the transfer of all the property
must occur within the month of December 1942, 1If proper arrange-
ments are made in good faith for the payment after December 31, of
unascertained or contin%oub liabilities and- expenses, this section will
be deemed complied with, ‘

Gain, in the case of a shareholder entitled to the benefits of the

rovision, will be recognized only to the extent of the greater of the
ollowing: (1) The shareholder’s ratable share of the earnings and
profits accumulated since Februar{ 28, 1913, or (2) the sum of the
money received by him, and the fair market value of any stock or
securities received which were acquired by the corporation after
September 1, 1942. In the case of a corporate shareholder such
recognized gain is treated as capital gain. In the case of a share-
holder other than a corporation, however, that portion of the recog-
nized gain which is not in excess of his ratable share of the earnings
and profits is treated and taxed to him as a dividend and the remainder
as & short-term or long-term capital gain, as the case may be,

The amount taxed to the shareholder as a dividend is to be treated
as & dividend for all tax purposes. Therefore, in the case of a share-
holder which is & partnership or a trust, for eXamgle, the tax conse-
quences will be the same as though a dividend had actually been
received in ordinary course. _

The basis of the property received in the liquidation shall be the
same as the basis of the stock canceled or redeemed in the liquidation
increased in the amount of gain recognized to the shareholder and
decreased in the amount of any money received by him,

Foreian Tax Crepir

Under the provisions of existing law, a credit is allowed to American
citizens and domestic corporations against thelr American income and
K{mﬁt taxes for income or profits taxes paid to a foreign country.

any of the income tax laws of foreign countries, especially those
in the Latin American countries provide for taxation on an arbitrary
basis in lisu of the tax on net income. Accordingly, your committee
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has amended the foreign tax credit provisions, so that the term,
“income, war profits, and excess-profits taxes,” will include taxes in
lieu of a tax upon income, war-profits or excess profit taxes otherwise
generally imposed by any foreign country or by any possession of
the United States. . -
. The existing law allows income taxes paid to a foreign country to
be deducted in computing net income or taken as a credit against
the tax. This election must be made, however, at the time the return
is filed. Because of his inability to determine when certain losses are
allowable, the taxpayer in many cases cannot mak: a proper election
at the time the return is filed. This situation is aggravated by war
conditions,

The committee bill affords relief to such cases by permitting the
taxpayers to make their election at any time prior to the expiration
of the period in which a claim for refund can be made. :

NonrecoGNITION OF LLoss IN CERTAIN RA1LROAD REORGANIZATIONS

In recent years, many railroad corporations have been required to
go into receivership or into bankruptey. To continue their operations,
1t is necessary to reorganize such companies, The question as to
whether or not reorganizations of this type constitute tax-free re-
organizations for income-tax purposes has caused considerable concern.
Recent  decisions of the Supreme Court have not clarified this situ-
ation. If the reorganization is affected in such a manner as to consti-
tute a tax-free reorganization, the basis of tho property in the hands of
the reorganized company is the same as its basis in the hands of the
old corporation. Thus for the purposes of computing the invested
capital of the reorganized corporation under the excess-profits tax
the basis of the propert {mid in to the old corporation for stock would
not be diminished. If, however, the reorganization is not tax-free,
the invested capital of the reorganized corporation is reduced.

As a result of this situation, many railroad corporations will simpl
remain in receivership or bankruptcy for extended periods of time. 1t
is felt desirable regardless of whether such reorganizations are taxable
or tax-free in the income-tax sense to permit the basis of the property
to go over undiminished to the rcorganized corporation.

he committee bill provides, therefore, that in the case of such
reorganizations in taxable years beginning after December 31, 1939,
the basis of the tproperty of the old corporation shall not be reduced
if the transfer of the property is in pursuance of an order of a court
having jurisdiction of such corporation in a reccivership proceeding
or in a proceeding under section 77 of the National Bankruptcy Act.

In the case of street, suburban, or interurban electric railway com-
panies which are common carriers in interstate commerce a similar
provision is made with respect to property transferred after December
31, 1934. :

COMPENSATION FOR SERVICES RENDERED FOR A PERIOD OF
36 MonNnTHs OR MOKE

Under section 107 of the present law and under the amendments
made to that section by the House bill, it is required that the personal
-services for which the compensation is received shall have been com-
pleted before the payment 18 made therefor. This requirement works
a severe hardship in cases where payment is received before the com-
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pletion of the services, even though such payment satisfles the percent- -
age limitations and even:though the services are rendered: over the
required number of years, Cases were brought to your committee’s -
attention where further services were rendered after the receipt of the
payment meeting the percentage requirement but the additional com-
pensation for such further services was not sufficient to violate the
percentage requirement. For example, a lawyer works 4 years on a
case, but in the third year receives 80 percent or more of the compen-
sation for the entire services. The House bill might deny the-treat-
ment accorded under this provision in such a case although:such case
would seem equally meritorious with that in which such compénsation
was recelved upon the completion of such services. Thus the com-
mittee bill removes the requirement that the services be completed
before lthe compensation meeting the percentage requirement is
received,

CAPITAL GAINS AND LOSSES

Your committee has made the following changes in.the_capital’
gains and loss section. : : :

The House bill defined short-term' capital gains or losses as those -
held for 15 months or less. Your committee has reduced the holdin
period to 6 months. Therefore, gains and losses from assets hel
over 6 months are treated as long-term gains or losses, and gains and
losses from assets held for 6 months or less are treated as short-term
gains or losses. The realization of a capital gain is entirely & matter
within the discretion of the taxpayer. If the rates are too high, the
Government will lose not only income taxes but also stamp taxes
upon the transfer of property. The net receipts from capital gains
an‘()i] losses have beén steadily declining as shown by the following
table: . ' :

Estimated net revenue from laz lrealmend of capital gains and losses of individuals
: and taxable fiduciaries, 1926-40 !

{In (fmuandn]
Estimated \
et reve- | (e | rotal tax
nue from 0 i
Calendar year capital | .00 | iabsiity
painsand | 4 0me
sz25.485 | swon 00|  g7en a8
ooot | eS| 1 ietom
a2,071| 580,067 | 1,001,938
~15.220 | 491,041 476, 715
~80,000 | 385,128 248, 127
-79.017| #0870 329,962
16,167 | 387,063 374, 120
17,197 494, 203 81}, 400
85,257 | - 672183 - 657,430
201,041 ] 1,012,078 | 1,214,017
18| 1,083,381 | 1141560
52,873 | 712,980 765, 833
, 008 901, 600 604
12808 | 1,485,270 | 1,494 13

1 The estimates are restricted to returns with net income, including, however, in 1038-40 taxable deficit
returns, Estimated net revenuos from capital gains and losses is the difference between (a) total tax Habii
under the provisions of the particular revenoe act applicable to each sfecmed income year and (b
u}yr:gmc on other income if capital gains and loeses had been entirely excluded from the tax computation.

Bource: Treasury Department, Division of Rescarch and Statistics, Mar. 9, 1042,
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Your committee believes that the lowering of the holding period
will have the effect of encouraging the realization of capital gains
and thereby result in added revenue to the Treasury. It is believed
that a holding period of 6 months will be & sufficient deterrent to the
speculator as contrasted with-the legitimate investor. . .

(2) Under the House bill losses from the sale of real propertyand
buildings were treated as capital losses, even though the property was
used in the trade or business. Your committee has changed this. rule
by taking buildings and real estate used in the trade or business of
the taxpayer out of the definition of capital assets, and applying to
them the same rule which the House bill applies to gains and losses
from involuntary conversions from the sale or exchange of certain
depreciable property. If the total gains exceed the losses, such gains
wiﬁ be considered as gains from the sale or exchange of capital assets
held for more than six months. If the gains do not exceed the losses,
such losses will be treated as ordinary gains and ordinary losses in-
stead of capital gains and capital losses.

It is believed that this Senate amendment will be of material
benefit to businesses which, due to depressed conditions, have been
compelled to dispose of their plant or equipment at a loss.

The bill defines property used in a trade or business as property
used in the trade or business of a character which is subject to the
allowance for depreciation, and real property held for more than 6
months which is not properly includible in the inventory of the tax-
payer if on hand at the close of the taxable year or property held by
the taxpayer primarily for sale to customers in the ordinary course of
his trade or business. If a newspaper purchased the plant and equip-
ment of a rival newspaper and later sold such plant and equipment
at a loss, such plant and equipment, being subject to depreciation,
would constitute property used in the trade or business within the
meaning of this section. ‘ -

In the case of an involuntarF conversion of property, the present
law provides that no gain or loss is realized it the money received
upon tho conversion is ‘“forthwith” converted into property similar
to the property involuntarily converted, or is put into & replacement
fund. Because of some inquiries that have arisen in this connection,
it may be pointed out that if the taxpayer is unable to replace the:
property lost or converted because of conditions beyond his control,
such as priorities or other wartime restrictions, the creation of the
fund will suffice until such time as the Froperty can be aquired.
Your Committes is informed that this is the present practice of the
Bureau of Internal Revenue and will be continued.

NONRESIDENT ALIENS AND FOREIGN CORPORATIONS

Your committee have agreed to the House provision requiring a
nonresident alien or a foreign corporation to be engaged in trade or
business within tho United States in order to be taxable like American
citizens or domestic corporations with respect to the income derived
from sources within the United States. Under the present law, this
privilege is oxtended to a nonresident alien individual or a foreign
corporation which has an office or place of business in the United
States, even though it may not be engaged in business therein. The
provision in the House bill is upplicable only with respect to taxable
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years beginning after December 31, 1941. With respect to prior
-taxable years, the provisions of existing law, which afford such treat-
ment to & corporation having an office or place of business in the
-United States will continue to apply even though such corporation is
not ehgaged in trade or business within the United States.

COOPERATIVE APARTMENT OWNERS

The bill provides for a new deduction in section 23 (z) of taxes and
interest paid or accrued by a tenant stockholder to a cooperative
apartment corporation within the taxable year. The provision applies
only to a cooperative apartment corporation which has one class of
stock outstanding and all of the stockholders by reason of their owner-
~ ship of stock are entitled to occupy for dwelling purposes apartments
in a building owned or leased by the corporation. Kighty percent or
more of the %ross income of the cooperative apartment corporation
for the taxable year must be derivetr from the tenant stockholders,
and the tenant stockholders who occupy the building must not be en-
titled to receive any distribution of the earnings or profits 6f the cor-
poration except upon its complete or partial liquidation. The general
purpose of this provision is to place the tenant stockholders of a coop-
erative apartment in the same position as the owner of a dwelling
house so far as deductions for interest and taxes are concerned. .

CHARITABLE CONTRIBUTIONS BY CORPORATIONS

Under the existing law, a corporation is entitled to a deduction for
charitable contributions only if such countributions are gifts or to be
used within the United States or any of its posséssions by corporations,
trusts, community trust funds, or foundations organized in the United
States or in any posscssion thereof and operated exclusively for reli-
gious, charitable, scientific, or educational purposes.

1t 18 believed in view of the present situation that it is unwise to
limit this deduction to contributions or gifts used within the United
States or any of its possessions, Accordingly, the bill provides that
the deduction shall be allowed to corporations created or organized
for the purposes described even though such gifts or countributions
are used outsido of the United States or its possessions. v

Your committee also amends the existing law to permit corporations
to deduct contributions or gifts made within the taxable year to or
- for the United States, the several States or the District of Columbia.
Under the existing law such deductions are permitted to individuals
but not to corporations. Your committee is of the opinion that no
sound reason exists why contributions or gifts made to or for the use
of the United States and the saveral States should not be allowed as
deductions in the case of corporations.

2-YEAR CARRY-BACK OF NET OPERATING LOSSES AND UNUBED EXCESS~
PROFITS CREDIT

The present law permits corporations to carry forward for 2 years
their net operating losses. It also allows the unused excess-profits
credit to be carried forward for 2 years. These provisions obviously
are of benefit only in periods of increasing business activities, Many
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corporations will suffer substantially in periods of declining profits,
especially at the close of a war economy in which their deductible
expenses have been held down to a bare minimum by priorities,
rationing, labor shortages, and other factors beyond the control of
the taxpayer. For example, a corporation during the war years
makes substantial profits which would be considerably reduced if it
could make the expenditures possible in a free economy for main-
tenance, repair, and other deductible expenses. Upon the termina-
tion of the war, the materials and labor will once more be available,
but the costs and expenses which would otherwise be taken against
the wartime profits will fall into the years of lesser profits or of no
profits, thereby resulting in small or no tax benefit for the taxpayer.

1f the taxpayer would in any case be subject to ocxcess-profiis tax for
every year of the cycle, no harm results from deductions being taken
in years other than those to which they should properly be attribut-
able. This would be equally true if the taxpayer would in any case
be subject only to the normal tax and surtax for each of the years in
the cycle. If, however, the taxpayer is subject to excess-profits tax in
the year to which the deduction should properly be attributable and
not subject to excess-profits tax in the year in which the deduction is
allowab{e under the present law, hardship results. The same is true
if he is subject to normal tax and surtax in the former year and has
a deficit in net income in the latter year.

"To afford relief to these hardship cases, where maintenance and
upkeep expenses, must, because of wartime restrictions be deferred to
peacetime [ycm's, your committee has provided a 2-year carry-back of
OHcrating osses and of unused excess-profits credit. This provision
affords, i effect, the same type of relief in periods of declining profits
which the present 2-year carry-forward of operating losses and unused
excess-profits credits affords in periods of increasing profits.

TAX~-FREE GOVERNMENT BOND INTEREST

For years, many eminent tax authorities have advocated the elimina-
tion o{y the exemption from income tax of the interest on Government
securities, The exemption of the interest on seccurities of State and
local governments from the Federal income tax and of the interest on
Federal sccurities from the State income tax ‘stemmed from the
doctrine of intergovernmental immunity as declared by the Supreme
Court. The Federal income-tax statutes have long specifically
exempted the interest on State and local securities from the Federal
income tax. Likewise, most State statutes specifically exempt from
their income taxes the interest on Federal obligations.

Many recent decisions of the Supreme Court have tended to the
view that the intergovernmental immunity doctrine no longer prohibits
one level of Government from taxing the interest from the securities
issued by the other level. Many Federal securities have been issued
which by their terms and by specific statutory declaration exempt
their interest not only from taxation by State and local governments
but also from the Federal income tax. Other Federal securities are
exempt from State income taxation, but with regard to the Federal
income tax are exempt only from surtaxes. These are the so-called
p'artinlly tax-exempt securities,
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The Federal Government began to put its own house in order in
this respect in the Public Debt Act of 1941. By the terms of that
legislation, the interest upon all Federal securities issued after Febru-
ary 28, 1941, is fully subject to the Federal income tax. It has been
urged that the Federal income tax should he made applicable to all
State and local bond interest regardless of when such bonds were
issued. This, your committee feels is inadvisable. The bill would
subject to the Federal income tax the interest on all State and local
securities issued after December 31, 1942. As a corollary, the bill
gives. the consent of the Federal Government to State and local
governments to lay their income taxes upon the interest on, and the
gain from, the sale or other disposition of all Federal obligations issued
after December 31, 1942, :

RECOVERY OF UNCONSTITUTIONAL FEDERAL TAXES

Considerable hardship has resulted to many taxpayers in cases
where taxes, later held to be unconstitutional, were taken as deductions
in computing net income in previous years but are later récovered
and subjected to tax in years when the rates are considerably higher .
than those applicable in the year in which the deduction was taken.
This is particularly true in the case of the Agricultural Adjustment
Administration taxes. For example, a taxpayer paid $100,000 in
Agricultural Adjustment Administration taxes in 1935 and took this
amount as a deduction in computing net income for Federal income-
tax purposes. The income-tax rate on corporations at that time was
13% percent. He did not recover this unconstitutional exaction until
1941 when it was subjected to a combined normal and surtax rate of
31 percent and to an excess-profits tax. Thus, because of the delay
in the refund of this tax over a period in which the tax rates have risen
so substantially, such a taxpayer is severcly penalized.

The committee bill would relieve this situation by putting the
income attributable to the recovery of an unconstitutional Federal
tax into -the same year for which the deduction was taken therefor.
Thus, in the example given above the tax attributable to the recovery
would be measured by the rate applicable in the year of the deduction,

PREFERRED DIVIDENDS PAID BY A UTILITY CORPORATION

Under your committee bill, a public utility is allowed a credit
against its surtax net income for dividends paid on its preferred stock.
The term, “public utility”’ means a corporation engage(f in the furnish-
ing of telephone service or in the sale of electric energy, gas, or water,
if the rates have been established or approved by an agency or instru-
mentality of the United States or by a public utility or public-service
commission or other similar body of the Dist.ict of Columbia or of
any State or political subdivision thereof. Preforred stock is limited
to stock issued prior to September 1, 1942, which on September 1,
1942, and during the whole of the taxable year was nonvoting stock,
the dividends in respect of which were cumulative, limited to the
same amount, and payable in preference to payment of dividends
or other stock.
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ADJUSTMENT IN CABE OF INCONSISTENT POSITION

Your committee bill makes a number of amendments to-section 734
of the Internal Revenue Code of which those of major importance are
as follows:

(8) The definition of “predecessor of the taxpayer” has-been con-
siderably narrowed so as to include only such predecessors as would be
components of the taxpaycr for the purposes of section 740-or a pred-
ecessor which, on Apri{) 1, 1941, was in control of the taxpayer. For
this purpose “control’” has the same meaning as when used in section
112 (h). B

(b) The burden of proof in establishing that the inconsistent posi-
tion has been taken is placed upon the Commissioner if the net effect
of the adjustment would be to increase the taxpayer’s income taxes
previously determined for prior taxable years, and upon the taxpayer
if the net effect of the adjustment would be to decrease such taxes for
such prior years,

(¢) If the adjustment results in a net decrease of tax the amount of
the tax which represents interest is included in gross income for the
taxable year in which falls the date preseribed for payment of the excess-
profits tax. If the adjustment results in a net inerease of tax, the por-
tion of such net incrense which represents interest is allowed as a de-
duction in computing net income for the taxable year in which falls
the date prescribed for the payment of the excess-profits tax.

In order to clarify some questions which have arisen while this bill
was under consideration by your committee regarding situations in
which the inconsistent position is taken inadvertently, it should be
made clear that the taxpayer may withdraw or retreat from such a
yosition at any time prior to the final determination of this tax liabil-
ity for the taxable year.

INCOME FROM SOURCESB WITHOUT THE UNITED 8TATES IN CERTAIN CASES

Under section 116 (a) of the Internal Revenue Code a eitizen of the
United States residing outside the United Statea more than 6 months
during the taxable year is exempt from tax on his earned income from
sources outside of the United States, except in the case of income paid
by the United States or any of its agencies, This provision of the
present, law has suffered considerable abuse in the case of persons
abscnting themselves from the United States for more than 6 months
simply for tax-evasion purposes. To stop this abuse, the House bill
repealed section 116 (a),

From cases hrought to your committee’s attention, the complete
elimination of this section would work a hardship in the case of citizens
of the United States who are bona fide residents of foreign countries.
For example, many employees of American business in South America
do not return to the United States for periods of years. Such persons
are fully subject to the income tax of the foreign country of their
residence. our committee has adopted a provision which it is
believed will effectively terminate ths abuse of this section but at
the same time will not unduly penalize our citizens who are bona
fide residents of foreign countries. It provides that if such citizens
establish that they are bona fide residents of a foreign country during
the entire taxable year their earned income from sources wizgout the
United States will be exempt. If they have been residents of a foreign



THE REVENUE BILL OF 1942 bb

country for 2 years or more, this same treatment will be accorded
them for the yeer in which they return to the United States,

DEDUCTIONS FOR CERTAIN RETAIL BALES TAXES

Some State and local sales taxes are upon the purchaser at the
retail salo.  The purchaser thus becomes the taxpayer and is allowed
the amounts of such taxes a8 a deduction in computing net income
for Federal income-tax purposes. In the case 0} other State and
local sales taxes, the tax is upon the seller, usually in the form of a
privilege or franchise tax, but is measured by the total volume of
sales or tho gross receipts.  The laws of such States generally provide
that the tax is to be passed on to the purchaser and penalities are
provided in the case of merchants who claim to absorb the tax. In
such cases, the purchaser who bears the tax, which is passed on to
him dircctiy by the seller, is denied the deduction for such taxes in
computing net income for Federal income-tax purposes. Thus, the
deductibility of such taxes in computing net income hinges upon the
legal technicality which constitutes the seller as the taxpayer in one
instance and the purchaser as the taxpayer in the other. There secins
to be no just reason for this distinction, '

The committee bill provides that in the case of State and local taxes
upon persons selling tangible personal property at retail or in furnish-
ing services at retail, measured by the gross sales price or the gross
receipts from the sale, the purchaser is allowed to deduct thie amount
Olf such tax if it is separately stated and is actually paid by the pur-
chaser,

VII. ESTATE TAX
INsuRANCE IExcLus:oN ror Esrate Tax

Under the present luw, there is excluded from the gross estate of a
decedent the first $40,000 of life insurance. In addition, a specific
exemption of $40,000 is allowed to each estate regardless of whether
the decedent had life insurance. The House bill, in lieu of these ex-
emptions, granted a specific exemption of $60,000 applicable to all
estates regardless of whether life insurance was present. This change
resulted in a loss of revenue of approximately $156,000,000. Your
committee is of the opinion that revenue from. this source should not
be diminished at this time and accordingly has restored the provisions
of existing law allowing a $40,000 exemption for life insurance and a
$40,000 exemption for other property.

Powrks OF APPOINTMENT

Under existing law property is included in the decedent’s 83
estate if it passes under a general power exercised by the decedent.
The present provision, because of a -number of basic defects, has
facilitated the avoidance of estate tax, thus seriously impairing the
effectiveness of the tax. The House bill has corrected this situation
by providing that appointive property is includible in the estate of
the decedent, whether or not the power is exercised, unless the power
is of a fiduciary character or is exercisable in favor of a class which
is confined to the spouse of the decedent, descendants of the decedent
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or of his spouse, spouses of such descendants, and specified charities.
Your committee has expanded the class within the latter exempt
power to include the spouse of the creator of the power, descendants
(other than the decedent) of the creator of the power or of his spouse,
and spouses of such descendants. ' .

The House bill provided that existing powers, other than general
powers, are not taxable under the mnenémcnt.s if released within two
years after the date of enanctment of this bill. Your committee has
provided instead that existing nongeneral powers are not taxable
unless they are exercised afterthe date of its enactment. This change
has been made because of legal impediments in many cases to 'tﬁe
release of nongencral powers. Your committee has also provided
that the amendments are inapplicable to an existing general power
held by a person under a legal disability if such power is released
within six months after the disability ceases.

The House bill contained corresponding gift-tax amendments which
are included in your committec bill, as modified in accordance
with the changes made with respect to the estate tax. The gift-tax
amendments do not affect the scope of the present gift-tax statute.

VIII. EXCISE TAXES
Errecrive DaTgk

This title, VIII of the bill, is, as under the House bill, to take cffect
on the firat day of the first month which begins more than 10 days
after the date of the enactinent of the act.

Comparison of rates under existing law, Fouse bill, and Finance Commillee bill on
cerlain excise luxes affected by the bill

Rates
8ubject of tax -
Existing law . Honse bill Finance Committeo bill
Distilled splrits...._......_..__. $4 pergallon.......... $6pergallon.......... $6 per gallon.
lm‘)ortcd perfumes contalning |.... do......... N P (4 [+ DTN Do.
dlatilled gpirits,
Fermented malt lquors. . ______ $4 per barrel ... ..., $7 per barrel....._._... $7 per barrel.
8 cents per gallon...... 10 cents per gallon..... 10 ccng per gallon,
Btillwines. ... .ocveeemmeaanan. 30 cents per gallon..... 40 cents per gallon. ... 40 cents per gallon.
65 cents per gallon..... $1 pergallon_......... $1 per gallon.
8parkling wines:
Natural ......corieennnnnn-- 7 cents per 4 pint ... 10 cents per %4 pint.._.| 7 cents per 14 pint,
Artifliclal. ... ... 314 cents per 4 pint._.| 6 cents per 4 pint..... 5 cents per V3 pint.
Liqueurs, cordials, eto..........|..... [ [ TN S [+ [ YO Do,
Clgarettes. .. ... ......_. $l.2%per M. ...... $850perM........... $3.50 per M,
Clgarettes, largo................ $780per M. .oeeo.... $840perM__......... $8.40 per M,
Cigars, retalling at—
A. Notover 2.6 cents..._._. 2perM...eane.s $260per Moo ......... $2 per M,
B. 3? %0 ;)ceng ................. go ................. 850per M ... $3 per M.
. ODCONIS. e eenniacaafeennn 0. ieinccencnccsnan
{81 to o conte: I $3por M.l }‘5 per Moocooeeeeene. $4 per M.
D.61to8cents. _..........|..... [+ 1 T, $7per M. _.__........ $7 per M.
E.81tollcents........... $5per Mo ... $10per M_............ $10 per M
F.1LIto1scents ..........|..... do........ $13.50 per M per M.
g. %‘ %o %centf; ...... R :{g% per g.'}: ..... 16 per M,
. 20.1 to 30 cents. ... . Soper M.........
I.301andover. ...._.._....]..... dol. ................ } 20 per M.
Cigarette papers and tubes:
Papers: " : 2%
Not over 25 sheets cent per 2 pa rs} '
RO | I DA Sl i i or tubes or fraction}| ¥4 cent per package.
20 to 50 shects...._...... }M cent per packago.... { thereof.
Each additional 60 sheets | b4 cent....ooovenneeeeeemmioicecemceaaae 14 cent.
or fraction thereof.
'“t‘lm't nacknge of 50 or frac- | 1 cent per package.....|..cac.. ceccmcacnasasnan. 1 cent per package.
on thereof. .
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Compardson of rates under exisiing law, House bill, and Finance Commitiee bill
cerlain excise taxes affected by the bill—Continucd

b7

on

Rubject of tax

Rates

Existing Iaw .

House bill

Finance Commlttoa bill

Bmoking tobecco. ... ... ...
Telephone and radio—telephone
toll-service charge of mors
than 24 cents:
Clmr%: of 25 ceuts to K0

cents.
On each additional 60 cents. .
Telegraph, cable and radio dls-
patch or message,
Leased-wire rervices......._....
Local telephone service _........
Photographic apparatus_._.._...

Photographie plates and sensl-
tized paper, and unexposed
photographic ilm,

Lubhricating ofls

Transportation of persons. ...

................

18 cents per pound....

..... [ T
6 percent of bill. . ...
10 percont of manu-

tagturer's sale price.

Lo

414 cents per gallon... ..
5 percent ‘of amount
paid.

24 cents per pound....

2 percent of total
charge,

.| 15 percent of charge...

..... do..o.o.
10 percent of hill.. ...
25 percent of manu-
facturer’s sale price.
15 percont of manu-
facturer’s sale price.

6 centa per gallon._ ...
10 percont of amouut
pald.

18 cents per pound,

20 percent of total
charge,

15 percent of charge.

Do.
10 percent of biil,
10 percent of manu-
facturer’s sale price.
15 percent of manu-
facturer’s sale price.

8 cents per gallon.
10 percent of amount
paid.

Parfemutuel wagering ... oo} ooiie i Spercentof pood.......| ceeeeeannn.. ameemana
Transportation of property ... . |oceecmomceacommoeeeas| 8 pclr&?ent of amount heeamecnemesasncmacaan
paid, '

1. DisTILLED SPIRITS

Floor-stocks tax.—The House hill requires the taxpayer to make a
return and pay the floor-stocks tax on or before the third month fol-
lowing the effective date of title VIII of the act.

Your committee bill changes this provision and requires that the
taxpayer make his return on or before the thirtieth day following the
effective date of title VIII of the act, but does not change the re-
quirement with respect to the date for payment of the tax.

Manufacturers or producers of designated nonbeverage products.—
Your committee bill inserts a new subsection which provides that an
person using fully tax-paid spirits in the manufacture of certain prod-
ucts and upon the payment of a special tax of $100 per annum, shall
be eligible under certain specified requirements for drawback at the
rate of $3.75 on each proof gallon. :

Importation of alcohol taz-free.—The extension of the exemption
from internal tax to imported alcohol for industrial use should help
the war effort and, at the same time, rectify an inconsistency with our
international obligations. The amendment does not affect in anyway
the customs duty of 15 cents per gallon on foreign alcohol imported
for nonbeverage purposes, In normal times, because of this duty and
the abundance of domestic alcohol, imports on nonbeverage alcohol
have been negligible, :

Wine.—The House bill increased the rate on sparkling wines from
7 cents to 10 cents per % pint. Your committee bill eliminates this
increase.

Floor-stocks taxes on fermented malt liquors and wines.—The provision
in the House bill which exempted from the floor-stocks tax fermented
malt liquors held on the premises by retail dealers was eliminated, and
the dealer is required to make a return on or before the end of the
thirtieth day follow_ing the effective date of title VIII of the act, and
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must pay the tax on or before the first day of the third month following
the effective date of the act.

A like provision with respect to raking return and payment of tax
is, made applicable to the floor-stocks tax on wines.

3.-ToBacco

Smoking tobacco.—The House bill increased the rate of 18 cents per
pound on smoking tobacco to 24 cents per pound, and imposed a floor-
stocks tax at a similar rate.

Your committee bill eliminates this increase and retains the rate
of 18 cents per pound as under existing law.

Cigars.—The classifications under existing law and under the House
bill of cigars weighing more than 3 pounds per thousand are changed
and are set out with your committee’s rates in the table below:

Rate per

Cigars manufactured or imported to retail at— th3usand
Not more than 2% centseach_ _ .. ___ .. ___.__. $2
More than 2! cents each and not more than 4 centseach._._.._______._ 3
More than 4 cents each and not more than 6 cents each______________ 4
More than 6 cents each and not more than 8 centseach_-__.________. 7
More than 8 cents each and not more than 15 centseach____________._ 10
More than 15 cents each and not more than 20 cents each____________ 15
More than 20 cents each. - . . e 20

A floor-stocks tax at rates in line with the table above is imposed
on cigars weighing more than 3 gounds per thousand.

Cigarette papers and tubes.—Under existing law a tax is imposed
upon cigarette papers and tubes at a rate of one-half cent for cach
- 50 sheets or fraction thereof on each package containing more than
25 papers. Packages less than 25 papers are tax-exempt. Cigarette
tubes, under existing law, are taxed at a rate of 1 cent for ecach 50
tubes or fractional part thercof.

The House bill imposed a tax upon cigarette papers and tubes at
the same rate of one-half cent for books or sets containing not more
than 25 papers or tubes and one-half cent for each additional 25 papers
or tubes or fractional parts thereof.

Your committee bill eliminates the changes made by the House
bill and retains existing law. It also proviﬁcs that cigarette papers
and tubes shipped or delivered for consumption beyond the jurisdic-
tion of the internal-revenue laws of the United States shall be free
of internal revenue tax.

4. TeLeruoNE, TELEGRAPH, ETC.

Your committee bill p‘rovidoshthat in the case of each international
telegraph, cable, or radio dispatch or message the rate of tax will
be 10 percent of the amount paid within the United States.

5. PHOTOGRAPHIC APPARATUS

Cameras and lenses, photographic apparatus, and equipment, etc.—
The House bill increased the present rate of 10 percent of the manu-
facturer’'s sale price to 25 percent of the manufacturer's sale price
uFon cameras (except cameras weighing more than 4 pounds exclusive
of lens, and accessories) and lenses, photographic apparatus, and
equipment, ‘
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Your committee bill reduces the 25-percont rate to 10 percent as in
present law and eliminates the exemption for cameras weighing more
than 4 pounds.

Unezposed ]fhotografahic films, photographic plates, and sensitized
paper.—The House bill increased the rate of 10 percent of the manu-
facturer’s sale price under existing law to 15 percent of the manufac-
turer’s sale price on unexposed photographic films, photographic plates,
and sensitized paper. ‘

Your committee bill makes no change in the rate of 15 percent but
does provide an exemption for film and sensitized paper manufactured
expressly for use in the reproduction of drawings, specifications,
records, and other documents.

6. TRANSBPORTATION OF PERSONS

The House bill increased the present 5-percent tax on amounts
paid for transportation of persons and for sleeping or seating accommo-
dations in connection with such transportation to 10 percent.

- Your committee bill makes no change in rate but expands the
limited exemption from this tax in the existing law which pertains
to personnel of the United States Army, Navy, Marine Corps, Coast
Guard, authorized cadets and midshipmen, traveling in uniform at
their own expense when on official leave, furlough, or pass, to include
members of the military or naval forces of any of the United Nations
traveling in uniform of such nation.

7. Warches DEsIGNED EsrEcIALLY vOR Usk BY THE BLIND

The House bill provided an exemption of certain articles, insignia
etc., from the retail sales tax on jewelry. Your committee exten
this exemption to include watches designed especially for use by the
blind.

8. REFRIGERATONS, REFRIGERATING APPARATYUS, AND
A1-CONDITIONERS

Your committee bill amends existing law relating to refrigerators,
refrigerating apparatus, and air-conditioners by conﬁnini the tax
imposed at 10 per centum of the manufacturer’s sale price to houschold
type refrigerators having, or being primarily designed for use with,
a mechanical refrigerating unit operated by electricity, gas, kerosene,
or gasoline; and to refrigerating apparatus for, or suitable for use as
parts of or with household type refrigerators described above, except
when sold as component parts of complete refrigerators or refrigerating
or cooling apparatus; and to self-contained air-conditioning units,

A House bill provision amending existing law with respect to exempt
leases of water coolers is stricken from the bill a, it i8 no longer neces-
sary under your committee’s amendment.

9, CoiN-OPERATED AMUBEMENT AND GaMiNG DEvicEs

A tax of $50 each is imposed under existing law on gambling ma-
chines. Your committee bill increases this tax to $100 on each gam-
bling machine and provides that the so-called ‘‘digger machine” be
included in this classification.

17611°—42—5
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Your committee also eliminated from the House bill a provision
which would not require the collectors of internal revenue to post for
public inspection a list showing persons who had paid the special tax
with respect to coin-operated gaming devices.

10. Pari-MuruerL WAGERING

Under the House bill a tax was imposed at a rate of 5 percent of the
total amount wagered or received into the pari-mutuel or totalizator
pool at any racing or sporting event, and was to be paid by the
person conducting or having control of such pool.

Your committee bill elimimates this provision from the bill.

11. TRANBPORTATION OF PROPERTY

Your committee bill eliminates a House provision which would
impose a tax on the transportation of property at a rate of 5 percent of
the amount paid. The Office of Price Administration advised that
this tax would add greatly to the cost of production and handling of
food and other neccessaries, which would be reflected in higher prices
for the articles, and for that reason would aid inflation.

12. Parm O1g

An amendment made by your committee provides that palm oil
used in the manufacture of iron or steel products, or tin plate or terne
plate be exempted from processing tax.

’

13. CaBarer Tax

The existing law with respect to cabaret tax is amended by your comn-
mittee by subjecting to a 5-percent tax all amounts paid for admission,
refreshment, service, or merchandise, at any roof garden, cabaret, or
other similar place furnishing a public performance for profit, by or for
any patron or guest who is entitled to be present during any portion
of such performance. The term “roof garden, cabaret, or other
similar place’’ is clarified, and a performance is to be regarded as
being furnished for profit for the purpose of this tax even though the
charge made for admission, refreshment, service, or merchandise is
not increased by reason of the furnishing of the performance.

14. ToirET PREPARATIONS

Your committee amended the existing law with respect to toilet
preparations to provide that the sale of an article to a person operat-
ing a barber shop, beauty parlor, or similar establishment for resale
by him, will not be deemed (o be a sale at retail. If a person operating
such establishment purchases toilet preparations to be used in the
operation of the establishment, the sale will be considered at retail.

Your committee amendment provides further that the use in such
operation of any such article purchased by such person for resale on
or after the effective date of the amendment, shall likewise be con-
sidered a sale at retail by such l')orson at a price equivalent to the
amount paid by him for the article.
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15. RETAIL SALES MADE BY SHiP SERVICE STORES AND PosT
EXcHANGES

An amendment by your committee Xrovides that retail sales of
jewelry, furs, or toilet preparations made at ship service stores and
post exchanges shall not be subject to the Federal retail sales tax on
those articles, as the ship service stores and post exchanges are instru-
mentalities of the United States. -

16. StaMP Tax oN CeRTAIN INsSURANCE PoLicies

The House bill broadened the scope of the existing law with respect
to stamp taxes on insurance policies, but did not change the existing
rate of 4 cents on each dollar, or fractional part thereof, of the pre-
mium charged. ‘

Your committee increased this rate of 4 cents to 8 cents on each
dollar, or fractional part thereof, of the premium charged for in-
demnity, fidelity, and surety bonds, and for insurance other than life.

IX. MISCELLANEOUS PROVISIONS
Joint CoMMITTEE oN COMPULSORY SAVINGS

Your committee has provided for the establishment of a special
joint committee to study methods of financing the war to be composed
of five members of the Senate Finance Committee, to be appointed
by the President of the Senate and five members of the Committee
on Ways and Means of the House of Representatives to be appointed
by the Speaker of the House. The Sceretary of the Treasury is also
included as a member of - this committee.

It is the duty of the committee to make a full and complete study
and investigation of all plans for compulsory savings and other plans
by which money may be raised to assist in the conduct of the war and
the avoidance of inflation and plans for payment currently of taxes..
The committee is required to report to the President and the Congress
the results of its study together with its recommendations on or before
Deceomber 31, 1942, The committee is given the usual authority to
hold hearings, subpena witnesses, and to utilize the services, infor-
mation, agencies and personnel of the departments, and agencies of
the Government. An ‘appropriation of $10,000 or so much thereof

as may be necessary is authorized to carry out this provision of the
bill.

JoiNT CoMMITTEE ON INTERNAL REVENUE Taxamion—POWER TO
OsTAIN DATA

The Joint Committee on Internal Revenue Taxation or the Chief of
Stafl of such Joint Committee, upon approval of the Chairman or
Vice Chairman is given authority to secure directly from the Bureau
of Internal Revenue (including the Assistant General Counsel for the
Bureau of Internal Revcnuo%, or from any executive department,
board, bureau, agency, independent establishment or instrumentality
of the Government, information, suggestions, data, cstimates, and
statistics, for the purpose of making investigations, reports and studies
relating to internal revenue taxation.
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The Burcau of Internal Revenue Taxation (including the Assistant
General Counsel for the Bureau of Internal Revenue), exccutive de-
partments, boards, bureaus, agencies, independent establishments
and instrumentalities referred to are directed to furnish such informa-
tion, suggestions, data, estimates, and statistics directly to the Joint
Committee on Internal Revenue Taxation or to the Chief of Staff of
such committee, in accordance with this provision.

OLp-Ack INSURANCE

The old age insurance tax has been frozen at the present level of
1 percent on the worker and 1 percent on the employer for the year
1943. Unless the existing law is amended, these rates would be in-
creased Lo 2 percent on both employers and employees. The reserve
which has been created up to the present time is ample to take care
of the total requirements for the next 5 years. Therefore, your
commitiee is of the opinion that it is not necessary to apply the 2-
percent rate for the year 1943.

Procrssing T'ax Boarp

Your ¢committee has abolished the Processing Tax Board of Review
and transferred its functions to the Board of Tax Appeals. Many
of the same questions arising under refund of processing taxes also
arise in connection with the tax on unjust enrichment and the Board
of T'ax Appecals has jurisdiction over the latter tax. It is believed
there will be less confusion if the same tribunal has jurisdiction over
both of these taxes. ‘

Tisme ror Fining Perrrions Wit tHE Boarp oF Tax ArreaLs

Uunder existing law, where the Commissioner finds a deficieney in
income, estate, or gift tax, and mails the taxpayer a notice of such
deficiency, the taxpayer is allowed a period of 90 days from the date
of mailing of such notice in which to file a petition for appeal with
the Bour(% of Tax Appeals. Under the committee bill such taxpayers
are allowed a period of 150 days in which to file these petitions if
such deficiency notice is mailed to a taxpayer outside the States of
the United States or the District of Columbia. Under present
conditions the time allowed is insufficient on account of the delays in
transmission of the mails,

Time rorR PErRrorMANCE oF CeERTAIN Acrs PosTrPONED BY
ReasoN or Wan

Your committee bill amends the provisions of the House bill which
suspends the time limitations with respeet to the performance of cer-
{ain acts required to be performed with respect to Federal taxes where
timely performance is impossible or impracticable by reason of the
war, In the case of individuals who are outside the Americas, or in
the armed forces, or within an enemy-controlled area, it is impossible
or impracticable to perform such acts on account of communication
problems,
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The provisions as amended are of practically the same effect and
puvrpose as the provisions of the House bill. Under the House pro-
visions the running of interest would have been suspended in the case
of certain nonresident alien individuals and certain foreign corpora-
tions for a period beginning with the enactraent of the legislation.
Under your committee amendments the running of such ipterest is
suspended from December 7, 1941, since the conditions preventing the
performance of these acts began as of that date. ,

In general, the suspension is effective for the period beginning after
December 6, 1941, to either the 15th day of the third month fol%owing
the month in which the war with Germany, Italy, and Japan is ter-
minated as proclaimed by the President, or in the case of an individual
with respeet to whom a period of time is disregarded, to the 15th
day of the third month following the month in which an executor, ad-
ministrator, or a conservator of an estate qualifies.

The provisions apply with respect to time limitations running
against the Government, taxpayers, and others whose acts are re-
quired to be performed, and in the case of all Federal taxes.






DETAILED DISCUSSION OF THE TECHNICAL
PROVISIONS OF THE BILL

TITLE I.—INDIVIDUAL AND CORPORATION
INCOME TAXES

PArT I.—~AMENDMENTS TO CHAPTER 1

SECTION 101. TAXABLE YEARS TO WHICH AMENDMENTS
: APPLICABLE ’

As in the House bill, the amendments made by title I of the bill
arc, except as otherwise expressly provided, applicable only with re-
spect to taxable years beginning after December 31, 1941.

SECTION 102. NORMAL TAX ON INDIVIDUALS

This section is the same as section 102 of the House bill. ~ It amends
section 11 of the Code by increasing the rate of normal tax on indi-
-viduals from 4 to 6 percent.

SECTION 103. SURTAX ON INDIVIDUALS

As in the House bill, the surtax-bracket rates range from 13 to 28
yercent, as compared with rates of 6 to 77 percent under the existing
aw. 'The maximum rate is applicable to surlax net income over
$200,000, in contrast with the present highest bracket of $5,000,000,

SECTION 104. OPTIONAL TAX ON INDIVIDUALS WITH
GROSS INCOME FROM CERTAIN SOURCES OF $3,000 OR
LESS

Under existing law the option to make a return on the simplified
form provided by supplement T is limited to individuals having income
from the following sources: Salary, wages, compensation for personal
services, dividends, interest, rent, annuities, or royaltics. The House
bill made no change in this provision. However, because of the
imposition of the Victory tax, as proposed by your committee, it is
considered advisable to eliminate rents and royalties from the classes
of income permitted to be reported on the simplified return. The
climination of these items will enable taxpayers who make their re-
turns under supplement T to compute the Victory tax upon the basis
of the same income used for the Furpose of the supplement T tax and
thus preserve the simplicity of that supplement for taxpayers in the

low income brackets.
65
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The House bill introduced in the schedule of rates in section 400
of the Code a new column headed “Married person making separate
return’’ and changed the heading of the present column “Head of
family” to read “(1) Married Person whose spouse does not make
separate return, or (2) Married person making joint return, or (3)
Head of family.” Your committee, with a view to expressitig more
accurately the status of those in this column, has changed it to read
(1) Married person whose spouse has no gross income, or (2) Married
person making joint return, or (3) Head of family.”

In applying this schedule to determine the tax of a taxpayer
with one or more dependents, the House bill allowed a deduction from
gross income of $440 for each such dependent, the amount representing
the $400 credit for dependents plus an allowance of $40 in lieu of
deductions and the earned income credit. In view of the reduction
from $400 to $300 in the credit for dependents allowed under section
25 (b) of the Code, your committee has changed the deduction under
supplement T from $440 to $330 for each dependent. :

Under section 120 of the bill a new subsection (k) is added to
section 22 of the Code, which provides that in the case of a wife
who is divorced or legally separated from her spouse, certain pay-
ments of alimony and separate maintenance payments are to ﬁe
included in the wife’s gross income. In like manner a new section
(section 171) is added to the Code providing that in such cases of
divorce or legal separation certain income from an estate or trust
shall be included in the wife’s gross income and not in that of the hus-
band. To make the provisions of section 401 of the Code, defining
the term “dependent,” conform with these newly added provisions,
provision has been made that a payment made to a wife which is
includible in her gross income by virtue of said sections 22 (k) and
171 shall not be considered a payment to her by her husband for the
support of any dependent.

Section 404 of the Code, as amended by the House bill, is slightly
changed by a clerical amendment in the interest, of clarity. There is
no change in substance from the House bill.

SECTION 105. TAX ON CORPORATIONS

The amendments made by this section of thie bill, which corresponds
to section 105 of the House bill, change both the base und the rates of
the corporation income tax. ‘The change in base is made in lieu of the
deduction now granted with respect to the excess profits tax imposed
by chapter 2. Scction 13 (2) (2) of the Code is amended to allow
the amount of the adjusted excess profits net income as a credit in
computing normal tax net income. This credit, as specified in section
26 (¢) as amended, is likewise provided under section 15 (a) in deter-
mining the amount of surtax net income.

Although the credit provided in section 26 (e¢) is, in general, an
amount equal to the corporation’s adjusted excess profits net income,
as defined in section 710 (b) of the Code, in case the excess profits tax
of any corporation is determined as provided in section 721 (relating
to abnormalities in income in the taxable period), section 726 (relating
to corporations completing contracts under the Merchant Marine
Act of 1936), the credit shall be an amount of which the excess profits
tax is 90 percent. Corporations engaged in the mining of strategic
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minerals, which determine their tax under section 731 as added by
gection 225 of your committee bill, have been added to.this special
category. Under a provision added by your committee, it is made
clear that for this purpose the excess profits tax means the tax com-
puted without regard to the 80 percent limitation on tax provided in
section 710 (a) (1) (B) (as added in section 202 of your committee
bill), without regard to the credit provided in section 729 (¢) and (d)
for foreign taxes paid, and without regard to the adjustments pro-
vided ‘in section 734. Corporations reconstructing average l?ase
period net income under section 722 have been removed from this
special category and, by reason of the amendments made to section
722 by section 221 of your committee bill, will come under the general
‘rule making the credit under section 26 (e) the amount of adjusted
excess profits net income. The credit under section 26 (c¢) is not
allowed in the case of any cornoration exempt from the excess profits
tax under the provisions of section 725 or section 727 of the Code.

Section 23 (¢) (1) of the Code is amended by this section of the
bill to deny the deduction for excess profits taxes paid or accrued for
those years in which a credit is allowed under scction 26 (e).

This scetion makes otlier technical amendments required as a result
of the change in the base of the corporation tax.  In L’hc case of corpo-
rations subject to tax under section 102 of the Code, the credit provided
in section 26 (e) is also allowed by an amendment to scetion 102 (d) (1).
Section 122 of the Code, relating to computetion of the net operating
loss deduction allowed by section 23 (8) of the Code, is amended so as
to allow the excess profits tax paid or accrued within taxable yecars
(subject to certain rules) as a deduction in computing net operating
loss for, ©.ad net operating loss carry-over and carry-back from, suc
taxable ycars. A clerical amendment is made in these provisions by
your committee by striking out subparagraph (IB) in subscction (e) (3)
of this scction of the bill as it appcare(r in the House bill. The
amendment made by this subparagraph is now made in scction 155 of
your committee bill, It is also provided that the credit provided in
section 26 (e) will be subtracted from adjusted net irrcome (or net in-
come, in the case of the surtax) before computing the 85 percent limita-
tion upon the credit for dividends received. A technical amendment
is also made in section 160 (d) of your committee bill (relating to the
limit on foreign tax credit in case of corporations) necessitated by the
allowance of the credit provided in section 26 (e) 1n computing normal
tax 1iet income of corporations.

Other technical changes have been made by your committee in this
scction of the bill. Scetion 15 (a), relating to surtax on corporations,
is amended so as to allow as a credit, in computing corporation surtax
net income, the credit provided in the case of a public utility for
dividends paid on its preferred stock provided in section 26 (h), as
added by scction 134 of your committee bill, It is also provided that
for the purpose of section 15 (a), dividends recoived on the preferred
stock otP a public utility shall be disregarded in computing the credit
for dividends received provided in section 26 (b). Section 15 (b) is
also amended 80 as to exempt from the surtax on corporations Western
Hemisphere Trade Corporations, as defined in section 109, as added
by section 142 of your committee bill,
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SECTION 106. TAX ON NONRESIDENT ALIEN INDIVIDUAL

This section corresponds to section 106 of the House bill which
would increase from 274 percent to 37 percent the rate of tax in the
case of nonresident alien individuals not engaged in trade or business
within the United States. Under existing law if such nonresident
alien individual has a gross income of more than $23,000 which is the
level at which the average effective rate equals 27% percent he is
subject tv the full normal tax and surtex on the gross amount of his
fixed or determinable annual or periodical income from sources within

-the United States. The House bill would adjust this figure to $22,900,
at which under the bill there is reached approximately an effective
rate of 37 percent. Nonresident aliens engaged in business in the
United States are subject to the same rates as applied to American
citizens only with respect to income from sources within the United
States. Such latter aliens will therefore be subject to the increase
in tax applicable to American citizens.

Your committee has amended this section to provide a rate of 30
percent in the case of nonresident alien individuals subject to tax at
a flat rate upon fixed or determinable annual or periodical income
from sources within the United States. In keeping with such rate
the figure of $22,900 appearing in the House bill is adjusted to $15,400
which is the level at which the effective rate equals 30 percent.

Your committee believes it advisable in the interests of good admin-
istration to have the increased rates of tax begin upon the date upon
which the increased rate of withholding at the source becomes effec-
tive. Appropriate language to accomplish such results has been in-
serted in sections 106 and 107 of the bill. Where, however, the tax
linbility is ultimately determined under seetions 11 and 12 of the Code
in the case of gross fixed or determinable income in excess of $15,400,
the increased rates with respect to such sections apply to taxable years
beginning after December 31, 1941,

SECTION 107. TAX ON FOREIGN CORPORATIONS

This scction corresponds to section 107 of the House bill which
amends existing law to increase the tax upon foreign corporations
not engaged in trade or business in the United States from 27% per-
cent to 37 percent. Your committee has amended this scetion to
provide for a rate of 30 percent in licu of 37 percent.

As indicated under section 106, the increased rate will begin upon
the date upon which the increased rate of withholding at the source
beeomes effective under seetion 108,

SECTION 108. WITHHOLDING OF TAX AT SOURCE

This section corresponds to section 108 of the House bill which
provides for withholding of the tax at the source (by means of which
the tax in the case of nonresident a’iens and nonresident foreign
corporations is largely collected) at the rate of 37 percent instead of
27): percent under existing law. In accordance with the changes
under section 106 with respect to nonresident alien individuals, your
committee recommends a rate of 30 percent in licu of that in the
House bill.  The increased rate of withholding will not go into effect
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until the tenth day after the enactment of the act in order to afford
a reasonable period within which withholding agents will be informed
of the higher rate applicable to payments made to nonresident aliens
or nonresident foreign corporations, - .

Your committee also recommends the amendment of section 143
(b) so as to limit to 27% percent the rate of withholding at the source
in the case of®o-called tax-free covenant bonds which were issued
prior to January 1, 1934, but the maturity date of which has been
extended on or after that date. The change thus proposed will not
in any mannper affect the liability to the tax imposed upon the non-
resident aliens and nonresident foreign corporations with respect to
such interest.

SECTION 109. TREATY OBLIGATIONS

This section is the same as section 109 of the House bill which pro-
vides that no amendments made by this title shall apply in any case
in which its application would be contrary to any treaty obligation of
the United States. -

"SECTION 110. TRANSFERS OF LIFE INSURANCE CON-
TRACTS, ETC.

This scction, for which there is no corresponding prdvision in the
House bill, amends section 22 (b) (2) of the Code. 'The final sentence
of this provision of the Code specifies that in the case of a transfer for
value of a life insurance, endowment, or annuity contract, only the
actual value of the consideration given for such "transfer and the
amount of the premiums and other sums subsequently paid by the
transferee shall be excluded from gross income upon receipt of pay-
ments under the insurance, endowment, or annuity contract. The
amendment made by this section renders this sentence inapplicable
where the insurance, endowment, or annuity contract or interest
therein has a basis for determining gain or loss in’the hands of the
transferee determined in whole or 1n part by reference to such basis
of such contract or interest therein in the hands of the transferor.
Thus, where a corporation transfers an insurance policy to a successor
corporation in a tax-free reorganization, the proceeds received under
the policy will be exempt from taxation when received by the trans-
feree if they would have been exempt if received by the transferor.

SECTION 111, INCOME RECEIVED FROM ESTATES, ETC,,
UNDER GIFTS, BEQUESTS, ETC.

This section is basically the same as section 110 of the bill passed
by the House, relating to annuity trusts.  Although numerous changes
have been made by your committee, such changes are designed to
give further and more detailed application of the principles of sec-
tion 110 of the House bill rather than to change its fundamental
theory.

Subsection (a) of this section, as in the House bill, amends section
22 (b) (3) of the Code, relating to the exclusion of gifts, bequests,
devises, and inheritunces from gross income. Your committee has
-made some {echnical amendments to this provision of the House bill,
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intended only to clarify its meaning. Under existing law, the value
of property acquired by gift, bequest, devise, or inheritance, but not
the income therefrom, is excluded from gross income by the provisions
of section 22 (b) (3) of the Code. This section has been construed:
as not requiring the exclusion from gross income of amounts received
under a gift, bequest, or devise of a right to income from property,
Irwin v. Gamt (268 U. S. 161 (1925)). This consfPuction of the
existing law ‘is now written into the bill for the sake of clearness.

The existing law has also been construed, however, as excluding
from gross income amounts received under a gift, devise, bequest,
or inheritance of recurrent payments to be made in any event, whether
or not out of corpus, Burnet v, Whitehouse (283 U. S. 148 (1931)).
Although such amounts are not dependent solely upon income as the
source of payment, they may be, and frequently are, by direction
under the terms of the gift or bequest, paid in whole or in part out of
income. Such cases most frequently arise in the case of trusts deseribed
as annuity trusts, Because annuities paid by a trust under the
terms of a gift or bequest, if not dependent upon income, are excluded
under section 22 (b) (3) from the gross income of the i)encficiary, it
has been held that the trustee, in computing its net income under
gection 162, cannot deduet the amount of trust income distributed
in payment of such annuity, Helvering v. Pardee (290 U. S. 365 (1933)).
This construction of existing law results in payment of the tax by the
trust upon income received by a beneficiary, and, accordingly, in"some
cases furnishes an instrument for tax avoidance by the bencgcim'y and
in some cases results in hardship to other beneficiaries whose share of
trust income is reduced by the taxes paid for the benefit of another.

This scction, therefore, changes the treatment of gifts, bequests,
devises, and inheritances to be paid in any event by treating them,
if under the terms of the gift, bequest, devise, or inheritance the
payment, crediting, or distribution thereof is to be made at inter-
vals, as gifts, bequests, devises, or inheritances of income from
property to the extent that they are paid, credited, or to be dis-
tributed out of income from property. Such change will provide
the same. treatment for amounts paid by a trustee out of the income
of a trust in the case of a gift or bequest in terms of a right to such
payments at intervals (regardless of income) as in the case of a
gift. or bequest in terms of a right to income; in neither case will the
amounts paid at intervals out of income be excluded under section
22 (b) (3) from the beneficiary’s income, Thig section is not intended
to state a new rule with respect to taxability of trust income between
the nominal beneficiary and the creator of the trust where the latter
would be taxable under section 22 (a) upon the incomne of the trust,
or with respect to the assignment of earnings or other income where
the assignor remains taxable. The section applies only to those cases
where the amounts paid or credited at intervals were excluded {from
the beneficiary’s or donee’s income by reason of the provisions of
section 22 (b) (3).

The operation of the amendment to section 22 (b) (3) made by this
section of the bill may be illustrated by the following example: A, by
his will, gave his wife an annuity of $50,000 to be paid in advance
in quarterly payments. By another clause of his will, A bequeathed
" the residue of his property in trust with directions to the trustces
to collect the income from the property and, after payment of expenses
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of the trust, to apply such income in payment of the annuity of $50,000
given to his wife. Under the provisions of section 22 (b) (3), as
amended by this section of the bill, the $50,000 will be included in
the wife’s income cach year and, under the provisions of section
162 (b), will be deducted from the income of the trust to the extent of
the income of the trust for its taxable year. ' '

The amendment to section 22 (b) (3), however, applics only to
such amounts as are to be paid or credited at intervals. Thus a gift
or bequest of money or property intended to be paid in a lump sum
or at one time is not to be included in the donee!s or legatee’s gross
income, even though the executor may for reasons of convenience or
necessity arrange to pay such amount in installments or pay it out
of funds traceable as the incomo of property. However, payments
at intervals do not need to be at regular intervals to come within
the amendments, Thus, in case of a direction in a testamentary
trust to pay $5,000 a year to John for his life but to pay the $5,000 a
year to Mary instead of John for any year in which Mary becomes 18,
S’raduates from college, or marrics, the $5,000 a year i8 income to

ohn and Mary, respectively, in the years in which each is to receive
it, to the extent it is paid or credited in such years out of income
from the trust property. .

Subsection (E) of this section of the House bill sets forth a brief
statement for determining whether an amount paid, credited, or to
be distributed by an estate or trust is out of income of the estate or
trust for its taxable year. This provision, proposed to be added as
subsection (d) to section 162 of the Code, provided that for the pur-

ose of computing the net income of estates and trusts and their
{:r,gatees and beneficiaries under section 162 (b) and (¢), in cases where
the amount paid, credited, or to be distributed can be paid, credited,
or distributed out of other than income or out of income other than
income of the estate or trust for its taxable gear, to the extent that the
amount paid or credited or to be distributed to a legatee or beneficia
does not exceed the income allocable to such legatee or beneficiary it
shall be considered as income of the estate or trust which is paid,
credited, or to be distributed. Your committee has retained the
principle of this rule and of the amendment to section 22 (b) (3)—
that is, of allocating estate and trust income to legatees and bene-
ficiaries—but has provided with more particularity for its application
in various cases. :

Your committee bill adds an amendment to section 162 (b) of the
Code designed to include in the income of a legatee or beneficiary the
income of the estate or trust for its taxable year which, within such
taxable year, becomes payable to the legatee or beneficiary, even
though it then becomes payable as part of an acenmulation of income
held until the happening of some event which occurs within the taxa-
ble year. Such cases are usually eases where accumulated income of
an estate is paid to a residuary legatee upon termination of the estate
or where income of a trust is accumulated for distribution upon the
beneficiary’s reaching a specified age.

The question of whether the income of an estate or trust for the
taxable vear in which it becomes payable as part of an accumulation
is taxable on the one hand to the estate or trust or on the other hand
to the legatee or beneficiary has been a source of litigation in certain
cases under existing law. This amendment is designed to clarify the
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law, Thus, if income of a trust is to be accumulated until A, the
bencficiary, reaches his twenty-first birthday, which is December 31,
1042, the income of the trust (assuming itis on a calendar year basis)
for the calendar year 1942 is to be included in the income of A for
his taxable year in which December 31, 1942, falls, and is to be de-
ducted by the trust under section 162 (b) in computing its net income
for 1942. In the case of a similar trust, where the twenty-first
birthday of B, the beneficiary, was on July 1, 1942, and the income
of the trust was to be accumulated until that date and then to be
distributed to B at such time as the trustee in his discretion decides,
if the trustee on December 31, 1942, decides to distribute the accumu-
lated income to B, the income becomes payable to B on December 31,
1942, whether distributed to him or not. In such a case, the extent
to which such amount is considered to be payable out of income of
the trust for its taxable year is determined under section 162 (d) (2)
as proposed to be added by your committee.

é’cction 162 of the Codo is proposed to be amended by the addition
of a new subsection (d), which contains threo paragraphs. Paragraph
(1) is similar to section 162 (d) as proposed to be added by section
110 of the bill passed by the House, but provides moro detailed rules
for allocating mmcome among legatees and beneficiaries in cases in
which amounts can be paid, credited, or distributed out of other than
income, ‘ :

Section 162 (d) (1) applies to all cases in which the executor or
trusteo can or must (by the terms of the trust instrument or will) pay
the whole or any part of a gift, bequest, dovise, or inheritance out of
other than income, except that no income is to be allocated under it
to a legateo, heir, or beneficiary of a lump sum gift, bequest, devise, or
inheritance. It applies in all cases of annuities where any deficiency
in the amount to bo paid can bo made up by a payment out of corpus
of the trust, It also applies in cases where amounts are to be paid
or credited at intervals and the executor or trustee has discretion
whether to pay or credit such amounts out of income or corpus,
regardless 0} the source (income or corpus) to which the executor
atiributes such amount. If an annuity is paid, credited, or to be
distributed tax-freo, that is under a provision whereby the executor
or trustee will pay the income tax of the annuitant resulting from the
receipt of tho annuity, the payment of or for the tax by the executor
or trustee will bo income to the annuitant under the usual rules for
determining construetive receipt of income and under the rules of
scction 162 (d) (1) to the extent such payment is treated thereunder
a8 out of incomo,

The method of alloeating income of the estate or trust for its taxable
year in eases (o which seetion 162 (d) (1) applies is as follows: First,
the aggregate of all amounts which can be puid, eredited, or distributed
out of other than incomo (except under a gift, bequest, dovise, or in-
heritance not to be paid, eredited, or to be distributed at intervals) is
obtained.  The aggregnto of such amounts is considered to be paid,
credited, or distributed in such cases out of income of the estate or
trust for its taxable year if it does not exceed the distributable incomo
of thé estate or trust for its taxable year. If tho aggregate of such
amounts does exeeed the distributable income of the estate or trust for
its taxable yenr, the portion of such amount paid, credited, or to be
distributed to u legatee or beneficiary is considered income of the
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estate or trust for its taxable year which is paid, credited, or to be
distributed in an amount which bears the same ratio to the amount of
all distributable income as the amount so paid, credited, or to be dis-
tributed to the legatee or beneficiary bears to the aggregate of such
amounts 8o Eaid, credited, or to ie distributed to legatees or bene-
ficiaries for the taxable year of the estate or trust. ‘

This provision introduces a concept of distributable income. This
is defined in section 162 (d) (1) as meaning (A) the net income of the
estate or trust computed with the deductions allowed under subsections
(b) and (c) of section 162 in cases to which subsection (d) (1) does
not app}iy, or (B) the incomec of the estate or trust minus the deductions
provided in subsections (b) and (¢) of section 162 in cases to which
subsection (d) (1) does not apply, whichever is greater. As thus used
“net income’ means the statutory net income under the Code; “in-
come’’ means, in general, the amount which under the applicable law
of estates and trusts is considered income available for distribution to
the life tenant, legatee, or beneficiary, as tho case may be. Such ‘“‘net
income’’ and “income’’ for the purposes of section 162 (d) (1) do not
include income of a prior taxable year, even though such income may
be considered income for the current taxable year of the estate or
trust under section 162 (d) (2), as explained below.

Paragraph (2) of scction 162 (d) replaces the provisions of section
162 (d), as added by section 110 of the bill as passed by the House, in
cases where amounts can be paid out of income other than income of
the estate or trust for its taxable year. Section 162 (d) (2) does not
apply in any case to which section 162 (d) (1) applies. It provides a
rule for allocating income of the estate or trust to the legatees or
beneficiaries in cases in which tho income of a prior period is paid,
credited or to be distributed to the legatees or beneficiaries during the
taxable year of the estate or trust. ‘?Il‘lms in the case of a trust on a
calendar year basis which is to distribute-its income to the beneficia
each June 30, the income of the trust from July 1, 1942, through
Junc 30, 1943, will be considered income for the taxable year 1943
which is to be distributed to tho beneficiary in the taxable year 1943.
The beneficiary will include such income m his income for 1943 and
the trust will take a deduction for it in 1943, Thus if the trust in
such a case receives $100 of income each month, the trust will include
$600 in its income for the taxable year ending December 31, 1942, and
will receive a deduction in computing its tax for 1943 of the whole
$1,200 which is included in the benefliciary’s income for 1943.

The rule also applies in the caso of a distribution out of income for
a period which does not include any part of the current taxable year.
Thus in the case of a trust which accumulates the income in the first
year and each year thereafter distributes the prior year's accumula-
tion, the amount to be distributed for 1943 will be considered income
of the trust for 1943 which is to be distributed in 1943 to the extent
of tho 1942 income which becomes payablo in 19043, 1If the prior
period, the income of which becomes payable in the taxable year, is
a poriod of more than 12 months, then only the income of the last
12 months thereof i8 considered to be income which is to be distributed
during the current taxable year.

Paragraph (3) of section 162 (d) is designed to remove problems
arising 1n cases in which amounts are paid, credited or to be distributed
shortly aftor the close of the taxablo year of tho estate or trust, Under



74 THE REVENUE BILL OF 1942

existing law such arrangements give rise to tax avoidance, for example,
by placing the tax on the trust for income which is shortly after the
close of the taxable year of the trust to be distributed to the benefi-
ciary. Under section 162 (d) as added in the House bill this tax avoid-
ance would be prevented but harsh results might occur in some cases
by reason of the full amount to be distributed being considered dis-
tributed out of income for the year of the distribution. Section 162
(d) (3) a8 proposed to be added by your committee provides that in
cases in which within the first 65 days of any taxable year of the estate
or trust beginning after January 1, 1942, income of the estate or trust
for a {)erim beginning before the beginning of the taxable year becomes
payable, the income for the part of such period not falling within the
taxable year is considered to be paid, credited, or distributed on the
ast day of the preceding taxable year. If the part of such period
beginuing before the beginning of the taxable year is more than 12
months, only the income of the last 12 months of such part is con-
sidered paid, credited, or to be distributed on the last day of the
preceding taxable year.

A similar rule is to be applied in the case of anmuities which become
payable in the firat 66 days of the taxable year of the estate or trust.
A proportionate part of the amount which becomes payable within the
first 66 days is considered payable on the last day of the preceding
year. This proportionate part is that part of the amount of the
annuity which beeomes payable within the first 65 days as the part
of the mterval not falling within the taxable year bears to the period
of tho whole interval. If, however, the part of the interval not falling
within the taxable year is a period of more than 12 months the interval
is considered to begin on a date 12 months before the end of the tax-
ablo year. Thun if $4,250 is to be paid every 2 years on March 1, of
thoe $4,2560 which becomes paysible on Murcl‘)’ 1, 1943, three hundred
and sixty-five four hundred and twenty-fifths of the amount, or
$3,660, is considered to be an amount to be distributed on December
31, 1942, 'The provisions of section 162 (d) (1) determine the extent
to which the amount distributed on March 1 and the amount con-
sidered to be distributed on December 31 are paid, credited or to be
distributed out of income of the estate or trust for its taxable year,

Cortain technicul changes are also made by your committee bill in
the trust supplement undor ehapter 1 of the Code. Sections 162 (b)
and 164 aro amended in order to muke the provisions of the trust
supplement consistont with respect to references to legatees, heirs and
beneficiaries.  An amendment is also made in section 162 (b striking
from that section a clause with respect to income of estates and trusts
which is to be distributed currently to guardians of infants, This
yrovision under existing law is somewhat ambiguous in section 162 (b)
but is properly interpreted in the Commissioner's regulations. The
application of sections 161 and 162 in the case of income of estates
and trusts which is paid, eredited or to be distributed to a gnardian
for an infant secems to give rise to no difliculty under such regula-
tions and, therefore, the clause in section 162 (b) is stricken out as
unnecessary.

Under the bill passed by the House, the amendments made by this
section were to be applicable only to income paid or accrued or to
be distributed or amounts paid or credited or to be distributed after
December 31, 1941. Under your committee bill the amendments
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made by this section shall be applicable only with respeet to taxable
years beginning after December 31, 10415 except that in the easo of
meome paid, credited, or to be distributed or amounts paid, credited,
or to be distributed by an estate or trust, such amendments shall be
applicable, for the purpose of computing the tax of the beneficiary, heir
legatee, and estate or trust alike, only with respect to such ingome anc
such amounts paid, eredited, or to be distributed- on or after the
beginning of the first taxable year of the estate or trust, as the case
may be, and beginning after December 31, 1941,

SECTION 112, EXEMPTION OF INTEREST ON PUBLIC
OBLIGATIONS

This section, together with seetions 509 and 510 of the bill, as added
by your comnnttee, provides that intevest upon obligations issued after
December 31, 1042 (oxcept certain refunding obligations deseribed
helow) by a State, Territory, or possession of the United Statos, or a
political subdivision thereof, or the District of Columbia, as well
os ageneies and instrumentalities of one or more of such governments,
shall be subject to the Foderal income tax. The Federal” Govern-
ment consents reciproeally to the taxation under an income tax, by
any duly constituted taxing authority with jurisdiction, of the interest
upon obligntions and dividends from ovidences of ownership igsued
nl]tm' December 31, 1042, by the Unitod States, a Territory, possession,
or politienl subdivision of tho United States, the District of Columbia,
or any agency or instrumontality of one or more of the foregoing,

The amendments to conform certein sections of the Code with the
Public Debt Act of 1941, which were made by section 111 of the
House bill, have been retained in substance in sections 112 (b) and (c)
of the bill; and additional elarifying amendments to sections 25 (a)
and 26 (a) of the Code have been mado by your committee, These
changes, which are merely declurntory of existing law, provide that a
eredit shall be allowed against net income, for purposes of the normal
tax, for interest upon United States obligations only if the interest is
ineluded in gross income and if, under the act authorizing the issue of
such obligations, as amended and supplemented, such interest is
exempt from normal tax, In determining whether the issuing act
provides for such exemption, reference must be made to section 4 of
the Public Debt Act of 1941,

Subsections (a) and (¢) of section 112 relate to the exclusion from
gross income of tax-free interest. Subsection (a) amends section
22 (b) (4) of the Code to exclude from gross income interest on public
bonds to the extent provided in section 116 (b), as amended by sub-
seetion (¢).  Both section 22 (b) (4) and section 116 (b) classify public
obligations into two groups—--(A) obligations of the United States or
any agency or instrumentality thereof; and (B) obligations of a State,
Territory, or possession of the United States, or any political sub-
division thercof, or the District of Columbia, or any ageney or in-
strumentality of any one or more of the foregoing.

Group (A) is broader under the proposed amendment than under
the corresponding eategory under existing law, which is limited to
“obligations of a corporation organized under act of Congress, if such
corporation is an instrumentality of the United States.” With
reference to group (B), tho present law exempts the interest on

77011 — 42—
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obligations of. political subdivisions of a State, but does not refer to
agencies and instrumentalities of States. It has been a matter of
dispute whether the term ‘‘political subdivisions’” includes certain
types of State agencies and instrumentalities. Without affecting the
taxability of interest upon outstanding obligations of State agencies
and instrumentalities for taxable years beginning prior to January 1,
1942, section 116 (b) (1) expressly excludes from gross income interest
upon such obligations for taxable years beginning on or after that date
whether or not such agencies and instrumentalities are considered to
be J)oliticul subdivisions.

Section 116 (b), as stated above, prescribes the extent to which the
interest on obligations referred to in section 22 (b) (4) is to be exempt.’
With respect to State and local obligations, this section provides that
the interest thercon shall be exempt only in the case of obligations
issued hefore December 31, 1942, The same limitation applies to
obligations of Territories, possessions of the United States, and the
District of Columbia, which were excepted from the operation of
scction 4 of the Public Debt Act of 1941. 1In the case of obligations
issuced by the United States, or any agency or instrumentality thereof,
itis provided, in accord with the Public Debt Act, that only interest on
such obligations issued before March 1, 1941, is tax-exempt.

For the purposes of section 116 (b), an obligation shall be considered
to be issued after o particular date (1) if any part of the payment there-
for is received by the obligor after such date, or (2) if delivery of the’
obligation is made by the obligor after such date. The tax-exempt
status of obligations will not be affected under certain circumstances,
such as loss or destruction of the original obligations, or a change in
denomination of the obligations.

Paragraph (3) of section 116 (b) contains safeguards designed to
make certain that tax exemption will end as contemplated in section
116 (b) (1). Unless these safeguards are adopted, it might be possible
for public obligors to issuc obligations after the “cut-off”’ date which,
although they would in substance be new issucs, might not be con-
sidered new issues in form and therefoie might be considered tax
exempt. Thus, the tax exemption privilege cannot be perpetuated
by extending the maturity date of outstanding issues, by increasing
the principal amount or rate of interest on such obligations, or by
refunding noncallable obligations during the period between the date
of enactment of the bill and January 1, 1943, °

Under subparagraph (A) of paragraph (3), if an obligor, by agree-
ment with the holders of its seccurities, extends, at any time, the
maturity of obligations issued hefore December 31, 1942, and maturing
after that date according to their terms as of enactiment date or the
date of issue, whichever is later, it is provided that such obligations
shall be considered as issued after the date of the extension or De-
cember 31, 1942, whichever date is later. Only the interest on such
obligations accruing after such later date will be taxable in such caso.
A like rule is applicable with respeet to increases in the principal
amount or interest rate. ,

Subparagraph (B) deals with the refunding or retirement by a new
issue between cnactment dato and before January 1, 1943, of an out-
standing obligation which has on enactment date a maturity later
than June 30, 1943. It is provided that, if any part of the proceeds
or any obligation of such new issue is used to retire or refund the
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outstanding obligation, the new obligation shall be considered as
issued after December 31, 1942, as to interest aceruing after that date.
Tax exemption, however, is not denied with respect to obligations
issued bofore January 1, 1943, to refund or retire obligations maturing
on or before June 30, 1943, in order to avoid interference with the
completion of refinancing operations which are now in process.
Paragraph 4 of section 116 (b) provides, in effect, that if State
and local obligations are refunded after December 31, 1942, under
certain circumstances, the interest on the refunding obligations will be
exempt until the date of maturity of the refunded obligations. In
eneral, the circumstances specified are that the refunded obligation
itself must be a tax-exempt obligation, it must be callable according
to its terms, and the principal amount and interest rate of the re-
funded obligations must not exceed the principal amount and interest
rate of the refunded obligation. 'The limitations are for the purpose
of making it oasy to identify the refunding obligations which are
entitled to the benefits of this paragraph and to impose suitable
restrictions so that the permission to refund may not be used to defeat
the ultimate eliminations of tax exemptions. ~

SECTION 113. EXCLUSION OF PENSIONS, ANNUITIES, ETC.,
- FORDISABILITY RESULTING FROMMILITARY SERVICE

This section, which was not included in the House bill, amends
section 22 (b) (5) to exclude from gross income amounts received as a
pension, annuity, or similar allowance for personal injuries or sick-
ness resulting from active service in the armed forces o} any country.
Although the amendment does not apply to retirement pay not
constituting amounts paid on account of personal injuries or sickness,
it i8 not intended to restrict any exemption now provided by any
other act such as the act approved August 12, 1935 (49 Stat. 607),
entitled “An act to safeguard the estates of veterans derived from
payments of pension, compensation, emergency officers’ retirement
pay and insurance, and for other purposes.” '

SECTION 114. EXCLUSION OF INCOME FROM DISCHARGIS
OF INDEBTEDNESS

This section corresponds to section 112 of the House bill, which ox-
tends the relief provided by section 22 (b) (9) of the Code for 3 more
years, This amendment is retained in the reported bill, and, in
addition, your committee has made certain material changes in-
tended to carry out more effectively the policy expressed in section
22 (b) 9). :

Section 22 (b) of the Code was amended b{ the Revenue Act of
1939 by the addition of paragraph (9) in which it was provided,
largely with a view to enabling debt-ridden railroads to repurchase
their own bonds at a discount without subjecting themselves to a
prohibitive tax penalty, that income from the discharge of indebted-
ness could, at the election of the taxpayer, be excluded from gross
income if the taxpayer (1) established that, at the time of such dis-
charge, it was in an unsound financial condition and (2) consented to
the application of section 113 (b) (3) to reduce the basis of its propert,
by the amount so excluded. Your committee has added an amend-
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ment which, by eliminating the requirement of unsound financial
condition and permitting an election under section 22 (b) (9) regardless
of the financial condition of the corporate debtor, relaxes the standard
established in 1939 and makes it possible for all corporations to have
the advantages granted by this section without an impairment of
their eredit. - ' '

Section 22 (b) (9) as amended will not apply retroactively and will
be applicable only to taxable years beginning after December 31, 1941,
aud hefore January 1, 1946. The provision in section 22 (b) (9)
limiting its applicability to securities in existence on a specific date
has been eliminated. \

Section 22 (b) (9).as amended will not apply to the discharge of
indebtedness of a railroad corporation occurring pursuant to an
order of the court in a reorganization proceeding under section 77
of the National Bankruptey Act or in equity receivership proceedings.
Subsection (b) of this section adds to section 22 (b) of the Code &
new paragraph (10), applicable to taxable years beginning after Decem-
ber 31, 1939, and providing for the exclusion from gross income of the
amount of any income realized as the result of tho cancelation or
modification of indebtedness of a railroad corporation involved in such
proceedings. Appropriate provisions in section 143 of the bill re-
specting the basis of property of the corporation undergoing reorgani-
zation 1n the hands of a railroad corporation organized to effectuate
the plan of reorganization are explained elsewhere in the report.

The railroad corporations to which paragraph (10) applies are
those -defined in section 77m of the National Bankruptey Act as
amended, namely, any common carrier by railroad engaged in the
transportation of persons or property in interstate commerce, except
8 street, a suburban, or interurban electric railway which is not oper-
ated as a part of a gencral railroad system of transportation or which
does not derive more than 50 percent of its operating revenues
from the transportation of freight in standard steam railroad freight
equipment. The term “indebtedness” ag used in the new paragraph
(10) means an obligation, absolute and not contingent, to pay, on
demand or within a given time, in cash or other medium, a fixed
amount. Consistent with the policy followed with respect to the
amendment of section 22 (b) (9) your committee amendment specifi-
. cally excludes from gross income the amount of any unamortized
premium on the indebtedness canceled and specifically prohibits any
deduction on account of any unamortized discount with respeet to
any indebtedness canceled.

SECTION 115. INPROVEMENTS BY LESSEE

This scction is the same as section 113 of the House bill. In
Helvering v. Bruun (309 U. S. 461 (1940)), it was held that buildings
or other improvements made by a lessee constitute income to a lessor
to the extent of the value of such improvements at the time the lease
is forfeited and the lessor sccures control and possession of the prop-
erty. Your committeo believes it advisable to exclude (except in
cases in which such improvements represent a liquidation in kind of
lease rentals) from the gross income of the lessor, upon termination
~of the lease through forfeiture or otherwise, income attributable to
such improvements. Such exclusion from gross income of the lessor
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does not mean that the enhancement in value in the hands of the
lessor will not be ultimately taxed. By reason of the fact that the
gross income attributable to the value of the improvements is not
recognized, the basis of the property in the hands of the lessor will .
not, be increased by such item. _

If a lessor has paid in prior years tax upon income realized either
upon termination of a lease or during the term of a lease which income
was- attributable to the value of improvements made by the lessee,
the amount of such income will be added to the basis of the propert;
in order to provide a proper adjustment for the income so taxed.
Subsection (b) adds a new subsection (¢) to secction 113 to provide
that, while the basis of any portion of real property in the hands of
the lessor is not affected by the derivation {;y such lessor of income
of the character excluded from gross income by the operation of sub-
section (a), the basis of the property in the hands of the lessor shall
be increased by any amounts included in gross income of the lessor
for such prior years and representing the value of real property at-
ltribut,able to buildings erected, or other improvements made by the
essee. :

SECTION 116. RECOVERY OF BAD DEBTS, PRIOR TAXES,
AND DELINQUENCY AMOUNTS

With the exception of a clerical change this section is the same as
section 114 passed by the House. This section provides for the exclu-
sion from gross income of amounts otherwise includible in gross income
which are attributable to the recovery during the taxable year of a
bad debt, prior tax, or delinquency amount, to the extent that such
debt, tax, or delinquency amount did not operate to reduce the income
tax liability of the taxpayer for any prior taxable year.

The amount of the exclusion from gross income is limited to the
amount of the “recovery exclusion” with respect to the debt, tax, or
delinquency amount which is recovered. The term ‘‘recovery ex-
clusion” is defined as the amount of deductions or credits allowed on
account of such bad debt, tax, or delinquency amount, which, in
accordance with regulations to be prescribed by the Commissioner
with the approval ogf; the Secretary, did not result in a reduction of the
taxpayer'’s income tax ligbility for any prior taxable year, reduced by
the amount excludible in previous taxable yecars under this section
with respect to such debt or tax. :

In computing a recovery exclusion in connection with the deter-
mination of a tax imposed under chapter 1 (exclusive of section 102),
no regard shall be had to whether the prior tax or delinquency amount
for the prior taxable year resulted in a reduction of the tax for the
prior taxable year under section 102 or subchapter A of chapter 2, or
a corresponding provision of a prior revenue act. A recovery exclu-
sion allowed for this purpose shall be also allowed in computing a
tax imposed under section 102 or subchapter A of chapter 2 whether
or not the prior deduction or credit resulted in a reduction of the
section 102 tax or subchapter A tax for the prior taxable year.

In the case of a bad debt, prior tax, or delinquency amount not
allowable as a deduction or credit for the prior taxable year under
chapter 1 (except section 102) but allowable for the same taxable year
under section 102 or subchapter A of chapter 2 (such, for example,
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as chapter 1 taxes not allowed as a deduction by seetion 23 but allowed
as a deduction under either section 102 (d) (1) (A) or section 505 (a)
(1)), a recovery exclusion shall be allowed for the purposes of such
section or subchapter only to the extent that such prior deduction or
credit did not result in a reduction of the tax under section 102 or
such subchapter A.

For the purposes of this section the term ‘“debt’’ includes securities
as defined in section 23 (k) (3), and the term “bad debt deduction”
includes a capital loss deduction allowed under section 23 (k) and a
deduction allowed either on account of the worthlessness, or the
ascertainment of worthlessness and charge-off, of a ““debt.”” The term
“recovery of a tax” includes a refund or credit of a tax previously paid,
or the cancelation of a purported tax liability which was acerued and
deducted for a prior taxable year but never previously paid. The
term ‘‘delinquency amount’ 1s defined as meaning an amount paid
or accrued on account of which a deduction or credit was allowed for a
prior taxable year and which is attributable to failure to file a return
with respect to a tax, or pay a tax, within the time required by the
law under which the tax is imposed, or to failure to file a return with
respect to a tax or pay a tax; e. g., interest on delinquent taxes.

T'he determination of whether or not and to what extent a deduction
or credit allowed on account of a bad debt, tax, or delinquency amount
did not result in a tax benefit to the taxpayer for a prior taxable year
is left to regulations to be presecribed by the Commissioner with the
approval of the Secretary. In determining whether and to what
extent the deductions and credits on account of bad debts, taxes, and
delinquency amounts allowed in a given year did not result in a tax
benefit, such deductions and credits are to be regarded as having been
the last ones taken and thus as having offset only such gross income or
tax as was not offset by the other deductions and credits. A tax bene-
fit may result in a taxable year subsequent to that in which a bad
debt, tax, or delinquency amount was dedueted under scetion 23 (c)
or 23 (k) by reason of the net operating loss or capital loss carry-over,

Once it 18 determined what portion of a given deduction or eredit
resulted in a prior benefit and what portion did not, the taxpayer may
exclude from gross income amounts recovered in a given year or years
on account of tho debt, tax, or delinquency amount for which the
deduction or credit was allowed until the amount of such recoveries
exceeds an amount equal to the portion of the deduction which did not
result in tax benefit. :

The amendments made by this subsection do not, apply to recoveries
on account of bad debts previously charged or chargeable agninst o
reserve, by a taxpayer on the reserve method of treating bad debts,
inasmuch as the amount of such recoveries is not taken into income as
such but is merely credited to the reserve account and decrcases the
amount of the addition to the reserve which has previously been taken
88 a deduction in licu of a deduction for specific bad-debt items,

The amendments made to the Code by this section shall be appli-
cable with respect to recoveries of bad debts, prior taxes, and delin-

uency amounts in taxable years beginning after December 31, 1938,

hese amendments shall also be effective as if they were a part of
“the Revenue Act of 1938 or any prior revenue act on the date of its
enactment.
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SECTION 117. ADDITIONAL ALLOWANCE FOR MILITARY
: AND NAVAL PERSONNEL

This section corresponds to section 115 of the House bill, which
amends section 22 (b) of the Code by adding a new paragraph ex-
cluding from gross income so much of the amount received during the

resent war by an individual in the military or naval forces of the

nited States as salary or compensation for active service in such
forces as does not exceed $250 in the case of a single person and $300
in the case of a married person.

Under your committee’s proposal the additional exclusion is limited
to personnel below the grade of commissioned officer. The $300
exclusion ‘for married personnel below the grade of commissioned
officer is extended to include the head of a family. Your committee
has also revised the House amendment to describe more clearly the
period covered thereby, and to provide that, for the purpose of the
exclusion, the determination of the taxpayer’s status shall be made as
of the end of the taxable year. .

This provision i8 intended to apply only to salary or compensation
received by personnel for active service in the military or naval forces
during the present war. It does not apply to salary or compensation
received subsequent to discharge or release from active service even
though such payment may have been made as compensation for ser-
vices rendered while in active service. Personnel in the military or
naval forces of the United States who are absent from duty on account
of sickness, wounds, leave, internment by the enemy, or for other law-
ful cause are covered by your committee bill. Personnel within the
scope of the bill include persons in the Marine Corps; the Coast
Guard; the Army Nurse Corps, Female; the Women’s Army Auxiliary
Corps; the Navy Nurse Corps, Female; and the Women’s Reserve
branch of the Naval Reserve. Personnel in the inactive reserve or on
retirement are not entitled to the exclusion, nor are members of the
Army Specialist Corps. :

SECTION 118. REPORT REQUIREMENT IN CONNECTION
WITH INVENTORY METHODS

This section'is, except for the change in the effective date, identical
with section 116 of the House bill. ,

Section 22 (d) of the Code, as amended by section 219 of the Revenue
Act of 1939, provides an elective inventory method for use by tax-
payers in licu of any method preseribed under section 22 (¢). The
right to use this elective mothod for tax purposes was made subject,
not only to the general requirement of section 41 that it be in con-
formity with the method -of accounting regularly employed by the
taxpayer in keeping his books, but also to the added requirement,
among others, that no other procedure be used in reports to share-
holders, partners, or other proprietors, or to beneficiaries, or for credit
purposes. .

It now appears in administration that the report requirement
is too exacting insofar as it pertains to reports developed quarterly,
semiannually, or at any time prior to the close of the taxable year.
Consequently, the report requirement is revised so as to be appli-
cable only to annual reports. Although this change in the House
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bill is made applicable with respect to taxable years beginning after
December 31, 1940, your committee has made the amendment ap-
plicable to taxable years beginning after December 31, 1938.

SECTION 119. LAST-IN, FIRST-OUT INVENTORY

In this new scction of the bill, your committee proposes to afford
to taxpayers using the elective inventory method authorized by
section- 22 (d) of the Code a measure of relief from the consequences
of the involuntary liquidation of their base stock inventory resulting
from provailing war conditions.

In the case of most taxpayers using the eclective inventory method,
the base stock inventory has been carried at the relatively low cost
figures reflected in the purchases of 1938, 1939, and 1940. Under
the elective inventory method, and so long as conditions remained
normal and the taxpayer continued in the same business, these low
cost figures would never enter, for tax purposes, into the computation
. of the cost of goods sold. The goods on hand at the close of the
taxable year are treated as being those on hand at the beginning of
the taxable year. ‘

As the direct consequences of prevailing war conditions beyond the

" control of taxpayers, many base stock inventories are now being
depleted. Taxpayers are not able, or are not permitted by the
. Government, to maintain their normal stock of merchandise. The
enforced liquidation of the low cost base stock inventory would
subject the taxpayer under the present provisions of the Code to a tax
burden not contemplated by Congress in the enactment of the elective
inveniory ‘provisions. Your committee believes that the taxpayer
should not be subjected to an increased tax burden by reason of the
unavoidable liquidation or the change in form of its base stock inven-
tory. It is proposed to permit the taxpayer in years ending subse-
quent to the year of liquidation, but not later than 3 years after the
termination of the war, to replace, for tax purposes, items of mer-
chandise liquidated from its base stock inventory at their original
inventory figures, charging to income for the year of liquid tion any
excess costs to which it may be subjected in effecting the replacement
and adding to income for the year of liquidation any excess of the
original inventory figure over thoe actual replacement costs ultimately
incurred. Adjustment of the tax liability for the year of liquidation
-and for all intervening years shall bo made insofar as such years are
affected by the replacement adjustment and without regard to any
statute of limitations or other restrictions of law other than that of
section 3761 of the Code relating to compromises.

It is not intended that any adjustment should be made with respect
to the closing inventory of the year of liquidation, or with respect to
the opening or closing inventories of intervening years, as an incident
to the ultimate replacement. It is intended, howover, that the
carnings and profits account for the year of liquidation and for all
intervening years shall be adjusted in a manner consistent with the
increase or decrease of net income provided for with respect to the
year of liquidation, Any determination of earnings and profits
available for dividend distribution, of the earnings and profits factor
in invested capital, and of all related matters shall reflect the proposed
adjustments,
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Any taxpayer wishing to take advantage of this provision is re-
quired to make its election in that respect at the time of filing its
income tax return for the year of liquidation and to notify the Com-
missioner to that effect. The taxpayer is required at the same time
to establish to the satisfaction of the Commissioner in such form as
the Commissioner may by regulations prescribe the involuntary
character of the inventory liquidation reflected by its accounts for
the year,

It is intended that the burden shall be upon the taxpayer to estab-
lish the involuntary character of the inventory liquidation involved.
By involuntary liquidation is meant a depletion of base stock inven-
tory attributable wholly to war conditions beyond the control of the
taxpayer, such as enemy capture or control of sources of limited
foreign supply, shipping or other transportation shortages, material
shortages resulting from priorities or allocations, and labor shortages.
If other sources of supply or substitute labor or material were
available to the taxpayer, the liquidation shall be deemed not to be
involuntary,

The merchandise involved in the most recent inventory liquidations,
whether voluntary or involuntary, and whether cffected prior or sub-
sequent to the termination of the war, shall be deemed to be the first
replaced in any subsequent inventory increases of merchandise of like
character. Inventory increases involving merchandise of a different
character, subjected to a processing substantially different, manu-
factured out of a different type of raw material, fabricated along
substantially different styles or shapes, or devoted to a substantially
different purpose or use shall not be deemed to constitute a replace-
ment of the merchandise liquidated.

SECTION 120. ALIMONY AND SEPARATE MAINTENANCE
PAYMENTS ‘

This section, which corresponds to section 117 of the bill passed by
the House, amends various sections of the Code and adds a new see-
tion to supplement E of chapter 1 in order to provide in certain cases
a new income tax treatment for payments in the nature of, or in licu
of, alimony or an allownnce for support as between divorced or legally
separated spouses. , .

These amendments are intended to treat such payments as income
to the spouso actually receiving or actually entitled to receive them
and to reliove the other spouse from the tax burden upon whatever
yart of the amount of such payments is under the present law includ-
ible in his gross income. In addition, the amended sections will pro-
duce uniformity in the treatment of amounts paid in the nature of or
in licu of alimony regardless of varianco in the laws of different States
concerning the existence and continuance of an obligation to pay
alimony.

Section 22, relating to the definition of gross income, 18 amended
by inserling at the end thereof a new subsection designated “(k).”
This subscction applics only to a wife who is divorced or legally sepa-
rated under a decree of divoreo or of separate maintenance and to the
husband from whom she is divorced or legally separated by such
decree. Periodic panyments, whother or not made at regular intervals,
received by the wife subsequent to the deeree, in discharge of, or
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attributable to property transferred (in trust or otherwise) in dis-
charge of, a legal obligation which, because of the marital or family
relationship, is imposed upon or incurred by such husband under suc
decree or under a written instrument incident to such divorce or sepa-
ration are defined by section 22 (k) as gross income of the wife., This
section applies only where the legal obligation being discharged arises
out of thé family or marital relationship in recognition of the general
obligation to support, which is made specific by the instrument or
decree. This section does not apply to that part of any periodic pay-
ment attributable to any interest in the property so transferred, which
interest originally belonged to the wife, unless s{e received it from her
husband in contemplation of or as an incident to the divorce or sepa-
ration without adequate and full consideration in money or money’s
worth, other than the release of the husband or his property from
marital obligations.

The full amount of periodic payments received under the circum-
stances described in section 22 (k) is required to be included in the
income of the recipient whether such amounts are derived, in whole or
in part, from income received or accrued by the source to which such
payments arc attributable. Thus, it matters not that such payments
are attributable to property in trust, to life insurance, endowment, or
annuity contracts, or to any other interest in property, or are paid
direetly or indirectly by the obligor husband from Kis income or
capital.  Section 22 (b) (2) is amended to make this result clear with
respeet to those amounts received from life insurance, endowment,
and annuity contracts which otherwise would be excluded from gross
income under section 22 (b) (1) and (2). For example, if in order to
meel an alimony obligation of $500 a month, the husband purchases
or assigns for the benefit of his former wile a commercial annuity
contract paying such amount, the full $500 a month received by the
wife is includible in her income, and no part of such amount is in-
cludible or deduetible by the husband.

The above technical features of seetion 22 (k) contained in the bill

nssed by the House have been retained by yvour committee except
En- a necessary clarification of the rule in the case of installment pay-
ments of alimony under section 22 (k). 'The rule provided in your
committee bill is that, in general, installment payments discharging
a part of an obligation the principal sum of which is, in terms of money
or property, specified in the decres or instrument are not considered
wriodie pnyments for the purposes of section 22 (k). However, an
mstallment payment is to Lo considered a periodic payvment if such
principal sum, by the terms of the decreo or instrument, may be or is
to be paid within a period ending more than 10 years from the date
of such decree or instrument.  But in the Iatter case, such mstallment
mynent for the taxable year of the wifo (or if more than one such
mstallment payment for such taxable year is received during such
taxable year, the aggregate of such installment payments) shall be
considered n periodie payment only to the extent that it does not
exceed 10 poreent of such principal sum, For the purposes of this
10 pereent limitation, the portion of a payment of the principal sum
which is alloeablo to a period after the taxable year of the wife in
which it is received is considored an installment payment for the tax-
able year in which it is8 received, Thus, if under the terms of the
decree of divoree the husband is to pay the wifo $100,000 in install-
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ments of $5,000 a year for 20 years, and in 1942 the husband pays the
regular $5,000 installment plus $10,000 in advance installments, only
$10,000 is to be considered a periodic payment includible in the wife’s
income for 1942 and deductible by the husband for 1942, No income
or deduction results under section 22 (k) or section 23 (u) from $5,000
of the advance installment payment. .

Supplement E is amended by adding a new section, section 171.
Section 171 (a) states the rule applicable to trust income after a
decreo of divorce or of separate maintenance in the case of trusts
created prior to the divorce or separation and to which the provisions
of section 22 (k) are not applicable. Section 171 (a) is designed to
include in the gross income of a wife who is divorced or lcgalﬁ]y sepa-
rated from hor husband under a decree of divorce or separate main-
tenance the amount of the incomne of any trust such wife is entitled
to receive which, except for the provisions of section 171, would be
includible in the gross "1come of the husband and to exclude such
amount from the gross income of such husband, regardless of section
166, section 167, or any other provision of chapter 1.

The general rules for accounting for the income of a trust or estate,
prescribed in supplement K of chapter 1, apply to that part of any
periodic payment which is a distribution of income of the trust or
estate and which is required under section 22 (k) or section 171 (a)
to be included in the income of the individual receiving such payment.
For tho purpose of clarity, this section provides that the wife ontitled
to receive tho puyment 1s considered as tho boneficiary of the trust.
If theso provisions of section 171 (b) apply to any part of a periodic
payment required under section 22 (k) to be included in income of the
beneficiary, the wholo of such periodic payment shall be included in
gross income of the beneficiary n the taxablo year in which under the
above provisions of section 171 (b) such part is required to bo included
in her income. It is contemplated under these provisions that the
trust or estate will be entitled to a deduction in computing its not
income for amounts required to be included in the wife’s income under
seetion 22 (k) or seetion 171 to the extent that such amounts ave paid,
eredited, or to be distributed out of incomo of the estate or trust for
its taxable year, '

With respect to the husband, from whom the wife recoiving the
payments referred to in seetion 22 (k) and section 171 (a) is divoreed
or legally separated, provision is made for the exelusion or deduetion
from his income of any amount included in such wife’s income undor
section 22 (k) or section 171 (a) on account of such payments and which
otherwise would be ineludible in his income,  Scetion 22 (k) provides
that, in tho caso of a divoree or legal soparation, periodic payments
which are attributable to propoerty transferred in discharge of the
legal obligation of such husband shall not be includible in his gross
income.

Section 23, relating to deductions from gross income, is amended by
adding a new subsection, designated (u), which allows a deduction by
the husband in his taxablo year in which are paid the amounts inelud-
ible under seetion 22 (k) in the gross income of the wife deseribed in
seciion 22 (k). Section 23 (u), as well as section 22 (k), contomplates
the treatment of alimony payments as if the husband and wife wero
on a cash recoipts and disbursoments basis, that is, tho deduection is
allowed the hushand only for actual payment within his taxable year
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and the wife includes in her income for a taxable year under section
22 (k) only such periodic payments deseribed therein as are actually
received during such taxable year (including, of course, the construc-
tive receipt or payment of amounts unqualifiedly subject to the de-
mand of the wife or husband, as the case may be). However, the
husband is not allowed a deduction under section 23 (u) for any
periodic payments, attributable to property transferred in discharge
of his legal obligation, which under section 22 (k) or section 171 are
stated not to be includible in his gross income. Such periodic pay-
ments stated in section 22 (k) or section 71 not to be includible in
the hushand’s gross income are, in some cases, not includible in the
husband’s income under existing law. Nevertheless, such sections
state that such periodic payments are not includible in the husband’s
inc(()lr;c and, accordingly, they are not deductible by him under section
23 (u).

Section 22 (k) and section 171 do not apply to that part of any
periodic payment under section 22 (k) and to that part of such trust
mcome under section 171 (a) which, by the terms of the decree or
the written instrument under section 22 (k) or of the trust instrument
under section 171 (a), i8 specifically -designated as a sum payable for
the support, of minor children of the husband. If an amount or por-
tion is so fixed but the amount of any periodic payment is less than
the amount of the periodic payment specified to be made, then, to the
extent of the amount which would be payable for the support of such
children out of the originally specified periodic payment, such periodic
payment is considered a payment for such support. For example, if
the husband is by terms of the decree required to pay $200 a month
to his divorced wife, $100 of which is designated by the decree to be
for the support of their minor children, and the husband pay only
$150 to his wife, $100 is nevertheless considered to be a payment by
the husband for the support of the children. If, however, the peri-
odic payments and the trust income are received by the wife for
the support and maintenance of herself and of minor children of the
husband without such specific designation of the portion for the sup-
port of such children, then the whole of such amounts is includible in
the income of the wife as provided in section 22 (k) and in section 171.

As 8 necessary complement to these provisions relating to the sup-
})ort, of dependents, section 25 (b) (2), relating to credit for dependents
or the purposes of the normal tax and surtax, and section 401 (a) (2)
relating to the eredit for dependents for the purposes of the optionai
tax provided in supplement T, are amended so as to provide that
payments to an individual’s spouse or former spouse which are includ-
iblo under section 22 (k) or section 171 in the gross income of such
spouse or former spouse shall not he considered payments by such
individual for the support of the minor children of such persons.
Thus, where the portion of such payments for the support of the
minor children is not specifically designated, the wife, if actually
contributing to the support of the children, is entitled to the credit
for dependents, unless 1t i3 established that, independently of such
amounts paid to the wife, the hushand (or some other person upon
whom the children are financially dependent) is actualry the chief
support of such children. The same rules should govern as respects
the element of financial support in determining who is entitled to the
head of family exemption,
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Minor technical changes have been made in this section of your
committeoc bill (insubsection (d) which amends section 22 (b) (2), relat-
inf to annuities, ete.; subsection (e) (2) which amended (in the House
bill) section 401 (a) (2) relating to the definition of ““dependent” under
supplement T; and subsection (f) which amends section 3797 (a), relat-
ing to definitions) in order to correlate the amendments made by this
si\('til()nl\lwibh amendments made by sections 164 (b) and 144 (c¢) of
the bill, ‘

Tho amendments made by this section of the bill are, in general,
made applicable only with respect to taxable years beginning after
Decomber 31, 1941, However, if the husband’s first taxable year
beginning after December 31, 1941, does not begin on the same da
as the wife’s first taxable year beginning after such date, then such
amendments are first to become applicable in the case of the husband
on the first day of the wife’s first taxable year beginning after De-
cember 31, 1941, regardless of the husband’s taxable year in which
such day falls.

SECTION 121. NON-TRADE OR NON-BUSINESS DEDUCTIONS

This section is the same as section 118 of the House bill, except that
subscction (¢) of that scecetion has been omitted therefrom and now ap-
pears as section 163 and a clerical amendment has been made in sub-
section (b). The amendment made by this section allows a deduction
for the ordinary and necessary expenses of an individual paid or
incurred during the taxable year for the production and collection of
income, or for the management, conservation, or maintenance of
property held by the taxpayer for the production of income, whether
or not such expenses are paid or incurred in carrying on a trade or
. business, and also allows a deduction for the exhaustion and wear and
tear (including a reasonable amount for obsoleseence) on property held
for the production of income, whether or not guch property is used by
the taxpayer in a trade or business. .

For an expense to be deductible under this section, it must have been
incurred either (1) for the production or collection of income, or (2) for
the management, conservation, or maintenance of property held for
the production of income. Ordinary and necessary exponses so paid or
incurred are deductible undor section 23 (a) (2) even though they are
not paid or incurred for the production or eollection of income of the
taxable year or for the management, conservation, or maintenance of
property held for the production of such income. The term “‘income”’
for this purpose comprehends not moerely income of the taxable year
but also income which the taxpayer has realized in a prior taxable year
or may realize in subsequent taxablo years, and is not confined to re-
curring income but applies as well to gain from the disposition of
yroperty. Kxpenses incurred in managing or conserving proporty
l)el(i for investment may be deductible under this provision even
though there is no likelihood that the property will be sold at a profit
or will otherwise be productive of income, and even though the property
is held merely to minimize a loss with respect thereto. The expenses,
however, of carrying on a transaction which does not constitute a trade
or business of the taxpayer and is not carried on for the production of
income or for the management, conservation, or maintenance of
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property, but which is carried on primarily as a sport, hobby, or
recreation are not allowable as non-trade or non-business sxpenses.

Expenses, to'be deductible under section 23 (a) (2), must be ordi-
nary and necessary, which rule presupposes that they must be reason-
able in amount and must bear a reasonable and proximate relation to
the production or collection of income, or to the management, con-
servation, or maintenance of property held for that purpose.

A deduction under this section is subject, except for the requirement
of being incurred 'in connection with a trade or business, to all the
restrictions and limitations ‘that apply in the case of the deduction
under section 23 (a) (1) (A) of an expense paid or incurred in carry-
ing on any trade or business. Section 24 (a) (5), as amended by -
this section, while continuing to disallow any amount allowable as a
deduction, whether undor section 23 (a) (2) or otherwise, which is
allocable to one or more classes of tax-exempt income, other than
interest, has the effect in addition of disallowing a deduction under
section 23 (a) (2) for amounts allowable under that section which are
allocable to tax-exempt interest. )

Subsection (c) of this section amends section 23 (1) of the Code so as
to allow, in addition to the deduction allowable under the existing law,
a deduction for the exhaustion, wear, and tear of property held by the
taxpayer for the production of incomg, whether or not the property in
question is used in the trade or business of the taxpayer, including a
reasonable allowance for obsolescence. Except for this, the new
allowance is subject to the same limitations and restrictions which have
been applicable under this section prior to the present amendment.

The amendments made to the Code by this section are applicable to
all taxable years beginning after December 31, 1938. These amend-
ments shall also be effective as if they were a part of the Revenue Act
of 1938 or any prior revenue act on the date of its enactment.

SECTION 122, DEDUCTIO‘N'ALL()WABLE TO PURCHASERS
FOR STATE AND LOCAL RETAIL SALES TAXES

This section, for which there is no corresponding section in the
House bill, amends scetion 23 (¢) to provide for the allowance of a
deduction to the purchaser for certain retail sales taxes, not imposed
by law directly on the purchaser to the extent paid by such pur-
chasor other than in connection with his trade or business. The
taxes covered by this section are those imposed by any State, Terri-
tory, District, or possession of the United States, or any political
subdivision thereof, upon persons engaged in selling tungigle' per-
sonal property at retail, which tax is measured by the gross sales
price or the gross receipts from the sale, or which is a stated sum per
unit of such property sold. The scction also covers taxes imposed
by such authorities upon persons engaged in furnighing services at
retnil, which are measured by the gross receipts for furnishing such
services,

To provide a safeguard against a purchaser seeuring a deduction for
such taxes which are actually assumed by the sellor, your committee
bill conditions the right to the deduction upon the tax being separately
stated, only the amount so stated and paid being allowable as a deduc-
‘tion. It i3 not necessary, for the purposes of section 122 that a pur-
chaser be furnished with a bill or invoice upon which the tax is listed
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as a scparate item. All that is required is that it clearly appear that
the tax was paid as such and not merely as a component of the price
of the article or service purchased.

SECTION 123. DEDUCTION FOR STOCK AND BOND LOSSES
ON SECURITIES IN AFFILIATED CORPORATIONS

This section is new, no corresponding section having appeared in the
House bill.

Under existing law section 23 (g) provides that the loss resulting
from the worthlessness of securities, .defined as shares of stock in a
corporation and rights to subscribe for or to receive such shares, shall,
if such shares are capital assets, be considered as a loss from tho sale
or exchange of capital assets. Your committee has added a new.
paragraph (4) to section 23 (g) so as to provide that, for the purposes
of this section, stock in a corporation afhliated with the taxpayer shall
not, in the case of such taxpayer, be deemed a capital assot. For the
purpose of this new paragraph a corporation is deemed to be affiliated
with the taxpayer only if the taxpayer owns directly at-least 95
percont of each class of the stock of such corporation, if more than
90 percent of the aggregate of the gross incomes of such corporation
for all taxable years has been from sources other than royalties, rents,
dividends, interest, annuities, or gains from sales or exchanges of
stocks and securities, and if the taxpayer is a domestic corporation.

SECTION 124. DEDUCTION FOR BAD DEBTS, ETC.

: 'l,lrhis section is substantially the same as section 119 of the House
hill, \

Your committee has also added a new paragraph (5) to section
23 (k) to provide that bonds, debentures, notes, or certificates, or other
evidences of indebtedness issued with interest coupons or in registered
form by any corporation affiliated with the taxpayer shall not, in the
case of such taxpayer, be deemed capital assets for the purposes of
section 23 (k) (2) (which treats the loss resulting from the worthless-
ness of such securities, if thoy are capital assots, as a loss from the sale’
or exchange of capital assets). Section 23 (k) (1) (relating to the
deductibility of worthless debts) shall be applicable with respect to
debts evidonced by such securities, oxcept that no deduction on
account of worthlessness shall be allowed under such section with
respect to any such debt which is recoverable only in part. For the
purposes of this section, a corporation is decmed to be affiliated with
the taxpayer only if the taxpayer owns dircclly at least 95 percent of
cach class of tho stock of such corporation, if more than 90 percent of
tho aggregato of the gross incomes of such corporation for all taxable
years has been from sources other than royalties, rents, dividends,
iterest, or annuities, or gains from sales or exchanges of stocks and
securitics, and if the taxpayer is a domestic corporation, This
amendment, inserting section 23 (k) (5) and tho related amendments,
are made applicable only with respect to taxable years beginning after
December 31, 1941,

Under present law ascertainment of worthlessness and charge-off
on the books of the taxpayer during the taxable year are prerequisites
for tho allowance of a deduction for a bad debt.  This section amends
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scction 23 (k) of the Code to allow a deduction for a debt which
becomes worthless during the taxable year regardless of the year in
which the debt is ascertained to be worthless or charged off. A similar
amendment is made to section 204 (¢) (6) of the Code with respect
to deductions for bad debts allowed insurance companies other than
life or mutual. These amendments are made retroactive so as to
apply to all taxable years beginning after December 31, 1938. | -

A new provision 18 added proviﬁing for special treatment of non-
business debts, applicable in the case of a taxpayer other than a
corporation. If such a debt becomes -entirely worthless within the
taxable year, the loss resulting therefrom is to be considered a loss
from the sale or exchange of a capital asset held for not more than
6 months. The provisions of section 23 (k) (1), as amended by
this section, with respect to a debt which has become partially worth-
less, do not apply in the case of a non-business debt; and a K)ss with
respect to such a debt will be treated as sustained only if and when
the debt has become totally worthless. Nor are these provisions with
respeet to non-business debts applicable in the case of a loss resulting
from a sccurity as defined in section 23 (k) (3). A non-business
debt is defined as a debt other than a debt the loss from the worth-
lessness of which is incurred in the taxpayer’s trade or business,
and other'than a debt evidenced by a sccurity as that term is defined
in section 23 (k) (3) of the Code. The question whether a debt is
one, tho loss from the worthlessness of which is incurred in tho tax-
payer’s trade or business, is a question of fact in cach particular
case, and the determination is suLstantially the same as that which
is made for the purposo of ascertaining whether a loss from the type
of transaction covered by scetion 23 (e) is “‘incurred in trade or busi-
ness” under paragraph (1) of that section.

The character of the debt for this purpose is not controlled by
tho circumstances attending its creation or its subsequent acquisi-
tion by the taxpayer or by the use to which the borrowed funds are
put by the debtor, but is to be determined rather by the relation
which the loss resulting from the debt’s becoming worthless bears to
tho trade or business of the taxpayer. If that relation is a proximate
ono in tho conduct of the trade or business in which the taxpayer is
engaged at the time the debt becomes worthless, the debt 1s not a
non-business debt for the purposes of this amendment.

To illustrate: A, an individual engaged in the grocery business,
extends credit on an open account to B in 1941,

(1) In 1942 A sells the business but retains the claim against
B. The claim subsequently becomes worthless in A’s hands.
A’s loss is controlled by the non-business debt provisions. While
the original consideration was advanced by A in his trade or
business, the loss was not sustained as a proximate incident to
the conduct of any trade or business in which he was engaged
at the timo the claim became worthless.

(2) In 1942 A sells the business to C but sells the claim against
B to the taxpayer, D. The claim subsequently becomes worth-
less in 1)’s hands, at a time when D is not engaged in a trade or
business incidont to the conduct of which a loss from the worth-
lessness of such a claim would be a proximate result. D’s loss
is controlled by the non-business debt provisions, even though
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the original consideration was advanced by A in his trade or
business. o

(3) In 1942 A dies, leaving the busiuess, including the accounts
receivable, to his son, C, the taxpayer. The claim against B
becomes worthless in C’s hands. C’s loss is not controlled by
the non-business debt provisions. While C did not advance any
consideration for the claim or acquire it in carrying on his trade
or business, the loss was sustained as a proximate incident to the
conduct of the trade or business in which he was engaged at the
time the debt became worthless, TR

(4) In 1942 A dies, leaving the business to his son, C, but the
claim against B to his son, D, the taxpayer. The claim against
B becomes worthless in D’s hands at a time when D is not en-

aged in a trade or business incident to the conduet of which a
oss from the worthlessness of such a claim would be a proxi-
mate result. D’s loss is controlled by the non-business debt
provisions, even though the original consideration was advanced
by A in his trade or business. N

(5) In 1942 A dies and while his executor, C, is carrying on
the business, the claim against B becomes worthless. - The loss
sustained by A’s estate is not controlled by the non-business debt
provisions, While C did not advance any consideration for the
claim on behalf of the estate or acquire it in carrying on a trade
or business in which the estate was engaged, the loss was sus-
tained as a proximate incident to the conduct of the trade or
business in which the estate was engaged at the time the debt
became worthless,

(6) In 1942 A, in liquidating the business, atternpts to col-
lect B’s claim but finds that it ‘]ms become worthless. A’s loss
is not controlled by tho non-business debt provisions, since a loss
incurred in liquidating & trade or business is a proximate inci-
dent to the conduct thereof.

Subsection (¢) of this section of the bill amends section 3771 of the
Code 8o as to disallow interest on the overpayment attributable to
the deductibility of a bad debt or a worthless security, or the effect
of such deduectibility on a carry-over, for any period beginning after
the expiration of the period of limitation provided in section 322 (b)
(1) for filing claim for eredit or refund of such overpayment, and
ending at the oxpiration of 6 months after the date on which the
clnim was filed, or if no claim was filed and the overpayment is found
by the Board, ending on the date the petition asserting such overpay-
ment is filed, in cases where credit or refund of such overpayment
would not be allowed except for the provisions of section 322 (b) (5),
added: by section 171 of tl\e bill, or excopt for clause (2) of section
322 (d), as amended by section 171 of ‘the bill. This amendment is
effective with respect to taxable years beginning after December 31,
1938. :

This section varies from the corresponding sbetion of the House bill
in that a loss resulting from the worthlessness of a non-business bad
debt is8 to be considered a loss from the sale or exchange of capital
assot held for not, more than 6 months, rather than of a capital asset
held for not more than 15 months, This change is made In view of
corresponding changes made in section 136 of the House bill (amend-

77611°~42———T
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mg sec. 117 of the Code, relating to capital gains and lossés) in order
that losses resulting from the worthlessness of non-business bad debts
may be treated 'in the same manner as short-term capital losses are
treated under section 117 of the Code. In addition, the provisions
with respect to non-business bad debts are now made applicable only
to taxable years beginning after December 31, 1942.

SECTION 125. CORPORATE CONTRIBUTIONS TO UNITED
"'STATES, ETC., OR FOR CHARITABLE USE OUTSIDE
UNITED STATES DEDUCTIBLE ‘ |

This amendment, for which there is no corresponding provision
in the House bill, broadens section 23 (q) of the Code so as to allow
deductions to corporations for contributions or gifts made to or for
the use of the United States, any State, Territory, or any -political
subdivision thereof, or the District of Columbia, or any possession
of the United States, for exclusively public purposes. Such gifts will
be deductible up to 5 percent of net income, as is now the case for
charitable contributions by corporations. The amendment also
deletes the provision contained in the existing law which limits cor-
porate charitable deductions to those contributions or gifts which are
to be used only within the United States or its possessions.

SECTION 126. AMORTIZABLE BOND PREMIUM

This section is the same as section 120 of the House bill with the
exception that the definition of “bond’” contained in the section is.
altered to exclude obligations which constitute stock in trade of
the taxpayer or obligations which would be includible in an inventory
made by a taxpayer at the end of a taxable year,

" This section makes provision for the amortization of bond premium
by the obligee. It is mandatory with respect to fully tax-exempt
bonds (the interest on which is not subject to the income tax),
whether the owner is a corporation, individual, or other taxpayer.
In the case of fully taxable bonds (the interest on which is subject to-
the normal tax and the surtax), amortization under this section of the
premium thereon is elective, irrespective of the nature of the tax-
payer. With respect to partially tax-exempt bonds (the interest on
which is subject only to the surtax), the O}mrat,ion of this section
depends upon the nature of the taxpayer: if the taxpayer is a cor-
poration, amortization is mandatory; whereas, if the taxpayer is.
not a corporation, amortization is elective. Inasmuch as the term
“bond” is so defined as to exclude bonds held by a taxpayer primarily
for sale to customers in the ordinary course of his trade or business,
this section is not applicable to dealers in securities,

. The operation of tllis section in respect of fully tax-exempt bonds,.
fully taxable bonds, and partially tax-exempt bonds, subject to the
provisions of this section, may be illustrated as follows: in the case of
a fully tax-exempt bond, the amortizable premium for the taxable
year is siinply an adjustment to the basis or adjusted basis of the bond;
as the case may be, Thus, in the event such amount is $1, the basis
or adjusted basis is reduced by $1. No deduction is allowed on
account of such amortizable premium, In the case of a fully taxable.
bond, the amortizable premium is both an adjustment to the basis
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or adjusted basis of the bond &nd also a deduction, In the case of &
Eartiglly tax-exempt bond, a somewhat more elaborate procedure

as been adopted. Briefly, it is designed to subject to the surtax
only the net yield from the bond. . Under this procedure, the amorti-
zable premium for the taxable year is used for three purposes: (1)
as an adjustment to the basis or adjusted basis of the bond; (2) as a
deduction; and (3) as a reduction to the credit for the interest on the
bond. Accordingly, if the interest on a partially tax-exempt bond
for the taxable year is $30 and if the amortizable premium thereon for
such taxable year is $5, the $30 is taken up in the gross incoine, the $5
is allowed as a deduction, and the credit on account of such interest is
$25 ($30 minus $5), or the net yield from the bond for the taxable year.

The terms “bond premium’ and “amortizable bond premium,” as
used in this section, refer to different: amounts. Bond. premium, in
the case of any bond subject to this scction, is the total premium
thereon; that is, the excess of the basis of the bond for determining
loss over the amount payable at maturity. On the other hand, amor- -
tizable bond premium is such part of the total premium gn the bond
as is attributable to the taxable year. The determinations of the
“bond premium’” and the ‘‘amortizable bond. premium’ on any bond
are required to be made by the taxpayer in accordance with the method
of amortization employed by him. If the taxpayer regularly employs
a method of amortizing bond premium, as where ‘the taxpayer is
subject to the jurisdiction of a State or Federal regulatory agency and
is required to amortize bond Fremium for the purposes of such agency,
in accordance with a method prescribed or approved by such agency,
such method if reasonable may be used for the purposes of this section;
In the case of all other taxpayers, the method of amortization to
be used under this section shall be a method which the Commissioner
with the approval of the Secretary shall by regulations prescribe.
For the sake of brevity, the term “approved method of amortization’
or “approved method” is hereinafter used to mean either (1) a method
of . amortization which is regularly employed by ‘the taxpayer and
which is reasonable or (2) a method of amortization preseribed by
the Commissioner, with the approval of the Secretary, by regulations
made under this section,

The election provided in this section shall be made at such time and
in such manner as the. Commissioner with the approval of the Scere-
tary shall by regulations preseribe.  In the case of a corporation, the
election may be made only with respect to fully taxable bonds. In
the case of a taxpayer other than a corporation, the election may be
made with respect to (1) fully taxable bonds only, or (2) partially tax-
exempt bonds only, or (3) both fully taxable bonds and partially tax-
exempt bonds. The clection shall apply to all bonds, with respect to
which it was made, owned by the taxpayer at the beginning of the first
taxable year to which the election applies and also to all honds of such
class (or classes) thereafter acquired Ey him, and shall be binding for
all subsequent taxable years. The Commissioner, however, is given
the right, upon application by the taxpayer, to permit him to revoke
the election, subject to such conditions as the. Commissioner deems
necessary. In the case of bonds owned by a partnership, common
trust fund, or foreign personal holding company, the election shall be
exercisable by the partnership, common trust fund, or foreign personal
holding company. :



94 THE REVENUE BILL OF 1942

The gection provides for adjustments proper to reflect. unamortized
bond premium on any bond for the period prior to the date as of
which this section becomes applicable to such bond. The application
of such provision may be illustrated by the followini examples:

First exrmple: On January 1, 1942, T, on the calendar year
basis, owns a fully taxable $100 bond, maturing on January 1,
1962. T purchased this bond on Januvary 1, 1932, for $120. T
elects to have this section apply to such bond for 1942 and subse-
quent taxable years. In determining the amount of premium to
be amortized over the remaining 10 years of the life of the bond,
T is required, but solely for such purpose, to treat the bond as if
he had amortized the premium thereon during the prior 10 years
under this section, and to make the proper adjustment in the original
premium. Accordingly, T would treat $10 as having been amortized
during the first 10 years and would be required to amortize the remain-
ing $10 over the following 10 years. When the bond is redeemed on
January 1, 1952, for $100, only ‘the $10 attrbutable to the second 10
years will actually have been amortized. The $10 attributable to
the first 10 years will have been treated as an adjustment to the original

remium but will not have been amortized. Consequently, T will
ﬁave a capital loss in the year of redemption on account of the $10
attributable to the period 1932-42. ,

Second example: On January 1, 1942, X's father gave him a
fully taxable $100 bond maturing on January 1, 1952. X's father
had purchased the bond on January 1, 1932, for $120. The fair market
value of the bond at the time of the gift was $130. X is on the calendar
year basis and elects to amortize the premium on the bond during the

eriod 1942-52. Under section 113 (a) (2) the cost of the bond to

's father constitutes the basis of the bond for determining loss, since
such cost is lower than the fair market value of the bond at the time
of the gift, and under section 117 (h) (2) X's holding period is deemed
to include the 10 years during which his father held the bond. X is
required to treat the bond as if it had been amortized during his
father’s holding period. Thus, X is required to amortize $10 over the

eriod 1942-562 and will in the year of redemption receive a capital
oss on account of the $10 attributable to his father’s holding period.

The fact that a bond is callable or convertible into stock does not of
itself provent the application of this section. JIn the case of a callable
bond, the earliest call date will, for the purposes of this section, be con-
sidered as the maturity date. Hence, the total premium is required to
be spread over the period from the date as of which the basis of the
bond is established down to the carliest call date, rather than down to
the maturity date, In the case of a convertible bond, if the option to
convert the bond into stock rests with the owner of the bond, the bond
is within the purview of this section.

Capitalized expenses connected with the acquisition of a bond to
which this section is applicable may be amortized, along with the
premiun, if such expenses are freated as being amortizable under the
approved method of amortization employed by the taxpayer. By
the same token, if such expenses are not amortizable under the
t,a.xt:o.yer’s approved method, amortization will not be required. In
such a case, upon the redemption of the bond, a capital loss will result
on: account of such expenses,
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‘In the case of a cash basis taxpayer owning a bond to which this
section is applicable, if no interest on such bond is received during the
taxable year, amortization for such taxable year will not be required.
Nevertheless, if the approved method of amortization of such a tax-
e&yer requires amortization in such a case, it. will be permitted.

1th reference to a taxpayer on the accrual basis owning a bond to
which this section is applicable, amortization of the premium on the
bond is required for each taxable year for which interest thereon is, -
under sound principles of accounting, properly accruable. In such
a case, however, if the approved metﬁo«f of the taxpayer provides for
amortization even for taxable years for which interest on the bond is
not properly accruable, amortization will be permitted. .

The application of this section to bonds (subject thereto) owned by
decedents may be illustrated as follows: The cash basis decedent will
be considered first. If the bond is fully tax-exempt, the amortizable
premium for the period ending with his death should be given effect
as an adjustment to the basis or adjusted basis of the bond. If the
bond is fully taxable, the interest accruing during such period is, by
reason of section 135 of the bill carried over to tﬁe estate or legatee,
whereas the deduction on account of the amortizable premium for
such period remains with the decedent. If the bond is partially tax-
exempt, the interest is similarly carried over to the estate or legatee,
but the credit therefor will not be reduced on account of the deduc-
tion for amortizable premium. The deduction itself remains with the
decedent. In the case of an accrual basis decedent owning a pm‘t,iallﬁ
tax-exempt bond, or a fully taxable bond, subject to this section, bot
the interest and the deduction for amortizable premium remain with
the decedent. In such a case, if the bond is partially tax-exempt, the
decedent’s credit for the interest accruing during the period ending
with his death is required to be reduced by the deduction for the
amortizable premium for such period.

If a trust owning gartiall tax-exempt bonds elects to amortize the
premium, thereon, the credits of the trust and the beneficiaries on
account of such interest are required to be reduced by the portion of
the amortization deduction attributable to their shares., Similar
treatment is accorded to bonds owned by common trust funds,
partnerships, foreign personal holding companies, and personal serv-
1ce corporations. :

SECTION 127. DEDUCTION FOR MEDICAL, DENTAL, ETC,,
EXPENSES

This section, inserted into the bill by your committee, adds section
23 (x) to the Code to allow a deduetion for expenses paid during the
taxable year for medical care of the taxpayer, his spouse, or a de-
pendent of the taxpayer. The deduction is limited to such expenses
as exceed 5 pereent of the net income computed without the benefit
of seetion 23 (x). Where a husband and wile file a joint return the
limitation is 6 percent of the aggregate net income of such hushand
and wife. The maximum deduction for any taxable year in the case
of a husband and wife who file a joint return, or a head of a family,
may not exceed $2,600, and in the case of all other individuals, $1,250.
. The term “‘medical care” is broadly defined to include amounts paid
for the diagnosis, cure, mitigation, treatment, or prevention of
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disease, or. for the purpose of affecting amy structure or function of the
body. It is not intended, however, that a deduction should be
allowed for any expense that is not incurred primarily for the pre-
vention or alleviatinn of a physical or mental defect or illness,

. Although a deduction is denied with respect to such expenses as are
compensated for by insurance or otherwise, amounts paid for accident
or health insurance are included in the category of medical expenses.
Payments for hospitalization ‘insurance, or for membership in an
dssociation furnishing cooperative or so-called free-choice medical
gervice, or group hospitalization and clinical care are intended, for
purposes of this sectjon, to be included as amounts which may be
deducted.

~ Section 24 (a), relating to items not deductible, is amended by
section 127 to conform to section 23 (x), and a technical amendment
is made to section 23 (0) to provide that, in computing net income for
purposes of the deduction for charitable and other contributions, the
deduction for medical expenses shall not apply. Finally, section 22
(b) () is amended to include in gross income amounts received for
compensation for personal injuries or sickness which are attributable
to and not in excess of deductions allowed under section 23 (x) in
any prior taxable year. :

SECTION 128. LOSSES. OF MINING CORPORATIONS FOR
1938 AND 1939

This section is new, no-corresponding provision having appeared
in the House bill. It adds section 23 (y) to the Code to provide that
losses of certain mining corporations for taxable years beginning in
1938 and 1939 should be allowed as deductions in computing net
income for the first taxable year beginning in 1940. The computa-
tion of the 1938 and 1939 losses shall he made with the exceptions and
limitations provided in section 122 (d) of the Code prior to its amend-
ment by this bill. Mining corporations to which this section applies
are those corporations engaged in the mining of metals, coal, and
such nonmetallic substances as abrasives, asbestos, asphaltum,
barytes, bhorax, building stone, cement rock, clay, crushed stone,
feldspar, fluorspar, fuller’s earth, graphite, gravel, gypsum, limestone,
magnesite, marl, mica, mineral piginents, peat, potash, precious stones,
refractories, rock phosphate, salt, sand, silica, slate, soapstone, soda,
sulfur, and tale,

Any excess of the 1938 and 1939 losses allowed by this amendment,
plus the deductions otherwise allowable in 1940 over the income for
1940, can be carried forward through the medium of the net operating
loss deduction provided in section 122 of the Code to 1941 and 1942,
There is thus, in effect, provided a 4 year carry-over of certain mining
losses occurring during 1938 and a 3 year carry-over of similar mining
losses occurring during 1939,

A technical amendment has also been made to section 122 (e) so as
to provide that the 1939 mining losses shall not be deducted in 1940
both through the net operating loss carry-over and as a deduction
under this section.

The amendments made by this section are offective with respect to
taxable years beginning after December 31, 1939,
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SECTION 129. DEDUCTION OF CERTAIN AMOUNTS PAID
TO COOPERATIVE APARTMENT CORPORATION ‘

This section adds to section 23 of the Code, relating to deductions
from.gross income, a new subsection designated “(z)”’. No compar-
able provision is contained in the House bill. : 5

Section 23 (z) allows a tenant-stockholder (as defined in such
subsection) to deduct from gross income amounts paid or accrued to
‘a cooperative apartment corporation' (as defined in such subsection)
within the taxable year of the tenant-stockholder, if such amounts
represent such tenant-stockholder’s proportionate share of certain
real estate taxes, allowable as deductions under section 23 (c¢) of the
‘Code, paid or incurred by the corporation, or of the interest paid or
incurred b{ the corporation on certain indebtedness. No deduction
may be taken under section 23 (z) if such amounts are allowable as
deductions to such tenant-stockholder under some other provision of
law. The definitions of the terms ‘‘cooperative apartment corpora-
tion” and ‘‘tenant-stockholder’’ prescribe certain standards which
are designed to safeguard the rovenue by assuring that the.apartment
corporations involved are bona fide cooperative apartment corpora-
tions and that the individuals entitled to deductions under section 2
(z) are bona fide tenant-stockholders of such corporations. :

SECTION 130. DEDUCTION DENIED IF PROCEEDS USED
TO PAY FOR INSURANCE

This section is of somewhat more limited application than section
121 of the House bill. It adds to section 24 (a) (relating to items not
deduetible) paragraph (6) which in effeet denies a deduction, under
soction 23 (b), as well as under any other provision of this chapter,
for any amount, whother in the form of interest or in any other form,
which has been paid or accrued on an indebtedness incurred or con-
tinued to purchase a single premium life insurance or endowment
contract. (Compare the provision of section 23 (I) which prohibits
the deduction of interest paid or accrued on indebtedness incuired or
continued to purchase or carry tax-exempt securities,) By reason of
a definition added by your committee a contract shall be considered
a single premium life insurance or endowment contract, for the pur-
poses of this paragraph, if substantially all the premiums on such
contracts are paid wit{\in a period of 4 years from the date on which
the contract is purchased.

SECTION 131, TAXES AND OTHER CHARGES CHARGE-
ABLE TO CAPITAL ACCOUNT NOT DEDUCTIBLE BUT
TREATED AS CAPITAL ITEMS

The effect of this section, which is substantially the same as section
122 of the House bill, is to permit the taxpayer to treat as chargeable
to capital account (cither as a component of original cost, for the pur-
poses of séction 113 (a), or as an ml) ustment to basis, for the purposes
of seetion 113 (b) (1) (A)), notwithstanding that they are expreaslg
deductible under section 23, such taxes and carrying charges wit,
respect to property as, under regulations prescribed by the Com-
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missioner with the approval of the Secretary, are so chargeable, but
expressly to prohibit the deduction of amounts charged to capital
account in the exercise of such an election.

The clause with respect to unimproved and unproductive real prop-
erty has been deleted from section 113 (b) (1) (A) so as to make it
clear that the provisions of that subparagraph, to the effect that no
adjustment of basis under that section shall be made for taxes or other
carrying charges for which deductions have been taken by the tax-
payer 1n determining net income for the taxable year or prior taxable
years, are not limited to the case of taxes and carrying charges on
unimproved and unproductive real property, but apply with equal
force whether the property to which account the items are properly
‘chargeable is real or personal, improved or unimproved, productive
or unproductive. The term ‘““other itemis,”’ as used in section 113 (b)
(1) (A), comprehends taxes and interest.

SECTION 132, REDUCTION OF PERSONAL EXEMPTION
AND CREDIT FOR DEPENDENTS—REQUIREMENT FOR
RETURN ~

This section corresponds to section 123 of the House bill, except that
section 25 (b) (2) (A) of the Code is amended to reduce the credit for
dependents from $400 to $300 and section 214 of the Code is further
amended to provide that alien residents of Canada and Mexico shall
be allowed the personal exemption of head of a family or of a married
person living with husband or wife in cases where such countries allow
similar exemptions to citizens of the United States who reside in the
United States.

Subsection (a) of this section amends section 25 (b) (1) to reduce
the personal exemption of a single person or a married person not
living with husband or wife from $750 to $500, and to reduce the
persori . ‘xempiion of & head of a family or a married person living
with hu. .and or wife from $1,500 to $1,200. Sub’-ct to the exception
in the case of resident aliens of Canada and Mexi o, this section also
smends section 214 (relating to personal exemption of nonresident
alien individuals) and section 251 (f) (relating to personal exemption
of citizens entitled to the benefits of section 251) by striking out $750
and insecrting in lieu thereof $500 to conform such sections with the
changes made in section 25 (b) (1).

Subsection (¢) of this section amends section 51 (&) so as to require
a return in the case of a single person or a married person not living
with husband or wife, if having a gross income of $500 or over, and in
the case of a married person living with husband or wife, if having a
gross incomo of $1,200 or over, It also amends section 142 (a) of the
Code s0 as to require a return in the case of a fiduciary where the
gross income of a single individual, estate, or trust for which he acts
18 $500 or more, and where the gross income of & married person for
whom he acts is $1,200 or over. Subsection (c¢) likewise amends
section 147 (a) by reducing from $750 to $500 the amount of payments
to individuals which requires an information return from the payer of
the income.
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SECTION 133. COMPUTATION OF NET OPERATING LOSS
CREDIT AND DIVIDENDS PAID CREDIT

This section, exceﬁ)t for clerical changes, is identical with section:
124 of the House bill, except that the amendments have been made
retroactive to taxable years beginning after December 31, 1939. It
amends the following sections of the Code: Section 26 (c) (1), relating
to the amount of net operating loss credit of the preceding year; sec~-
tion 26 (c) (2), relating to the definition of net operating loss; section
27 (b), relating to the definition of basic surtax credit; section 27 (c),
relating to dividend carry-over; and section 504 (a), relating to the
definition of undistributed subchapter A net income, ' ‘

Section 26 (¢) (1) and section 27 (b) are amended so that the
amount of the credit for the net operating loss of the preceding year
which is a part of the basic surtax credit and the limitation on the
amount of the basic surtax credit shall not be in excess of the section
102 nef, income for the taxable year, in the case of the tax imposed
by section 102, the supplement P net income for the taxable year, in
the case of the computations required under supplement P, or the
subchapter A net income for the taxable year; in the case of the tax
imposed under subchapter A. Under existing law the net operating
loss of the preceding taxable year cannot be in excess of the adjuste
net income of the taxable year. Section 26 (c) (2) is amended to
provide that in the computation of the net operating loss for purposes,
of the net operating loss credit, the nei operating loss deduction
provided in section 122 shall not be allowed. Your committee has
also made a technical amendment to clarify the amendment made by
section 211 (j) of the Revenue Act of 1939 to section 26 (¢) (2).

Section 27 (c) is amended to limit the amount of the dividend carry-
over for the taxable year, which under existing law is allowed only to
personal holding: companies, so that in the computations with respect
to the previous taxable years subchapter A net income applying only
to personal holding comﬂmnics will be used instead of adjusted net
income which is applicable to corporations generally. The proposed
amendment to section 27 (¢) also includes the situation with respect
to the computation of the dividend carry-over in the case of Federal
taxes set forth at the end of section 504 (a) of the Code. - As this part
of section 504 (a) is no longer necessary it has been elimninated. -

The amendments made by this section are made applicable by your
committee only in determining tax liability for taxable years beginning
after December 31, 1939.  In computing such tax liability, however,
the dividend carry-over, if eny, from previous taxable years beginning
in 1939 or in any subsequent year is to be ascertained in accordance
with the amendments.

SECTION 134. CREDIT FOR DIVIDENDS PAID ON CERTAIN
PREFERRED STOCK

This section, for which there is no corresponding provision in the
House bill, amonds section 26 of the Codo (relating to credits allowod
to corporations) by inserting at the end thercof a new subsection (h)
which allows to public utilities a credit against the corporate surtax
of the amount of dividends paid on its preforred stock during the
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taxable year. Subsection (h) defines the terms ‘‘public utility’’
and “preforred stock,” as used in such subsection and in section
15 (a) of the Code, as proposed to be added by this bill. Under such
definitions, public utiﬁties are those engaged in the furnishing of
telephone service or in the sale of electric energy, gas, and water, at
rates which, with respect to such furnishing or sale, have been estab-
lished and ap};:roved by State or Federal authorities having jurisdic-
tion over such matter; and preferred stock means only stock issued
prior to Se{)tember 1, 1942, and which on that date and during the
whole of the taxable year was non-voting stock, the dividends in
respect of which were cumulative, limited to the same amount, and
payable in preference to the payment of dividends on other stock.

SECTION 135. INCOME IN RESPECT OF DECEDENTS

This section is the same as section 125 of the House bill, with the
exception of minor changes discussed herein. Since the Revenue Act
of 1934 the revenue laws have contained provisions including in the
income of a decedent for the period-in which falls the date of his death
all income accrued up to the date of his death not otherwise properly
includible in respect of such period or a prior period. While such in-
come should be subject to income tax, hardship results in many cases
from including in the income for the decedent’s last taxable period
amounts which ordinarily would be receivable over a period of several
‘'years. This section changes the existing law by providing that such
amounts shall not be included in the decedent’s income but shall be
treated, in the hands of the persons receiving them, as income of the
same nature and to the same extent as such amounts would be income
if the decedent remained alive and received such amounts. Section 22
(b) (3) (excluding from income amounts reccived by bequest, devise,
or inheritance) does not apply to these amounts which are specifically
required to be included in income. The right to income is treated in
the hands of the decedent differently from his other property, and
when his estate or his legatee takes his place with respect to this
income, it is proper to continue to treat this right in their Eands in the
same manner as it would be treated in the hands of the decedent.

Subsections (a) and (b) of this section strike out the present provi-
sions of section 42 (a), requiring the inclusion in the decedent’s income
of all amounts of items of gross income accrued up to the date of his
death, and of section 43 allowing as deductions and credits the amount
of all deductions and credits accrued up to the date of his death.
These subsections further provide that amounts (other than amounts
includible by a partner under section 182 in computing net income)
which would be includible in the income of, or allowable as deduc-
tions and credits to, a decedent who keeps his books on the basis
of the accrual method of accounting solog' by reason of his death
shall not be included in computing his income for the taxable period
in which falls the date of his death. The purpose of this provision
i8 to insure that with respect té the determination of the decedent’s
income for his last taxable period the death of the decedent will not
effect any change in the accounting practice by which tha decedont
determined his imncome during his %ife. Thus, upon the dissolution
of a partnership because of the.death of & partner the income of the
partnership for the year ending with the dissolution, computed only
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according to the practice of the partnership in properly keeping its
books, is included in the income of the deceased partner. For exam-
ple, if a law partnership, keeping its books on the accrual basis, is
entitled to certain contingent fees which are only accrued upon' the
completion of the cases involved, such partnership will compute its
tax for the year ending with the dissolution without accruing, on
account of the death of the partner at such time, any such contingent
fees in uncompleted cases. ’ , v

All amounts of gross income which are not includible in the income
of the decedent will, when received, be includible in the income of the
person receiving such amounts by inheritance or survivorship from
the decedent under section 126, to be added to the Code by subsection
(e) of this section. The persons who are placed, with respect to such
amounts, in {the 'same position as the decedent are the decedent’s
estate, which in the great majority of cases will receive such amounts;
and, if the estate does not collect such amounts but distributes the
right %o receive such amounts to the heir, next of kin, legatee, or
devisee, who inherited or was bequeathed or devised such right, such
heir, next of kin, legatee, or devisee. Also placed in the-same posi-
‘tion as the decedent with respect to such amounts are those who ac-

uire the right to such amounts by reason of the death of the dece-

ent. An example of the application of this provision is the case of
a decedent who owned a defense bond, with his wife as co-owner or
beneficiary, and died before the payment of such bond. The entire
amount accruing on the bond and not includible in income by the
decedent, not just the amount accruing after the death of the decedent,
would be treated as income to his wife when the bond is paid. Another
examplo is the case of a partner who contracts in the partnership agree-~
ment that his interest 1n certain partnership assets shall pass to the
surviving partners in exchange for payments to be made by them to
his widow. On his death, the payments by the surviving partners
shall be included in the widow’s income to the extent they represent
the gain on such sale. If the payments are to be made to’the widow
as trustee for minor children, and the right to receive such payments is
transferred to the children upon their majority, the children are
within the provisions of section 126 (a) (1) as receiving the right to
such payments by reason of the death of the decedent.

Since this section provides for the treatment of such amounts as
income to the Yorsons placed in the same position as the decedent with
respect to such amounts, the provisions of section 113 (a) (6) with
respect to the basis of property do not apply to these amounts in their
hands. Furthermore, section 126 only applics to the amount of items
of gross income in respect of a decedent, and items which are excluded
from gross income with respect to the decedent under section 22 (b)
or section 116 are not within the provisions of section 126. "

Section 126 (a) (2) of the Code, as added by subsection (o), provides

“that if tho right to receive an amount described in section 126 (a) (1)
is transferred by a person described in such subsection, the fair market
value of such right at the date of the transfor shall be included in the
income of such person, plus the amount by which any consideration
recoived on such transfer exceeds the fair market value of such right.
Thus, if the right to receive the income is disposcd of, as by gift, the
donor must include the fair market value of such right in his gross
income, in view of his benefit from such right, However, if the person
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to. whom such right is transferred is a person described in section 126
(a) (1) as being entitled to such right by reason of the death of the
decedent (for example, the beneficiary of the trust of such right), or
by bequest, inheritance, or devise from the decedent (for example, &
sgeciﬁc legatee of such right or the residuary legatee of the estate),
the fair market, value of the right, is not included in the income of the
transferor, but the transferee must include the amount received in
his income under the provisions of section 126 (a) (1), or if he trans-
fers such right to a person not described in section 126 (a) (1), then
he must inc%ude the fair market value of this right in his income.
Subsection (a) (3) of section 126 provides that the right to receive
an amount described in subsection (a) (1) shall be treated in the hands
of a person described in that subsection as if it had been acquired in the
transaction by which the decedent acquired such right, and shall be
considered as having the same cliaracter it would have had if the dece-
dent had lived and had received such amount. This provision is de-
signed to place the person described in subsection (a) (1) in the same
position with respect to the nature of this income as the position the
decedent enjoyed. Thus, if the income to the decedent would have
been capital gain from the sale of property, if he had lived and had
received it, the income when. roceived, or its fair market value if trans-
ferred, shall be treated in the hands of the person described in (a) (1),
as capital gain from the sale of the property, in the same manner ag
if such person had held the property for the period the decedent held
it, and had made the sale. Similarly, if the income is interest on
United States obligations owned by the decedent, such income shall
be treated for the purpose of determining the credit provided by
section 25 (a) (1) and (2) in the hands of the person receiving it as
interest from United States obligations, as if such person owned the
obligations with respect to which such interest is paid. If the amounts
would have constituted carned income to the decedent, such amounts
shall constitute earned income to the person including such amounts
in his gross income to the same extent as if he had engaged in place
of the decedent in the transaction in which the amounts were earned,
If the amounts are compensation for personal services rendered over
a period of 36 months, and would be within the provisions of section
107 if the decedent lived and included such amounts in-his gross
income, section 107 applies. That is, the tax of the person including
this amount in gross income attributable to the inclusion of such
amount in his income shall not exceed the aggregate of the taxes of
the decondent which would be attributable to such amount if it had
been received by the decedent in equal portions in each of the months
included in the period in which the personal services were rendered.
Similarly, the provisions of sections 105 and 106 apply to any amount
included in the gross income, the right to which was obtained by the
decedent by a sale or claim within tho provisions of those sections.
The tax on the person including such amount in gross income attrib-
utable to this amount shall not exceed 30 percent of such amount.
Subsection (b) of section 126 relates to the allowance to the persons
described in subsection (a) (1) of the deductions and credits in respect
of a decedent which are not allowable in respect of the taxable period
in which falls the date of his death or a prior period. Thus, the busi-
ness expenses, interest, and taxes for which the decedent was liable,
which were not properly allowablo as a deduction to him, are allowed
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when paid (A)'as a deduction by the estate, or (B), if the estate is-
not liable to pay such obligation, as a deduction by the person who by
reason of the death o! the decedent or by bequest, devise, or inheritance
from the decedent acquires, subject to such obligation, an interest in
property of the decedent. Similar treatment is given to the foreig
tax credit provided by section 31. For the purposes of (B), the right
to receive an amount of gross income in respect of a decedent is con-
sidered property of the decedent. For example, if such income is
subject to forcign taxes, the credit provided in section 31 may be al-
lowed to the recipient. . Furthermore, for the deduction to be allow-
able, it is not necessary for the estate or the person paying the obliga-
tion to receive income in respect of the decedent, the only require-
ment being that property subject to the obligation is acquired by .
survivorship- or inheritance from the decedent. Under the specific
provisions of subsection (b) (2), the deduction for percentage depletion
18 allowable to the person who receives the income to which the deduc-
tion relates, whether or not such person receives the property from
which such ineoime is derived. , , .

Subsection (c) of section 126, added to the Code by this section,
provides that the recipient of income in respect of a decedent may
deduct that portion of the estate tax levied on the decedent’s estate
which is attributable to the inclusion of the right to such income in
the decedent’s estate. Under the House bill, the portion of the estate
tax attributable to the inclusion in the gross estate of the right to
such income was to be determined under the effective rate of estate
tax applicable to the decedent’s estate.  Your committee has changed
this provision so that the portion attributable to tho inclusion of such
right in the gross estate is the increase in estate tax caused by such
inclusion. An example of the determination of this deduction follows;

X, an attorney who. kept his books on the basis of the cash receipts
and dishbursements method-of accounting, was entitled at the date of
his death to a fee for services rendered in a case not completed at the
timo of his death, which fee was valued in his estate at $1,000, and to
accruod interest on bonds which was valued at $500. In all, $1,500
was included in his gross estate in respect of income described in
section 126 (a) (1). There wero deducted as claims against his cstate
$150 for businoss expenses for which his estate was liable, and $50
for taxes accruod on certain property he owned, in all, $200 for claims
which represent the deductions deseribed in section 126 (b) which are
allowable as deductions to his estate or to the bencficiaries of his
estate. His gross ostate is $185,000, and his net estate, computed
without deducting any specific exemption, is $150,000, on which the
total basic and additional estate tax (reduced by credits against such
tax) is $23,625. In the year following the denth of X, his estate col-
lected the feo in the amount of $1,200, which amount is included in
tha income of the estate. The estate may deduct, in computing its
net income for such yoar, $260 on account of the estate tax attributable
to such income, computed as follows;

1 (a)‘Vqlne of income deseribed in scetion 126 (a) (1) included in

computing gross estate.. ... ... ... 8], 500
(b) Deductions in computing gross estate for claims representing
deductions deseribed insection 120 (b) ..o o oo 200

(¢) Net value of items deseribed In section{1268 (a) (1) ooce oo oanns 1, 300
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- (2) (a) Estate tax (basic and additional estate taxes, less credits against. . -

guch taxes) . ____ . __ . . __._.__.. e e eacaeme e $23,
(b) Less: Estate tax computed without including $1,300 (item (1) (¢))
ingross estate. ... eicmaaoan 23, 235
. (¢) Portion of estate tax attributable to net value of income items. . 390
(3) (a) Value in gross estate of income received by estate in taxable -

year._____..____ e e e e 1, 000
(b) Value in gross estate of all income items described in section 126
(a) (1) (item (1) (a) above) .. ... ... ... .
(c) Pm'%5 106() gstate tax deductible upon receiving the $1,200 fee
(@T"s’oo‘ﬁ OF $390) - - - o oo e e 260

Although $1,200 was later collected as the fee, only the $1,000 actu-
ally included in the gross estate is used in the above computations.
However, to avoid distortion, section 126 (c) provides that if the
value included in the gross estate is greater than the amount finally
collected, only the amount collected shall be used in the above com-
putations, Thus, if the amount collected as the fee were only $500,
the estate tax deductible on the receipt of such zamount would be

519‘—5)-86 of $390, or $130.

Subsection (f) of section 135 of the bill provides that the amend-
ments to sections 42 and 43 shall become effective with respect to
taxable years of decedents beginning after December 31, 1942, and
section 126, as added to the Code by subsection (e), shall become
effective with respect to the taxable years of the persons therein
described which end after December 31, 1942, This latter provision
will cover all such persons who have a taxable year in which an amount
of income in respect of a decedent dying after December 31, 1942,
could be included.

Subsection (g) provides that if the last taxable ycar of the decedent
is still open for the purposes of obtaining a refund of the portion of
the tax attributable to mmcome w hich would not be includible (reduced
by deductions and credits which would not be allowable) if provisions
corresponding to the {)rovisions of the code as amended by this
gection were a part of the revenue law applicable to such year, then a
refund may be made of such portion of the tax. This refund will
be made only if all persons who would be required to include income
with respect to sucn decedent in their gross income file written con-
gents that they will recompute the tax for their taxable years as if|,
with respect to such amounts, provisious corresponding to the pro-
visions of this section wera a part of the revenue law applicable to
such taxable years. No interest will be allowed on any refunds
caused by the application of these provisions.

“Your committee has changed the House bill by adding provisions
so that in any case in which the executor and the recipients of the
income choose to have this section apply retroactively, and such
application results in a deficiency for the last taxable period of the
decedent (by the disallowanco of acerued deductions and credits for
such taxable period, which deductions and credits are allowed in com-
puting the net income of the exccutor and of such recipients) the
assessment of which is otherwise barred by limitations or by any rule
of law, such deficiency may nevertheless be assessed and collected.
Your committes has also cf;nngod the House bill to provide for the
detormination of the tax of the recipient on account of acerued income
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notwithstanding any rule of law which bars such adjustment (such a8
a judicial detormination of the tax for the taxable period of the recipient,
prior to the filing of the consent).

SECTION 136. RETURNS FOR A PERIOD OF LESS THAN
' 12 MONTHS ~ g '

"This section is identical with section 126 of the House bill.

If a taxpayer, other than a corporation, changes its accounting
period, under section 47 (c) of existing law the income for the short
period between the close of his old accounting period and the date
.designated as the close of the new period is placed on an annual basis
by reference to the number of months in the short period. This sec~
tion amends section 47 (c) to make it applicable not only to individuals
but also to corporations that have a short period taxable year because
.of a change in their accounting period. Although the effect of placing
the net income on an annual %asis is to place on an annual basis each
item used in the computation of the net income, the credit for divi-
dends paid is a credit against net income, not an item in" computing
net income, and therefore some question may arise as to whether it
is placed on an annual basis in the case of the various taxes on cor-
porations which are determined by the use of such credit, Express
‘provisions are therefore added to the effect that the net income shall
not be placed on an annual basis in cases where the credit for dividends
paid is applicable.

This section further amends section 47 (¢) by adding paragraph (2)
to provide that the taxpayer may determine its tax by reference to
its actual income for the 12 months from the beginning of its short
period. Under this provision the taxpayer will compute its tax and
file its return by placing its income on an annual basis under the
present method. 1t may then file an application, in such form as
the Commissioner may prescribe, to reduce its tax by establishing
the amount of its actual net income for the period of 12 months be-
ginning with the first day of the short period, computing the. tax on
such net income, and taking as its tax such part of the tax so com-

uted as the income determined for the short period is of the income
or the 12 months, The taxpayer is to establish the net income for
the 12 month period under the same provisions of law as are applicable
in determining the net income for the short period, and as i.(p the 12
months constituted an accounting period, although, where the 12
months includo part of an actual accounting period, it may be required,
in _determining certain items such as those dependent on inventory
values, to apportion the items in the actual accounting period in order
to determine the amount which falls in the 12 month period, For
example, if the taxpayer changes from & calendar year to a fiscal year
basis ending June 30, and files a return for the short period January 1
to June 30, 1942, the 12 months beginning with the first day of the
short petiod (January 1, 1942) include 6 months (July 1 to December
31, 1942) which fall in the fiscal year onding June 30, 1943. To deter-
mine the income for these 6 months, items such as the costs of goods
sold, which may in some cases be determinable only at the close of
the fiscnl year on June 30, 1943, may have to be apportioned, when
80 determined, between the portion of the fiscal year falling within
the 12 month period and the balance of the fiseal year, The Com-
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-missioner with the approval of the Secretary may preseribe by regu-
Jations the method by which such apportionment will most nearly
reflect the income for the 12 month period, such as an apportionment
on the basis of the number of months involved, or on the basis of the
amount of sales or purchases involved, ete., or he may require com-
pliance with such conditions as he deems appropriate for determin-
ing such items. For example, he may require the taxpayer to deter-
mine its inventory at the end of the 12 month period as if that were
-the end of an accounting period, and determine its income for the
12 month period on the basis of that inventory. Since the taxpayer
is to compute the income for the 12 months as if it were an actual
acccunting period, all items which fall in such period must be included
.even if they are extraordinary in amount or of an unusual nature.

-If the taxpayer (other than a‘corporation) was not in existence at
the end of the 12 month period, or if the taxpayer is a corporation
and prior to the end of the 12 month period it has distributed sub-
stantially all its assets, then, 1n order to determine an actual 12 month
income experience, it is necessary to use the 12 month period ending.
with the last day of the short period. If a corporation ceases business
and distributes so much of the assets used in that business that it can-
not resume its customary operations with the remaining assets, it has
distributed substantially all its assets. A taxpayer using the 12 month
period ending with the last day of its short period may claim in its
return the benefits of section 47 (¢) (2),-which provides for the compu-
tation of the tax by reference to the net income for the 12 month
period, instead of computing the tax on its return under the present
method. The taxpayer is not, however, thereby relieved of the re-
quirement that it file the application for the benefits of section 47 (¢)
(2) preseribed by regulations,

"Under this amendment to scetion 47 (¢), the tax eannot be reduced
below the amount of tax which would be due if the income for the short
period was not placed on an annual basis. The application for the
relief preseribed in this awendment, made at such time as the Com-
missioner prescribes, shall be treated in all respects as a claim for
credit or refund, except in a case where the taxpayer claims the bene-
fits of section 47 (¢) (2) on its return. In cases where the taxpayer
clains the benefits of section 47 (¢) (2) on its return, the disallowance
of such relief by the Commissioner will, of course, be made in the
usual manner for the determination of a deficiency.

Subsection (¢) of this scction is a technieal amendment to section
47 of the Code to define the period covered by the return of a taxpayer
which was not in existence throughout a ealendar year or fiscal year,
on the basis of which its return would otherwise be made. Under
existing law, such taxpayers must make a return for such period as
the Commnissicner requires under administrative regulations but it is
now believed proper to provide uniform treatment for all such tax-
payers by requiring return only for the period during which the tax-
payer was in existence, ‘

Returns under this sulsection will 1ot Le placed on an annual basis
for income tax purposes, since they are not for the ghort period de-
scribed in section 47 (a), which only applies to short periods caused by
a change in accounting period with the approval of the Commissioner.
In the case of a corporate taxpayer, the corporation is not in existence
after it ccases Lusiness and dissolves, 1etaining no assets, whether or
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not under State law it may thereafter be treated as continuing as a
corporation for certain limited purposes connected with the winding
up of its affairs, such as for the purpose of suing and being sued. If
the corporation has valuable claims for which it will bring suit during
this period, it has retained assets, and it continues in existence. Of
course, a corporation does not go out of existence if it is merely turned
over to receivers or trustees who continue to operate it.

Subsection (d) of this section makes a clarifying.amendment to
section 48 (a) of the Code, which provides that in the case of a return
for a fractional part of a year, the period covered by such return is a
taxable year for all purposes. ' ' ’

SECTION 137. DECLARATION THAT RETURN MADE
UNDER PENALTIES FOR PERJURY IN LIEU OF OATH

This section, for which there is no corresponding provision in the
House bill, amends section 51 of the Code by eliminating the require-
ment that income tax returns filed by taxpayers or on their behalf
must be made under oath. Subsection (a) provides that the return
nced only contain or be verified by a written declaration that it is
made under the penalties of perjury. Subsection (b) amends section
145 of the Code by adding a new subsection-thereto prescribing the
penaltics for an individual who willfully makes and subscribes a return
which he does not believe to be true and correct as to every material
matter,

SECTION 138. EMPLOYERS' CONTRIBUTIONS TO VOLUN-
TARY EMPLOYEES' BENEFICIARY ASSOCIATIONS

This is a new scction added to the House bill. Under existing
law voluntary employces’ beneficiary associations providing for the
payment of certamn benefits to their members or dependents are
exempt from income tax if 1o part of their net carnings inures to the
benefit of any private slmrelm{der or individual and if 85 percent or
more of the income consists of amounts collected from members for
the sole purpose of making such payments and meeting expenses,
This has worked a hardship in the case of some beneficiary associations
where the employer is willing by contribution to increase the amount
available for mnf&ing such payments and for meeting expenses of the
association. To obviate this hardship, section 101 (16) of the Code
has been amended so that 85 percent of income may include amounts
contributed to the association by the employer of the members. .
This scction shall be effective as if it were a part of the Code and the
Revenue Acts of 1928, 1932, 1934, 1936, and 1938 on the respective
dates of their enactment, 'This section does not affect employment
taxes.

SECTION 139. DENIAL OF CAPITAL LOSS CARRY-OVER TO
SECTION 102 COMPANIES

This section, which is identical with section 127 of the House bill,

eliminates the 1 year net short-term capital loss carry-over from 1941

to 1942 and the 5 year capital loss carry-over for taxable years
beginning after December 31, 1941, provided in section 117 (e¢) in tho

77611°—42——8
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case of corporations subject to the tax imposed by section 102,
Under existing law, section 102 net income is computed by allowing
a8 8 deduction losses from the sale or exchange of capital assets
which are disallowed as & deduction by section 117 (d). In computing
section 102 net income for any succeeding taxable year such losses
should not again be allowed as a carry-over m computing net income,

SECTION 140. COMPENSATION FOR SERVICES RENDERED
FOR A PERIOD OF 36 MONTHS OR MORE

This section, which corresponds to section 128 of the House bill,
amends section 107 of the Code, relseting to the taxation of compensa-
tion for personal services rendered over a period of & calendar years
or more.

The existing law provides that if an individual renders personal
services covering a period of 5 calendar years or more and on com-
pletion thercof receives at least 95 percent of the compensation there-
from, the tax attributable to such compensation shall not he greater
than the aggregate of the taxes attributable to such compensation
had it been received in equal portions in cach of the calendar years
included in such period. It is believed that the use of the term 5
calendar years” results in an inequitable limitation of the scope of
aich section and that there are also other restrictions in the existing
law which prevent a proper application of this relief provision.

As revieed by your committee, section 107 (a) provides that, with
respect to txable years beginning after December 31, 1941, if at least
80 percent of the total compensation for personal services covering a
period of 36 calendar months or more (from the beginning to the
completion of such services) is received or acerued in one taxable year
by an individual or a partnership, then the tax attributable to any
wrt of the amount received or acerued in such year, which is included
m the gross income of any individual, shall not be greater than the
ageregate of the taxes attributable to such part had it been included
in the gross income of such individual mtn")ly over that part of the
period of the services which precedes the date of such yeceipt or
accrual. Thus, for example, if an individual cornmences personal
gervices on July 1, 1941, and completes them on July 1, 1944, and is
aid $8,000 for such services on April 1, 1943, he is entitled to the

renefits of section 107 (a), provided the $8,000 is nt least 80 percent
of the total compensation paid or to bhe paid for such services; and the
tax. attributable to the $8,000 reccived in 1943 shall not be greater
“than the tax attributable to such amount, hsd it been received ratably
over the period from July 1, 1941, to April 1, 1943, On the other
hand, if such individual receives an additional $5,000 in 1944 for such
services, he is not entitled to the benefite of section 107 (a) beecause he
does not include in gross income for ona taxable year at least 80 per-
cent of the total compensation for such, services.  Also, if an indivi(&ual
commences personal services on July 1, 1941, and completes them on
July 1, 1047, the total compensation for such services being $100,000,
and if he receives $50,000 on August 1, 1944, and $50,000 on August
1, 1947, he is not entitled to the benefits of section 107 (a) for the
reason that he does not include in gross income for one taxable year at.
least 80 percent of the total compensation,
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In order for gection 107 (a) to be applicable, it is not necessary that
the individual who includes in his gross income compensation for
such personal services be the person who renders such services. Kor
examplo, & partner who shares in compensation for such personal
services rendered by the partnership may be entitled to the benefits of
section 107 (a), notwithstanding that he took no part in the rendering
of such services. Likewise, in community property States, the spouse
of a person who renders such personal services may be entitled to the
benefits of section 107 (a).

It is provided that the same provisions of section 107 (a) shall be
.applicable to taxable years beginning after December 31, 1940, and
before January 1, 1942, except that the specified period shall be
60 months in lieu of 36 menths and the specified- percentage shall be
75 in lieu of 80. _

Under the existing law, authors, composers, invontors, and other
individuals who work on artistie, literary, or musical compositions or
inventions over an oxtended period of time and receive the bulk of their
_compensation for such work in one taxable year are in many instancos
oxcluded from the benefits of section 107 becauso their work, or their
patent or copyright covering such work, does not consist of or involve
the rendering of personal sérvices. Your committee has revised
section 107 (‘lz)) so that if, in any taxable year, the gross income of
an individual from such an artistic work or invention covering a
period of 36 calendar months or more from the beginning to the com-

letion, or from a patent or copyright representing such work, i8 not
ess than 80 percent of the sum of (1) the gross income therefrom in
the taxable year, and (2) the gross income therefrom in previous
taxable years and in the 12 months following the close of the taxable
year, then the tax attributable to such gross income in the taxable
year shall not be greater than the aggregate of the taxes attributable
thoreto had it been received ratably over (1) the part of the period
of the work which preceded the close of the mxui)lo year, or (2) a
period of 36 calendar months, whichover of such perjods is tho shorter.
‘hat part of the gross income from. such artistic work or invention,
which is taxable as a gain from the sale or exchange of a capital nssot
held for more than 6 months, is excluded from the benofits of this
gection.” This provision is applicable with respect to taxable ycars
bcginning after December 31, 1940; however, as in the case of income
subject to section 107 (a), it is provided that the qualifying period
for a taxable year beginning after December 31, 19490, and before
January 1, 1942, is 60 calendar months in lieu of 36 calendar months
and the qualifying percentage for such a year is 76 in lieu of 80,

If an individual takes advantage of the benefits of section 107 in
computing his income tax for a particular taxable year, and in & sub-
sequent taxable year receives the required percentage of the total
compensation for personal services rendered over the required period
of time, all or part of which period i3 tho same as the period of services
for which he was compensated in the previous taxable year, he shall,
in computing his income tax for such subsequent year, take into con-
sideration the fact that he has previously allocated income to all or a
part of the period of services. For example, an individual com-
menced the performance of personal services on January 1, 1936, and
comploted them on December 31, 1940. In 1941 he was paid $60,000
in full compensation therefor. 1n his return for the calendar year



110 THE REVENUE BILL OF 1942

1941, he allocated $1,000 to each of the 60 months in the period of
‘the services and determined hig incomeé tax under the provisions of
‘gection 107. He also commenced the performance of other personal
services on January 1, 1939, and completed them on December 31,
1041. In 1942 he was paid $36,000 in full compensation therefor.
If he wishes to take advantage of the benefits of section 107 in his
return for the calendar year 1942, he must in allocating $1,000 to
each of the 36 months in the period of services and computing the
tax attributable thercto, include in his income for the years 1939 and
19040, for the purposes of the tentative computation, the amount of
$12,000 previously allocated to each of such years in his return for 1941,

SECTION 141. CERTAIN FISCAL YEAR TAXPAYERS

Section 129 of the House bill relates to any taxable year beginning
after December 31, 1940, which is for a period beginning in one calen-
dar year and ending in the following calendar year, if the law with
respect to the respective years is different. It provides that the tax
for the period shall be computed in a specified manner, which is similar
to the old rule of section 105 of the Revenue Act of 1932. In general,
the tax for the period would, under the House bill, be the sum of
(1) that portion of the tax for the entire period, determined under the
law applicable to a taxable year beginning in the first calendar year
and at the rates specified for such year, which the portion of the period
falling within the first calendar year is of the entire period, and
(2) that portion of the tax for the entire period, determined under the
law nppllicublc to a taxable year beginning in the second calendar
year and at the rates specified for such year, which the portion of the
poriod falling within the sccond ealendar year is of the entire period.
The section of the House bill relates to the normal tax, surtax, and
oxcess profits tax,

The bill as reported by your committee strikes out section 129 of the
House bill and inserts in lieu thercof this section and section 203,
Such sections apply only to a taxable vear beginning in the calendar
year 1941 and ending after June 30, 1942, This section relates to the
normal tax imposed by sections 11, 13, and 14 of the Code and to the
surtnx imposed by sections 12 and 15 of the Code, while section 203
rolates to the axcess profits tax imposed by subchapter E of chapter 2
of the Clode.

Section 108 of the Code, which is added by this section of the bill,
provides that the tax under sections 11, 12, 13, 14, and 15 of the Code
for & taxable year beginning in 1941 and ending after June 30, 1042,
shall be an amount equal to the sum of (A) that portion of a tenta-
tive tax under such sections for the entire taxable year (computed as
deseribed helow), which the number of days in such tuxable year be-
fore July 1, 1042, bears to the total number of days in such taxablo
year, plus (B) that portion of a tentative tax under such sections for
the entire tgxablo yenr (computed as described below), which the
munber of days in such taxable year after June 30, 1942, bears to
the total number of days in such taxable year. Section 108 further

ywovides in offect that the tentative tax under clause (A) above shall
e computed under the lnw applicable to a taxable year beginning in
1041 (without regard to scetion 108) and at the rates specified for such
a taxable year; and that the tentative tax under clause (B) above
shall be computed under the law applicable to n taxable year beginning
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in 1941, with certain modifications relating to certain deductions and
credits in the case of corporations, but at the rates specified for a
taxablo year beginning in 1942. The tentative tax under clause (B)
abovo is to be computed without regard to section 108 except as
certain provisions of the bill are made applicable by subdivision (B)
of section 108 (a) (1) and (2). v

Insurance compuanies subject to the provisions of Supplement G,
investment companies subject to the provisions of Supplement Q,
and Western Hemisphore Trade Corporations, as deﬁne(F in section
142 of the bill, are specifically exempted from scetion 108, In addi-
tion, section 108 does not apply to individuals who pay their taxes
under Supplement T, :

SECTION 142. WESTERN HEMISPHERE TRADE
CORPORATIONS

This section, which did not appear in the House bill, exempts {rom
surtax certain corporations deriving their income principa{ly from
sources outside the United States and within the Westorn Hemisphere.

To be entitled, however, to such exemption, it is required that no
less than 95 percent of the gross income of such corporations must be
derived from sources without the United States, while 90 percent of
such gross income must be derived from the active conduct of a trade
or business. In addition, the entire trade or business of such corpora-
tions must be carried on in the Americas or adjacent areas, However,
merely incidental economic contact with other countries outside such
geographical sphere will not place such corporations outside the exempt
classification.  For example, the A corporation is engaged in mining
activities in South America and in shipping its products to foreign
countries outside tho United States incfuding Great Britain, The
mere faet that the A corporation ships its goods to England, retaining
title to such goods until accoptanco of the bill of lading and draft in
order to msure collection of L.{\c price, will not, be considered as carry-
ing on business outside the Western Hemisphere,

SECTION 143, NONRECOGNITION OF 1,0SS AND DETER.-
MINATION OI" BASIS IN CASE OF CERTAIN RAILROAD
REORGANIZATIONS

Scction 143 of the bill is a new scction, no comparable provisions
having been included in the ilouse bill, In addition to the amend-
ments Lo section-22 (b) of the Code (relating to the exclusion of income
from the discharge of indebtedness) provided by section 114 of the
bill for the relief of debt-ridden railrond corporations, this section pro-
vides furthor relief for railroad corporations reorganized in a proceed-
ing under section 77 of the National Bankruptey Act, as amonded, or
in an equity receivership procoeding. ; .

Section 143 (a) of the hill adds paragraph (9) to section 112 (b)
of the Codo to provide for the nonrecognition of loss if, in pursuance
of an order of the court having jurisdiction of the procooding, tho prop-
erty of a railroad corporation is transforred to anothoer railread corpo-
ration organized or made use of to offect the plan of reorganization
approved by the epurt in such proceeding. 1t is felt that the non-
recognition of any loss which might be realizod as 2 result of such &
transfer is justified by reason of the further amendment by this sec-
tion of the hill to provide that the basis of the property transferred
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shall be the same as it was'in the hands of the transferor, The amend-
ment provides only for the nonrecognition of loss and has no applica-
tion to determine whether or not the gain realized, if any, shall be
recognized for tax purposes. In such event, the recognition or non~
recognition of gain will be determined under the appropriate provisions
of the Code. ' o

Section 143 (b) adds paragraph (20) to section 113 (a) of the Code
(relating to the basis of the property) to provide that the basis of
property acquired by a railroad corporation as a result of a transfer.
made pursuant to an order of the court in a receivership proceeding
or in a proceeding under section 77 of the National Bankruptey Act,
as amended, shall be the same as it would heve beon in the hands of
the transferor corporation. Such basis shall be utilized for invested
capital computations as well as for the computations affecting income.
This provision is applicable even though technically the property
was not acquired as a result of a direet transfer by the bankrupt
corporation, if the transfer was made in pursuance of an order of
the court in order to effectuate the plan of reorganization, If the
property was acquired in the manner and under the conditions
prescribed in this paragraph, then for the Eurpose of determining basis
the provisions of this paragraph only shall apply, notwithstanding
that the transaction may fall within another provision of section 113
(). As a result of this amendment, the basis of property will be the
samo whether the reorganization resulted in the continuation of the
old corporatoe entity or the creation of a new corporate entit'y

As used in sections 112 (b) (9) and 113 (a) (20?, the term “railroad
corporation” includes only a railroad corporation ns defined in sec-
tion 77m of the National Bankrupty Act, as amended. This dofini-
tion is set forth in the portion of the statement doaling with section
114 of the bill, The sections also provide that the term “reorganiza-
tion” as used therein ghall not bo Emitcd by the definition contained
in section 112 (g) of the Codo.

The amendments are made applicable to taxablo years beginning
after December 31, 1039, and only with respect to transactions
occurring after December 31, 1939,

Saction 143 (c¢) adds paragraph (21) to section 113 (a) of the Codo
to cxtend to street, suburban, and interurban eclectric railway cor-
porations engaged as a cornmon carrier in the transportation of persons
or property in interstate commerco the same provision respectin
basis as provided by section 113 (a) (20), if the property was acquire
from a similar railway corporation pursuant to a reorganization under
section 778 of the I\Yutioxml Bankruptey Act, as amended. In such
case tho provisions of section 270 of chapter X of the National Bank-
ruptey Act, as amended, relating to the reduction of basis by the
amount of the indebtedness canceled or reduced in the proceeding,
shall not be applied. The rule is made applicable only with respect
to property acquired in such a reorganization aftoer December 31,
1934, and only for taxable years beginning after Decomber 31, 1939.
Consistent with the provisions of section 113 (a) (20), paragraph
(21) is limited to cases in which the property was acquired in pur-
suance of an order of the court having jurisdiction g? the proceed-
ing, and provides that the term ‘reorganization’” as used therein
shall not be limited by the definition of the term contained in see-
tion 112 (g)of the Code. :
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SECTION 144, LIQUIDATION : OF PERSONAL HOLDING
: - COMPANIES IN DECEMBER 1942 ’

This scction, which was not contained in the House bill, provides a
special rule, in the case of certain specifically .described complete
liquidations of personal holding companies, as defined in scetion 501
of the Code, for the treatment of gain on the shares of stock owned by
qualified electing shareholders on the date of the adoption of the plan,
of liquidation, The effect of the section is in general to postpone the
recognization of that portion of a qualified electing sharcholder’s gain
on the liquidation. which would otherwise bo recognized and which is
attributable to appreciation in the value of certain corporate assets
unrealized by tho corporation at the time such assets are distributed
in complete liquidation. ;

The liquidation must be in pursuance of a plan of liquidation
adopted after the date of the enactment of this act, regardless of
whether the date of such adoption occurs within the taxable year of
the corporation beginning on, before, or after January 1, 1942. The
distrlfbution must be in complete cancelation or redemption of all the
stock, :

The transfer of all the property of the corporation under the liquida-
tion must occur within the month of December 1942, but if proper
arrangements are made in good faith for the payment, after December
31, of unascertained or contingent liabilitics and expenses, the require-
ment will be complied with.,” The assets reserved for this purpose
must boe in cash and must be reasonable in amount.  Though 1t is not
neccssary that the corporation dissolve in December 1942, it is essen-
tial that a status of liquidation exist at the time the first distribution
is made under the plan and that such status continue to the dato of
dissolution of the corporation. \

A. corporatoe shareholder may not be a qualified cleeting sharcholder
if at any time between September 1, 1942, and the date of the adoption
of the plan of liquidation, both dates inclusive; it is the owner of
stock possessing 50 percent or more of the total combined voting’
power of all classes 0!’ stock entitled to vote upon the adoption of such
plan of liquidation. All other shoreholders wlho may avail themselves
of the benefits of the section are divided into two groups: (1) share-
holders other than corporations, and (2) corporate sharcholders.
Any sharcholder in ecither group (whether or not entitled to vote on
tho adoption of the plan of liquidation) may entitle himself to the
benefits of the section s to recognition of gain in respect to shares
owned by him at the time of the adoption of the plan of liquidation,
if the following conditions are complied with:

(1) The sharcholder must have made and filed a written election:
(which cannot be withdrawn or revoked) to have the benefits of the
nonrecognition of gain provided for;

(2) Such written election must be filed by him or by the liquidating
corporation with the Commissioner within 30 days after the adoption
of the plan of liquidation;

3) guch making and filing must be in a manner not in contraven-
tion of regulations prescribed by the Commissioner with the approval
of the Secretary; and

(4) Such clections must have been so filed by shareholders of the
same group who are owners of stock possessing at least 80 percent of



114 THE REVENUE BILL OF 1943

the combined voting power of all classes of stock owned by share-
holders of the same group on the date of, and entitled to vote upon,
tho adoption of the plan of liquidation.

Gain, in the case of a sharcholder entitled to the benefits of the
section, will be recognized only to the extent of the greater of the
following: (1) the sg,lrilxreholdor’s ratable share of the earnings and
profits accumulated sinco February 28, 1913, or (2) the sum of the
money received by him and the fair market value of any stock or
gecuritics received which were acquired by the corporation after
September 1, 1942, In the case of a corporate shareholder such
recognized gain is treated as capital gain, In the case of a shareholder
other than a corporation, however, that portion of the recognized
gain which is not in oxcess of his ratable share of the earnings and
profits is treated and taxed to him as a dividend and the remainder
as a short-term or long-term capital gain, as the case may be.

The amount taxed to the sharcholder as a dividend is to be treated
as a dividend for all tex purposes. Therefore, in the case of a share-
holder which is a partnership or a trust, for example, the tax conse-
quences will be the same as though a dividend had actually been
received in ordinary course. :

This scction also provides that the basis of property received in
cancelation or redemption of stock with respcet to which gain was
realized but with respect to which the extent of the recognition of
such gain was determined in accordance with the section, shall be the
same as the basis of the stock canceled or redeemed in the liquidation
increased in the amount of gain recognized to the sharcholder, and
decreased in the amount of any money received by him.

SECTION 145. BASIS OIF GII'T'S

This section is identical with section 130 of the bill as passed by
the House.

Under existing law gifts in trust have been held to be governed by
section 113 (a) (3), dealing with transfers in trust, and not scction
113 (a) (2), dealing with gifts, There is no substantial difference
between a gift in trust and other gifts, for purposes of hasis. This
scction amends section 113 (a) (3) to exeept from its operation gifls
created by a transfer in trust, so that the basis of property acquired
by gift, shall be the samo whether the gift is in trust or otherwise.

This section also amends section 113 (a) (2) in order to clarify the
existing law,

SECTION 146, BASIS OF PROPERTY IN CASE OF OPTIONAL
VALUE FOR ESTATE TAX PURPOSES

This section, for which thero is no corresponding provision in the
bill passed by the House, amends section 113 (a) (6) of the Code,
relating to the basis of property transmitted at death, This section
is designed to coordinate the income tax provisions with respect to
the basis of such property for determining gain, loss, ete., with the
eatate tax provisions for determining the value of such property for
purposes of valuing the ‘gross estate. Under cxisting law the basis
of property acquired by bequest, devise, or inheritance or by the
decedent’s estate from the decedent is the fair market value of such
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property at the time of such acquisition, which is the time of the
decedent’s death. Under section 811 (j) the executor may, within
cortain limitations, elect for estate tax purposes to value property
included in the gross estate as of the date one year after the decedent’s
death, or at certain intermediate dates in the case of such property
which is distributed, sold, exchanged, or otherwise disposed of during
such year. '

The amendment made by this section makes the “time of acquisi-
tion”’ for the purposes of scction 113 (a) (5), in case of an election by
the executor under section 811 (j), the-applicable valuation date of
the property prescribed by section 811 (j) in determining the value
of the gross estate. This rule applies algo to the special provision in
section 113 (a) (5) with respect to the basis of stock or securities of a -
foreign personal holding company acquired by bequest, devise, or
inheritance or by the decedent’s estate from the decedent.

The amendinent made by this section is applicable only with respect
to property includible in the gross estate 0? a decedent dying after
the date of enactment of this act. ’

~

SECTION 147. PERCENTAGE DEPLETION FOR COAL,
FLUORSPAR, AND METAIL MINES AND SULFUR |

This section is identical with section 131 of the House bill.

This amendment provides that fluorspar mines are to be allowed
ercentage depletion at a rate of 15 percent, subject to the same
imitations as are applicable in the case of metal mines. For taxable

years beginning after December 31, 1941, the depletion deduction for
coal, fluorspar, metal, and sulphur mines may be computed (without
regard to any clection) cither on the percentage basis or on the cost
basis, whichever gives the greater deduetion.

SECTION 148, EFTECT ON EARNINGS AND PROFITS O
WASH SALI LOSSIES

This section is identical with section 132 of- the House bill,

Under section 115 (1) of the Code reference is made to the basis of
property preseribed by scction 113, and unrecognized gains or losses
are disregarded, in computing the carnings or profits of a corporation
resulting from a disposition by it of such property. While section 118
of the Code disallows a loss from wash sales of securities, and scction
113 (a) (10) adjusts tho basis of the new sccurities for the amount of
tho disallowed ’loss no provision in the Code specifies that the dis-
allowed wash-salo loss shall be considered as not recognized for the
purposes of computing such carnings and profits, Thus, an improper
duplication results in the computation of earnings and profits under
gection 115 (1), contrary to the uniform practice prior to the enact-
ment of section 501 of tho Second Rovenue Act of 1940,

Section 132 of the bill amends section 1156 Sl) by providing that for
the purposes of that subsection a wash-sale loss which is disallowed
under section 118 shall be deemed to bo a nonrecognized loss, The
amendment is mado applicable to the same taxable years to which
section 115 () is applicable under the provisions of section 501 (b)
and (c) of the Second Revenue Act of 1940.
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SECTION 149. DISTRIBUTIONS IN LIQUIDA'I.‘ION

This section corresponds to section 133 of the House bill.

Under existing law the gain realized from a distribution in partial
liquidation is treated, despite the provisions of section 117, as a short-
term capital ﬁain. This treatment was occasioned by the facility
with which ordinary dividends may be distributed under the guise of
distributions in partial liquidation, although section 115 (g) makes
explicit provision for the treatment of such distributions as ordinary
dividends. Inequality results, however, under the existing law in the
case of unquestionable bona fide redemptions of stock not equivalent
in any way to the distribution of a taxable dividend. It is believed
that the proper application of section 115 (g) will prove adequate to
prevent taxable dividends disguised as liquidations from receiving
capital-gain treatment. Accordingly, this section of the bill elimi-
nates the provision requiring the gain from a partial liquidation to
be treated as a short-term capital gain,

This section also eliminates certain provisions with respect to
foreign personal holding companies which are obsolete.

SECTION 150. INCOME FROM SOURCES WITHOUT UN ITED
STATES IN CERTAIN CASES

Section 134 of the House bill, which corresponds to this section,
would repeal subsection (a) of section 116 of the Code under which a
citizen of the United States, bona fide nonvesident of the United States
for more than 6 months during the taxable year, was exempt from tax
on earncd income from sources without the United States.

In licu of the repeal of this gection, your committee recommends
that subsection (a) Le amended so ag to change the test there provided
to one of residonce in a forcign country or countries during t]m entire
taxable year. In the application of such provision, the tests as to
whother a taxpayer is a resident of a foreign country or countries-will
be those gcnomﬁy applicable in ascertaining whether an alien is a
resident of the United Siates. Vacation or business trips to the
United States during the taxable year will not necessarily deprive a
taxpayer, otherwise qualified, of the exemption provided by this
scction. This amendment is applicable to taxable years beginning
after December 31, 1042, and the present law is retained for taxable
years beginning prior to January 1, 1943, '

In ad(ﬁtion subsection (a) of séction 116 is amended so that a citizen
of the United States, who has been a resident of a foreign country
or countries for at least two years before the date on which he changes
hig foreign residence to a United States residence, shall be exempt
with respeet to earned income from sources without the United States
derived during the period of his foreign residence. This amendment,
shall be applicuble to taxable years beginning in 1942,

SECTION 151. RECIPROCAL EXEMPTION OF COMPENSA-
TION OF EMPLOYEES OF THE COMMONWEALTH _Q_'E‘
THE PHILIPPINES ,
-This section is identical with section 135 of the House bill,

Under coxisting law, compensation of officers and employees (other
than citizens of the United States) of a foreign government is, upon
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:a reciprocal basis, exeinpt from United States income tax (sec. 116 (h),
Internal Revenue Oodo{ Such principle has no application to officers
-or employees of the Philippine Islands, However, under the laws of
the Commonwealth of the Philippines, officers and emplo‘yeea of the
United States on duty in the Philippine Islands are exemgt. rom tax on
compensation paid b’K the Government of the United States. Your
.committee believe that the United States should reciprocate by
exempting from our income tax compensation paid by the Common-
wealth of the Philippines to its otgcers or employees for services
rendered in the United States. Such exemption would, of course,
extond to citizens of the Philippine Islands even though such indi-
viduals are also citizens of the United States.

SECTION 1562, CAPITAL GAINS AND LOSSES

This section is the same as section 136 of the House bill except that
the two classes of capital gains and losses are defined as follows:

1. Short-term gains vor%osses on the sale or exchange of assets held
for not more than 6 months; and T

2. Long-term gains or losses on the snle or exchange of assets held -
for more than 6 months, '

The ' treatment of capital ‘gaing and..losses has been revised as
follows:

All gaing and losses from sales or exchanges of capital assets are to
bo considered together and all losses are deductiblo only to the extent
-of any such gains, except that, in order to prevent hardship in the case
-of taxpayers (other than corporations) having small income and spo-
radic losses, such taxpayers may deduet any oxcess of logses over gains
to the extent of net income or $1,000, whichever is smaller. The
present three classes of gaing and losses under section 117 (b) aro
replaced by two; namely, (1) gains and losses from sales or exchanges
of capital assets hold for not more than 6 months which are to be
taken into account in full 'in computing net income of all taxpayers
and (2) gains and losses resulting from sales or exchanges of cnpitui
assets held for more than 6 months, which are to be taken into ac-
count to the oxtent of 50 percent in the computation of tho net in-
come of taxpayers other than corporations, and to be accounted for
in full in case of corporations, ’{‘ho alternative tax rate applicable
to taxpayers other than corporations under section 117 (c¢) on net
long-term capital gains is increased from 30 percent to 50 percent.
While at presont corporations are not accorded a similar alternative
tax, due to the increase in corporate taxes, section 117 (¢) is further
revised go as to provide for an alternative rate of 25 porcent on their
net long-term capital gaing, IHowever, in case of u]{ taxpayers, any
not long-term capital gain must first be reduced by any net short-
torm capital loss before the application of this alternative tax. These
changes bring the tax on long-term capital gains into closer harmony
with suggested increased rates on other income,

Section 117 (e) of the Code provides that any taxpayer having in
any taxable year a net short-term capital loss be permitted to carry
over such loss, in an amount not in excess of his net income for such
year, to the succeeding taxable year, and to apply it to offsct any short-
term capital gains in such succeeding taxable year not already offset
by short-term capital losses, 1In view of the changes with respect to
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capital losses, the committee believes that it is fair to permit ‘tax-
payers to carry over the disallowed portion of capital losses to the 5
years following the taxable year in which sustained; the amount so
carried over will be allowed to the oxtent of the excess, if any, of the
capital gaing over capital losses of the year to which it 13 carried over,
plus, in case of a taxpayer other than a corporation, the net income of
the taxpayer or $1,000, whichever is smaller. It is also proposed that
if there are carry-overs from more than 1 year the carry-overs are to
be allowed in the order in which they arose, that is, the older carry-over
is to be offset or exhausted before the later carry-over.

Section 117 (e) (2) has been added to provide that a net short-term
capital loss for the taxable year 1941 (not in excess of the net income
of such year) shall be a short-term capital loss in 1942 to the extent of
the net short-term capital gain of that year. In that way the taxpayer
will not be deprived of any net short-term capital loss carry-over from
1041 which he might have had if the law had not been changed.

Scction 117 (a) (6) has been amended by deleting that portion
pertaining to the net short-term capital loss of the preceding taxable
year brought forward under subsection (e) since the term ‘‘short~
term capital losses for the taxable year” includes any amount brought
forward under section 117 (e). Throughout section 117 losses from
sales or exchanges of capital assets for the taxable year include such
an amount brought forward under subsection (e).

The above changes and the manner of their application to a tax-
payer other than a corporation may be illustrated by the following:

For the taxable years 1942 to 1946, inclusive, a taxpayer is assumed
to have a net short-term capital loss, net short-term capital gain, net
}()ngterm capital loss, net long-term capital gain, and net income as

ollows:

1042 1043 1044 1045 1046
Carry-over from prior years: .
From 142, oo (350,000)|  ($20,500)| (320,500)(............
From 1044, i e e (19, 600) (313, 000)
Net short-term losa (computed without
regard to tho carry-overs) . .............. (330, 000) (5,000 (10,0000 .. oo el
Net short-term gain (computed without
regard to the carry-overs) ... oo oeeeeoea oo e e 40,000 }............
Net longterm losa. ..o il [€20 1 1.0) 1 PO, (10, 000) (5,000 . .....o.....
Net long-term galn.. ... U DU 25,000 J. oo e
Net eapital gain (computed without regard
t0 the Carry-OvVers) . .. ocouoiercieiennaaeafoneannaanans 20,800 \............ 36,000 [............
Net Income (computed without regard to
capital gaingor losses)........ .. ....... 500 530 500 11.7.) N R
Neteapitalloss. ... ... ool (50, 009) None (19, 500) None {....o.......

NET CAPITAL LOS8 OF 1942

The not capital loss is $50,000. This figure, computed in accord-
ance with section 117 (b), is the excess of the losses from sales or
exchanges of capital assets over the sum of (1) gains from such sales
or exchanges, and (2) net income of $500, This amount can be carried
forward in full to 1943. However, in 1943 there was a net}capital
gain of $20,500, as defined by section 117 (a) (10) (B) and limited by
section 117 (e) (1), against which this net capital loss of $50,000 is
allowed in part. The remaining portion—$29,500-—may be carried
forward to 1944 and 1945 since there was no net capital gain in 1944,



THE REVENUE BILL OF 1043 119

In"19457this $29,600 shall be allowed in full against net capital gain
of $36,000, as defined by section 117 (a) (10) (B) and limited by
section 117,(e) (1). : )

NET CAPITAL LOSS OF 1944

The net capital loss is $19,600. This figure, computed'in accord-
ance with section 117 (b), is the excess of the losses from sales or
exchanges of capital assets over the sum of (1) gains from such sales
or exchanges, and (2? net income of $500. ’fihis amount can be
carried forward in full to 1945. However, in 1945 there was a net
capital gain of $6,600, as defined by section 117 (a) (10) §B) and
limited by section 117 (e¢) (1), against which this net capital loss of
$19,600 is allowed in part. The remaining portion—$13,000—may
be carried forward to 1946,

In the case of banks and life insurance companies, a distinction is
to bo made with respect to losseés resulting from sales or exchanges
of bonds, debentures, notes’ or certificates or other evidences of
indebtedness which are in excess of gains from sales or exchanges of
such assets. In that case the excessis to be considered as an ordinary
loss and deductible in full against other income. Life insurance com-
fmnics take into account I computing net income only gains or
osses from sales or exchanges of capital assets acquired subsequent to
December 31, 1941,

Sections 336 (c) and 505 id? of the Code are amended to accord the
same treatment to personal holding companies and foreign personal
holding companies es ordinary corporations.

SECTION 153, REAL PROPERTY IMPROVEMENTS; IN-
VOLUNTARY CONVERSIONS; FTC.

(A) REAL PROPERITY, USED IN THE TRADE OR BUSINESS, N2 TREATED
A8 A CAPITAYL ASSET

Subsection (a) of this section, in the House bill, included real-prop-
orty improvements, used in the trade or business and subject to an
allowance for depreciation, within the definition of ““capital assets”
in section 117 (n,g, so that such improvements would have the same
character for tax purposes as the land on which they stand. While
your committee belioves it desirable for the land and the improve-
ments to have the same character, it considers it more appropriate
to treat all El‘opem‘,y used in the trade or business alike, and not to
distinguish between land and other property used in the trade or
business. Accordingly, this subsection has been changed to provide
that land used in the trade or business is not within the definition of
“capital assets’ in section 117 (a), and will thercfore have the same
charactor as improvements subject to an allowance for depreciation,
which under existing law are excepted from that definition, In ac-
cordance with this policy, changes have also been made in subsection
(b) of this scction, relating to the treatment of gains and losses on the
sale, exchange, and involuntary conversion of depreciable property,
to subject to such treatment land used in the trade or business,
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(’E'i) GAINS AND LOSSES FROM INVOLUNTARY CONVERSION AND FROM THE:
SALE OR EXCHANGE OF CERTAIN DEPRECIABLE PROPERTY AND LAND

Seetion 117 (j), as added to the Internal Revenue Code by subsec--
tion (b) of this section, provides special treatment for the gains and
losaes upon the sale or exchange of depreciable property and of land,
held for more than 6 months, and for the gains and losses upon the
compulsory or involuntary conversion of such depreciable property.
and land and of capital assets held for more than 6 months,
~ The method prescribed is to treat such gains and losses during the:
‘taxable year as gains and losses from the sale or exchange of capital
assets held for more than 6 months, if the aggregate o% such gains.
exceeds the aggregate of such losses. If, however, the aggregate of
such gains does not exceed the aggregate of such losses, such gains
and losses shall not be treated as gains and losses from the sale or
exchange of capital assots held for more than 6 months. In such a
case, some transactions which may perhaps be regardédd under existing:
aw as resulting in capital gain or loss, for example, sales of capital
assots under threat of condemnation, will instead be treated as result-
ing in ordinary loss, or in ordinary ‘gain which offsets other losses of
the kind deseribed in section 117 (j). A

In order that the above result may be obtained in every case, it is
necessary in determining whether gains do or do not exceed losses to
include the gains and losses to the extent that they would be included
if they were all ordinary gains and losses. Thus, the percentage pro-
visions of section 117 (b) do not apply to any such gains and losses.
in determining whether gains excue(s, K)sses, but 100 pereent of such
gains and losses is taken into account. If, after such computation
1s made, it is determined that gains exceed losses, the gaing and losses
are then treatéd as capital gains and losses, and the percentage pro-
visions of section 117 (b) are then applicable to all such gains and
losses,  Similarly, the limitations of section 117 (d) on the dedueti-
bility of capital losses does not operate to exclude any such losses.
from the compulation as to the excess of gaing over losses, but all such
losses are included in full.  Furthermore, if any loss is not allowed as.
a deduction in computing net income, or if any gain is not included in
computing net income, such gain or loss is not included in making the
computation as to whether gains exceed losses. For example, if a
loss is sustained on the sale oi"n depreciable property by one member of
a family to another, so that the loss is not allowed as a deduction by
reason of the provisions of section 24 (b) (1) (A), that loss is not
included in the computation,

(C) HOLDING PERIOD OF PROPERTY ACQUIRED IN EXCHANGE FOR
PROPHRTY INVOLUNTARILY CONVERTED

Section 117 (h) (1) provides that in determining the period for which:
the taxpayer has held property received on an exchange, which has.
the same basis in whole or in part in his hands as the property ex-
changed, there shall be included the period for which he held the
property exchanged. Subsection (¢) of this section is a clarifying
amendment to section 117 (h) (1) to insure that an involuntary con-
version deseribed in section 112 (f) will be considered an exchange of
the property converted for the property acquired upon the conversion,
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so that 'the holding period of the converted property will be included:
in determining the holding period of that property acquired upon:
the conversion which, under section 113 (a) (9), has the same basis, in
whole or in part, as the property converted. This provision is made
applicable to taxable years beginning after December 31, 1938, "

(D) RECCGNITION OF LOSS ON INVOLUNTARY CONVERSION

Section 112 (f) of existing law provides that upon the involuntary
conversion of property into property similar or related in service or
use to the property so converted, or into money which is forthwith
spent in the acquisition of such property, neither gain nor loss is
recognized. It is believed more eqmtabfc to recognize the loss in -
such cases. Accordingly, section 153 (d) of the bill amends section
112 (f) to provide that loss shall be recognized upon an involuntary
conversion,

(£) PARTIAL FAILURE TO REPLACE PROPERTY

Seetion 112 (f) provides in part that if property is involuntarily
converted into money which is forthwith used to acquire property.
similar or related in service or use to the property converted, no gain -
shall be recognized. It further provides tﬁnt if any part of the money
is not so expended, gain shall be recognized to the extent of the
money not expended. An undesirable result may result from 4
decision that if the money received in the taxeble year is so expended,
the gain in such taxable year will not be recognized, even though the
money received in previous taxable years (and not treated as gain
since not in excess of the basis of the converted property) was not so
expended. Wilmore S. S. Co., Inc., v. Commissioner ((C. C. A, 2d,
10356) 78 F. (2d) 667). Secction 153 (e) amends section 112 (f) of the
Code s0 as to make clear that the gain shall be recognized to the extent
that the money, whenever received, was not expended in the manner
provided in seetion 112 (f). :

SECTION 154, HOLDING PERIODS OF STOCK ACQUIRED
THROUGH THE EXERCISE OF STOCK RIGHTS

This section is tho same as section 138 of the House hill.

Whether or not gain realized upon the sale of stock acquired through
the e¢xereise of stock rights constitutes a short-term or long-term capital
gain depends, in many instances, u?on'whethcr or not the holdimi
period of the stock with respeet to which the stock rights were issuec
18 includible in the holding period of the stock sold, The rule de-
veloped by the courts as to this queation is that shares acquired in
the exorcise of stock rights consist in part of long-term assets, com-
puted by reference to the date of acquisition of the original stock and
representing the stock-right element in the new stock, and in part of
short-termn assets, computed by reference to the date of exercise of
the rights and representing the subscription-price element in the new
stock. Hence the gain realized upon sale of the stock would consist
in part of short-term capital gains and in part of long-term capital
gains, Wood v. Commissioner, 75 F. (2d) 364 (C. C. A, 1st, 1035).
" Tt is obvious that this rule causes administrative difficulties. In
any case where there is a series of stock rights issued by a corporation
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and exercised by a shareholder, the rule becomes absolutely unwork-
able, since, in the case of the later issues in the series, the property
element representing the stock right will be computed with reference
to old stock which in turn has :ﬁold'mg period computed with refer-
ence to other old stock. The result is a pyramiding of stock lots each
with a different holding period. It has been estimated that 6 issues
of rights, if exercised, will result in no less than 64 different lots.

In view of the desirability of a simple, uniform, and administra-
tively workable solution of this problem, this section provides that
the holding period of stock acquired in the exercise of stock rights
begins in every case, whether or not the receipt of taxable gain
was recognized in connection with the distribution of the rights,
with the day upon which the rights to acquire such stock were exer-
cised. Thig solution is a recognition of the fact that, normally, much
the greater proportion of the basis pertaining.'to stock acquired in
the exercise of stock rights is attributable to the subscription price.
The stock right represents so small a property element that it can be
eliminated tfrom the computation without inequity, and with benefits
to taxpayer and Treasury through the elimination of complexities.

SECTION 155, TWO-YEAR CARRY-BACK OF NET
OPERATING LOSSES .

Tlis section, for which thers is no corresponding provision in the
House bill, amends section 122 of the Code. For the first time a
carry-back of the net operating loss is allowed. The net operating
loss for any taxable year beginning on or after January 1, 1942, may:
be carried back to the 2 preceding taxable years (but not to any tax-
able year beginning before January 1, 1941), and may be included in
computing tﬁe net operating loss deduction for each such preceding
taxable year. The net operating loss for any taxable ycar which is
not used as a carry-back may be carried forward, as under existing
law, to the 2 succeeding taxable years.

The amount which may be carried back or earried forward is limited
in the case of each such preceding or succeeding year to the amount
which was not used to offset income for any taxable years before such
preceding or succeeding year. In determining the amount of the net
operating loss which is 80 used to offset income in any taxable year, the
net income for such taxable l;Zear is computed without the deduction of
any carry-over or carry-back from the year in which the net operating
loss arose or from any year subscquent thereto but with certain other
adjustments now required under section 122 (d). The net operating
loss which is a carry-over or a carry-back to such taxable year is con-
sidered to have been applied against the net income so computed.

The following examples illustrate the application of this section.
It is assumed that the same taxpayer is involved in each example.
The net income described in each example is the net income computed
with the exceptions, additions, and limitations ‘provided in section
122 (d) (1), (2), (3), (4), and (6) (that is, the operating net income
without the deduction of any net operating loss carry-over or carry-
back, and with the deduction of nonbusiness items):

1. The taxpayer has $600 net income for 1941 and $900 net income
for 1942, In 1943 he has @ net operating loss of $1,000. The $1,000
may be taken as a net-operating-loss deduction in 1941, and will
therefore reduce the net income for 1941 to zero. In 1942 the net
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operating loss may be taken as a deduction to the extent of $400
(the net operating loss of $1,000 less the net income of $600 for 1941
against which the. net operating loss has been applied). The net
income for 1942 s therefors reduced to $500. The net operating loss
for 1943 has been completely offset by the net income for 1941 ($600)
and 1942 ($900), and therefore no part of such net operating loss
may be taken as a deduction in"1944 or 1945. ‘

2. In 1944 the taxpayer has a net operating loss of $1,600. This
net operating loss may .be taken as a deduction in 1942 and will
reduce the remaining $500 of net income for 1942 to zero. Since the
net income for 1943 was zero (there being a loss for such year), none of
the net operating loss for 1944 is used to offset net income for 1943. In
1945, the taxpayer has $300 net income, and in 1946 $1,400 net in-
come. The net operating loss of $1,600 for 1944 has been offset to
the extent of $500 by the net income for 1942 (the $900 net income
for 1942, less the $400 carry-back from 1943), and may therefore be
taken as a deduction in 1945 to the extent of $1,100 ($1,600 less $500),
It will therefore reduce the net income for 1945 to zero. Since $300
of the $1,100 deduction is used to offset the $300 net income for 1945,
the remaining $800 ‘may be taken as a deduction against the $1,400
net income for 1946. It will therefore reduce the net incorne for 1946
to $600. : S : :

3. In 1947 the taxpayer has a net operating loss of $1,600. This

net operating loss may be taken as a deduction in 1945. Since the
net income for 1945 has been completely offset by the net operating
losses for years prior to 1947 (the $300 net income for such year less
,the $1,100 carry-over from 1944), the net operating loss is not offset
by any net income for 1945, and may be taken in full as a deduction in
1946. It will thus offset the remaining $600 net income for 1946
(the $1,400 net income for 1946 less the $800 carry-over from 1944)
and will reduce such net income to zero. The remaining $900 of the
net operating loss (the $1,500 net operating loss less the sum of zero,
the $300 net income for 1945 reduced hy the $1,100 carry-over to
1945 from 1944, and $600, the $1,400 net income for 1946 reduced by
the $800 carry-over to 1946 from 1944) may be taken as a deduction in
1948 and 1949 in the same manner as the net operating loss for 1944
was taken as a deduction in 19456 and 1946. B

The net operating loss deduction for any taxable year is the sumn of
the carry-backs and the carry-overs to such taxable year. The
amendments made by this section are -applicable to all taxable years
beginning after December 31, 1940, Thus, in the case of a taxpayer
on the calendar year basis, the carry-overs to the taxable year 1941
from the taxable years 1939 and 1940, and the carry-backs to such
taxable year from the taxable years 1942 and 1943 will be determined
under the amendments made by this section, .

A taxpayer entitled to a carry-back of a net operating loss or an
unused excess profits credit (see sec. 204 of the bill) will not be
able to determine the deduction on account of such carry-back until
the close of the future taxable year in which he sustains the net operat-
ing loss or has the unused excess profits credit. He must therefore file
his return and pay his tax without regard to such deduction, and must
file & claim for refund at the close of the succeeding taxable year when
he is able to determine the amount of such carry-back. Inasmuch as

77611°—42%—-9
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arry overpayment resulting from the deduction of such carry-back does
not occur, as a practical matter, until the net operating loss or the
unused excess profits credit for the future taxable year is determined,
and inasmuch as it is desirable to insure promptness in the filing of
claims to inform the Commissioner that such deductions have been
determined, this section provides that no interest will be allowed
with respect to any such overpayment for any period before the claim
therefor is filed, or a petition asserting such overpayment is filed with
the Board of Tax Appeals, whichever is-earlier. '

SECTION 156. COMMODITY CREDIT LOANS

This section corresponds to section 139 of the House bill and amends
section 123 of the Code, relating to the inclusion in income of loans re-
ceived from the Commodity Credit Corporation, by providing that the
election provided for in section 123 (a) of the code with respect to tax-
able years beginning after December 31, 1938, and before January 1,
1942, may be.exercised at, or at any time prior to, the time prescribed
for the filing of the taxpayer’s return for his taxable year beginning in
1942, Your committee has inserted an additional provision that, in
order for a taxpayer to avail himself of the benefits of such smmendment,
his records must he sufficient to permit an accurate computation of his
income for such yearsand he must consent in writing to the assessment,
within such period as may be agreed upon, of any deficiency for such
years, even though the statutory. period for the assessment of any
such deficiency has expired prior to the filing of such consent,.

Section 139 of the House bill also amends section 223 (d) of the
Revenue Act of 1939, relating to a similar election for taxable years
beginning after December 31, 1933, and before January 1, 1929.
Your committee has not changed this provision. ,

SECTION 157. EXTENSION OF DEDUCTIONS FOR
AMORTIZATION OF EMERGENCY FACILITIES

This section, which corresponds to section 140 of the House bill,
amends section 124 of the Code, relating to the amortization of
emergency facilities. . .

Subsection (a) of this section, which is the same as in the House bill,
amends section 124 (a) of the Code so as to extend to individuals the.
same privileges with respect to the amortization of emergency facilities
which are accorded to corporations under existing law. This amend-
ment also clarifies section 124 (a) by showing that the adjusted basis to
be used in computing the amortization deduction is the adjusted basis
prescribed by existing law for determining gain, rather than that
prescribed for determining loss. . o

Subsection (b) of this section adds at the end of section 124 (b) of the
Code a new sentence providing a method by which a corporation which
¢ompleted or acquired an emergency facility after December 31, 1939,
and before June 11, 1940, or a taxpayer other than a corporation who
completed or acquired an emergency facility after December 31, 1939,
and before January 1, 1942, may elect to take the amortization deduc-
tions with respect thereto. - This provision is necessitated by the fact
-that with respect to such a facility the election cannot be made in the
income-tax return either for the taxable year 1940 or for the taxable
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year 1941, since such réturns will have been filed before the enactment
of the Revenue Act of 1942, In the House bill it is provided that such
election shall be made only by a statement in writing to the Commis-
sioner of Internal Revenue and shall be made within 3 months after the
enactment of the Revenue Act of 1942, Your committee has extended
the 3-month period to 6 months. - R R P
" . Subsection (c) (1) of this section, which is the same as subsection (c)
in the House bill, amends section 124 (d):(3) of the Code so' as to
conform such provision with the amendment made by subsection: (b
of this section. Your committee has added a new subsection (c) (2.
which amends section 124 (d) of the Code by.inserting at the end
thereof a new paragraph (6). This provision permits amortization
in the case of a taxpayer which commenced’ the construction; ete., of
an emergency facility during the emergency period but did not com-
plete it before the end of the emergency period. It is provided that
in such a case the taxpayer shall use an amortization period beginning.
with the month in which the construction, etc., was begun and ending
as of the end of the month within which the f’resident, proclaims the
ending of the emergency period, or within which occurs the 'date on
which such emergency facility ceased to be necessary in tho interest of
national defense during the emergency period, as cerlified to the
Commissioner of Internal Revenue by the Secretary of War or the
Secretary of the Navy, . o T
Subsection (d) of this section amends section 124 (e) (1) of the
code by enlarging the scope of the term ‘“emergency facility” so
as to include (1) facilities acquired or completed by corporations
after December 31, 1939, and before June 11, 1940, and (2) facili«
ties-acquired or completed by persons other than corporations after
December 31, 1939. Under the existing law such term includes
only facilities acquired or comfpleted by corporations after June 10,
1940. Under subsection (d), if the construction, reconstruction, ete.,
by a corporation of an emergency facility occurs partly before June
11, 1040, and partly after June 10, 1940, the part of such facility con~
structed, etc., after December 31, 1939, and before June 11, 1940,
shall be treated as a separate emergency facilit-fy and is deemed to have
been completed on June 10, 1940, regardless of the fact that the entire
facility was not completeci untii‘a ter such date. Your committee
has revised subsection (d) of the House bill so that it inserts a new
sentence in section 124" (e) (1) of the Code providing that the ]it)zi't
of any facility which was constructed, etc., by any person after De+
cember 31, 1939, and not earlier than 6 months prior to the filing of
an application for a certificate under section 124 (f), and with respect
to which part a certificate under section 124 (f) has been made, shall
be deemed to be an emergency facility, notwithstanding that the
other part of such facility was construptecf, etc., earlier than 6 months
prior to the filing of such application. ; S
Subsection (d) also amends section 124 (e) (2) of thé code so as te
change the date of the beginning of the emergo,nc} period, for the
purposes of section 124, from June 10, 1940, to January 1, 194
}l‘his amendment is in conformity with the amendment made by sule<
section (e) of this section, A : 4 .
Subsection (e) (1) of this section amends section 124 (f) (1) of the
code so as to provide that the adjusted basis of an emergency facility;
for amortization purposes, shall include ‘only so much of the amowsé
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constituting such adjusted basis as is properly attributable to con-
struction, etc., or acquisition after December 31, 1939. Underithe
existing law the controlling date is June 10, 1940. This amendment
conforms with the amendment by subsection (d) of this section. -

Subsection (e) (2) of this section amends section 124 (f) (3) of the

code so as to provide a limitation period for the filing of applications
for certificates of necessity (1) in the case of facilities acquired or com-
pleted (within the meaning of sec. 124 (e) (1), as proposed to be
amended) by corporations after December 31, 1939, and before June
11, 1940, and (2) in the case of facilities acquired or completed by
persons other than corporations after December 31, 1939. Under
section 124 (f) (3) in its present form, the 6-month period after the
acqlllxisition or after the beginning of construction will have expired
with respect to case (1), and may have expired with respect to case
(2;. The amendment, as appearing in the House bill, allows in case
(1) a period of 3 months after the date of enactment of the Revenue
Act of 1942 within which such corporations may file such applications
and in case (2) a period of 6 months after the acquisition or after
the beginninﬁ of the construction, or a period of 3 months after the
date of the Revenue Act of 1942, whichever of such periods ends at
a later date. Your committec has revised this provision of the House
bill by extending the 3-month period to 6 months, Subsection (e)
(2) of this section, as appearing in the House bill, also amends section
124 (f) (3) of the code so a8 to provide that no amortization deduction
shall be allowed unless a certificate of necessity is made (1) in the
case of facilities com};))leted or acquired by corporations after De-~
cember 31, 1939, and before June 11, 1940, within 9 months after the
date of enactment of the Revenue Act of 1942, and (2) in the case
of facilities completed or ac(ﬁuired by persons other than corporations
after December 31, 1939, and before January 1, 1943, within 6 months
after the last date on which an application for a certificate of neces-
sity may be filed, or within 9 months after the date of enactment of
the Revenue Act of 1942, whichever of such periods ends at a later
date. Your committee has revised this provision of the House bill
by extending the 6-month period to 9 months and by extending the
9-month period.to 12 months,

Subsection (M of this section, which is the same as in the House bill,
adds at the end of section 124 of the code a new subsection (i) pro-
viding that in the case of an emergency facility held by one person
for life with remainder to another person, the amortization deduction
with respect thereto shall be computed as if the life tenant were the
absolute owner of the property and shall be allowable to the life
tenant. The effect of this amendment is to apply to the amortization
of emergency facilities the rule prescribed by existirig law with respect
to depreciation of property held under such circumstances. ‘

Subsection (g) of this section, which is the same as in the House bill,
inserts in the Code a new section 172 extending to estates and trusts
the same privileges with respect to the amortization of emergency
facilities as is extended to individuals by the amendment proposed
in subsection (?j) of this scction. It is provided that the allowable
amortization deduction shall be apportioned between the income bene-
ficiaries and the fiduciary under regulations prescribed by the Com-
missioner with the approval of the Secretary of the Treasury.
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- Subsection (h) of this section, which is the same as in the House bill,
inserts in the Code a new section 190 extending to partnerships the same
privileges with respect to the amortization of partnership emergency
facilities a8 is extended to individuals by the amendment proposed
in subsection (a) of this section. It is provided, however, that with
respect to partnership facilities such privileges shall not be allowed to
the members of a partnership. :

Under subsection (i) of this section, which is. the same as in the
House bill, except for a clerical change, the amendments made by this
section are, subject to the provisions of subsections (b) and (e) (2)
of this section, given retroactive effect as if they had been enacted as
%art of the original amortization provisions enacted in the Second

evenue Act of 1940, approved opr October 8, 1940. ’

Subsection (j) of this section, as appearing in the House bill, pro-
vides for the credit or refund, without interest, of the amount of
tax paid under chapter 1, of the Code, which is in excess of the amount
which would have been paid had section 124 of the Code (as previously
amended) been cnacted on October 8, 1940, to read as amended by. this
section. It is provided that such credit or refund shall be made in
accordance with ¢he law applicable in the case of erroneous or illegal
assessment, or collection or overpayment of tax, Your committee has
revised this provision of the House bill 80 as to make it applicable to
excess profits taxes paid under subchapters B and E of chapter 2 of
the Code as well as to income tax paid under chapter 1 of the Code.

SECTION 158. WAR LOSSES

_This section, for which there is no corresponding provision in the
House bill, provides practical rules for the treatment of property
destroyed or seized in the course of military or naval operations
during the war, and of property located in enemy countries or in
areas which come under the control of the enemy. Two problems:
are likely to face the taxpayer: One is the determination of when the
actual destruction or seizure occurred in cases in which the hostilities-
in the area prevent the determination of the exact date of the destruc-
tion or seizure, and the other is what facts determine the loss in case
the property is in an enemy area. -

In the case of property situated in an enemy country, or in an area
controlled by such country, on the date war was declared on such
country by the Uniced States, such property is under this section
deemed to have been seized or destroyed on the date the United States
declared war on such country.. Under present conditions it is fre~
quently imposaible to determine when, if at all, the enemy country
has formally seized the property located in an area under its control,
Furthermore, enemy countries today: exercise such control over the
property of their enemies within their territory that the loss of such
property is in fact sustained whether or not ¢he country undertakes
the formality of issuing a sequestration decree or making an actual
seizure. It is a matter of conjecture as to what condition the prop-
erty will be in at. the termination of the war. Accordingly, such
property is treated as lost upon the date war is declared, an(f, in view
of the nature of this loss, it is treated in the same manner as other.
casualty losses, that is, as a loss from the destruction or seizure of the
property. '
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." Similarly, if after the date war is declared by the United States, the

enemy country occupies an area in which the taxpayer’s property is’
located, that property is treated as destroyed or secized upon the date
the enemy gains control of the area. . In many cases, the exact date of
enemy occupation cannot be established. Therefore, the taxpayer is
permitted to treat the loss as occurring at any time after -the last
date on which the United States or a friendly country had complete
control of the area and before the ecarliest date on which the enemy
gained complete control. For example, suppose that the military
evacuation of an area is begun during the middle of December, and
that fighting occurs in that area from that time until the middle of
January, wﬁen the enemy finally establishes complete control. A
taxpayer may treat the loss of his property as occurring either in
December or January. .

. 'This section also provides similar rules for determining the daté of -
the loss in the case of property actually destroyed or seized in the
course of military or naval operations. fn any case in which the tax-
payer does not know the exact date on which the property was ac-
tually destroyed, it may claim the loss on any date between the last
date on which it is determined that the property was undestroyed,
and the earliest date on which it is determined that the property was
already destroyed. Thus, for example, if an area is evacuated dur-
ing a bombardment, and upon the reoccupation of the area it is de-
termined that the property was destroyed during the bombardment
the taxpayer may claim the loss on any date during the period of the
bombardment. If before the date on which it is determined that the
property was actually destroyed the enemy occupies and gains com-
plete control of the area in which the property is located, the loss can-
not be taken on a date later than the date on which the enemy obtains
oomplete control. For ths purposes of this section the term ‘“area”
does not mean g territory or political unit but means the locality in
which the property was situated. .

* This section also provides that if any interest in or with respect to
property deemed to be seized or destroyed under this section (property
seized or destroyed in the course of military or naval operations or
in an area under the control of the enemy, or an interest in or with
respect to such properly) becomes worthless, the loss thereon shall
be treated as a casualty loss resulting from the destruction or seizure
of the interest in such pro;lmrty. hus, stock in a corporation all
of the property of which is located in an enemy country, and bonds
issued by such corporation are treated as becoming worthless by
reason of the destruction or scizure by the enemy of the property
subject to such interests, and the loss resulting therefrom is treated
as a casualty loss. :

In the case of a taxpayer which owns at least 50 percent of the
stock of each class of a corporation, which con('{)omtion has property;
vepresenting at least 75 percent of the adjusted basie for determining
loes of all its property, destroyed or seized in the course of military
or naval ogerations; or located in an area under the control of the
enemy, such taxpayer may treat that part of the loss upon the liquida-~
tion of such corporation which results from the destruction or seizure
of such property as being a casualty loss on account of the destruction
or seizure of the stock interest in such property. For this provision
to apply, the liquidation must be made within 1 year after the prop-
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erty is.deemed {0 be destroyed or seized, or within 6 months after the
passage -of the bill, whichever is later.. In many cases, as in the cass
of corporations organized under the ]Jaws of the enex,x&y -country, the
corporation will.not be able to' dissolve.. However, if it distnbutes
to 1ts shareholders all its assets, and all its rights to any recovery of
asgets, it has completely liquidated for the purposes of this: provision
even though it may not be able to dissolve. - - '

 This section also provides that in determining the loss upon the
destruction or seizure of the property described in this section, the
taxpayer shall ignore those elements of value caused by the pos-
sibility that the property will be returned to him at the end. of the
war, or the possibility that the Government will reimburse him for the
property after the war. . The taxpayer shall not, of course, ignore his
right to reimbursement from insurance or from other similar definite
rights which- compensate him for the loss. The taxpayer' is  also
ermitted to determine the amount of the loss as if any obligations or
iabilities with respect to the property were distributed or satisfied
out of the property which is seized or destroyed. For example, the
property, located in an enemy controlled area, may be subject to-a
mortgage lien in favor of an enemy national. -Although the enemy
may seize the propergy, it is likely that it will use the property to pay
its own nationals, =Since the taxpayer probably .cannot obtain an
definite information as to-what action the enemy country takes wit
respect to his property, this section permits him to determine the
loss either with or without setting off such obligations which may
be discharged from the property. ~ - .
. This section further provides that any money received in respect
of property treated as destroyed or seized under this section, the
fair market value of any property received in lieu of such property
and the fair market value of the property itself, if it isrecovered, shall
be included in income for the taxable year when received. Further-
more, the restoration in value of any interest in or with respect to
such property, which interest was treated as destroyed or seized undee
this section, as a result of the recovery of money or property in respect
of property to which such interest rélated, shall be included in income
for the taxable year in which such restoration in value occurs, - No
part of the recoveries is included in income until the aggregate amount
of such recoveries exceeds that part of the aggregate aliowable dedue-
tions on account of war losses in previous years which did not result
in any tax benefit.- For purposes of this section; a deduction allow-
able z)r any taxable year wggch was not allowed in computing the
tax for such taxable year (as iu a case in which the taxpayer did not
claim such deduction on his return and the Commissioner did not
subsequently allow it) shall be considered a deduction which did not
result in tax benefit. The excess over such amount is included in
income as ordinary income to the extent of that part of the gate
of the deductions in previous years which resulted in a tax benefit.
The excess over this amount is included in income as gain upon the in-
voluntary conversion of property as a result of its destruction or
seizure. The portion of the gain which is subject to the provisions of
section 112 (f) (relating to the recognition of gain or loss on involuntary
conversions) is the excess, upon the recovery of any ?rgﬁerty or of
any money, of such recovery plus the aggregate o previous
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recoveries over the aggregate of the deductions in previous years for
war losses. Such excess is the gain on such recovery, and such gain
will be recognized or not recognized under the provisions of section
112 (f). The recognized gains of this type are subject to the pro-
visions of section 117 (j), added to the code by section 153 of the bill,
which provides for the determination of whether such gains are
capital gains or ordinary gains.

he basis of any property recovered in respect of property treated
a8 seized or destroyed under this section is the fair market value of
such property reduced by that portion of such fair market value
which represents any nonrecognized gain upon the recovery. -In
order to prevent harsh results, the Commissioner is given the authority
in any taxable year, upon application by the taxpayer, to take any
group of such recovered properties and ‘allocate their bases among
them. This allocation would, of course, be only of the unadjusted
basis, and such allocated basis would be subject to the adjustments
previously determined with respect to the basis of such property.
* The amendments made by this section are applicable to taxable
years beginning after December 31, 1940. However, under the terms
of this section, no war loss can be sustained prior to December 7, 1941,

SECTION 159. RECOVERY OF UNCONSTITUTIONAL
FEDERAL TAXES

This section, for which there is no corresponding provision of the
House bill, inserts in the Code a new section designated 128 permitting
a tax o.lger who, in a prior taxable year or years, has paid unconstitu-
tional Federal taxes for which he has been allowed an appropriate
deduction and who subsequently recovers such taxes, to exclude the
income (exclusive of interest also recovered) attributable to such
recovery from his gross income in the taxable year of recovery, pro-
vided certain conditions are fulfilled. To be entitled to the provisions
of the new section a taxpayer must file an election in writing to treat
the deduction allowed in a prior year as not having been allowable for
such prior year and to treat taxes (such as the unjust enrichmert
tax), and interest with respect thereto, paid or incurred by him in
respect of the recovery of such unconstitutional tax, as having been
paid or incurred in the taxable year for which the prior deduction
was allowed. The taxpayer must also assent to the Commissioner’s
assessing, in respect of the taxable year of the prior deduction, any
deficiency resulting from disallowance of the prior deduction even
though the statutory period for the assessment of any such deficiency
may have expired prior to the filing of such consent. The word
“recovery’’ as used in this section'includes not only refund or credit
of taxes paid, but includes also an abatement or cancelation of a tax
liability which has been the basis for a deduction on the accrual basis.

SECTION 160. FOREIGN TAX CREDIT

This section corresponds to section 141 of the House bill, which
amended subsection (f) of section 131 of the Code, to provide that,
where a foreign subsidiary is substantially wholly owned by a for-
eign parent and a dividend is paid by the forcign subsidiary to the
foreign parent, a proportionate part of the foreign tax paid by the
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foreign subsidiary shall, subject to the general principles of the
existing subsection, be taken into account in determining the amount
of fofeign tax;.in effect, paid by the foreign parent. For example,
the A company, a domestic corporation, owns all the stock of the
B Company, Ltd., a foreign corporation, which in turn owns all of
the stock of the C Company, Ltd., another foreign corporation,
The accumulated profits of the B Company amount to $200,000
(including $25,000 received from the C Company, Ltd.) and the
foreign income tax with respect to such accumulated profits amounts
to $60,000. The C Company, Ltd., has accumulated profits of
$150,000 upon or with respect to which the foreign income tax is
$45,000. A dividend of $50,000 is paid in 1942 by the B Company, Litd.,
to the A Company and in the same year a dividend of $25,000 is paid-by
the C Compauy, Ltd., to the B Company, Litd. Under existing law the
tax deemed to have been paid by the A Company with respect to
the tax of the B Company, Ltd., would be $gggf8—?;9>($_60,000' or
)
$15,000. Under the amendment made by this section, however,
there would be added to the $60,000 tax with respeet to the
accumulated profits of B Company, Ltd., the sum of ggg——ﬁgg—gx $45,000,
’
or $7,600, representing the foreign income tax paid upon that portion
of the accumulated profits of the C Company, I.td., used in the pay-
ment of the $25,000 dividend to the B Com ang, Ltd. Thus, the total
tax paid or deemed to have been paid by the B Company, Ltd., with
respect to its $200,000 accumulated profits is $67,500 and the amount
deemed to have been paid by the A Compat&; with respect to the
$50,000 dividend paid by the B Company, Ltd., to the A Company
would be g30 00X $67,600, or $16,875.
, ‘
Your committee believes further amendments should be made in
section 131. Under that section as it now stands, a credit is allowed
against United States tax for income, war profits or excess profits taxes
aid or accrued to any foreign country or to any possession.of the
nited States. In the interpretation of the term ‘“‘income tax,” the
‘Commissioner, the Board, and the courts have consistently adhered to
a concept of income tax rather closely related to our own, and if such
foreign tax was not imposed upon a basis corresponding approxi-
mately to net income it was not recognized as a basis for such credit.
Thus if a foreign country in imposing income taxation authorized, for
reasons growing out of the administrative difficulties of determining
net income or taxable basis within that country, a United States
domestic corporation doing business in such country to pay a tax in
lieu of such income tax but measured, for example, by gross income,
oss sales or a number of units produced within the country, such tax
iln;s not heretofore been recognized as a basis for a credit. Your com-
mittee has deemed it desirable to extend the scope of this section.
Accordingly, subsection (f) of section 160 provides that the term
“income, war profits and excess profita taxes’”” sball, for the purposes
of sections 131 and 23 (d) (1), include a tax paid by a domestic tax-
payer in lieu of the tax upon income, war profits and excess profits
taxes which would otherwise be imposed upon such taxpayer by any
foreign country or by any possession of the United States. The limita-
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tion upon the amount of the credit will, of course, continue to apply,
go that it will be allowed only if and to the extent the taxpayer has
net income from sources within the foreign country or from sdurces
without the United States, as the case may be. : -
- Subsection (a) of section 160 still further amends section 131 of the
Code s0 as to enable a taxpayer who has paid or accrued foreign income
taxes to claim such taxes as a credit against his tax liability or, in the
alternative, as a-deduction from gross income. Existing law provides
that, if “‘the taxpayer signifies in his return,” the tax imposed shall be
credited with the foreign tax. On the deduction side, 1t is provided
that the taxpayer may use the foreign tax as a deduction from grosed
income if he ‘“does not signify in his return his desire to have to any
extent” the credit provided in section 131. It is believed desirable to
allow the taxpayer the option to say whether he desires a credit or a
deduction, or to change such option at any time prior to the running
of the statute of limitatiors against assessment of the tax. However,
if a taxpayer is allowed to any extent the credit for foreign tax, no
‘portion of such foreign tax can be allowed as a deduction. It is only
where no credit is allowed that any deduction can be taken for foreign
m ..

An amendment to subsection (b) of section 131 was found by your
committee to be necessary -because of the method of computing
“normal tax net income’’ provided in section 105 of the bill, amending
section 13 (a) (2) of the Code. Under existing law in computing
“normal tax net income’’ the excess profits tax imposed under chapter
2E is allowed as a deduction. Under the revenue bill of 1942, how-
ever, the adjusted excess profits net income is'deducted from ad;usted
net income in the ascertainment of ‘“normal tax net income.” To

reserve the appropriate ratio between the numerator and the denom-
mator of the limitation fraction under section 131 (b), it is necessary
that adjusted net income be not reduced by the amount of the adjusted
excess profits net income for the purposes of that section, and section
160 (d) amends section 131 (b) 80 as to accomplish such result.

Your committee has given careful consideration to a ax:igested
amendment to section 131 which would in substance provide that the
credit for foreign taxes on foreign income not reported in the taxable
year because of its bein,%x blocked should be deferred and allowed in
the taxable year in which such income is released and realized for in-~
come tax purposes. The committee has not adopted such an amend-
ment for the reason that it believes the amendment to be unnecessary.
Under & pmd)er interpretation of existing law, the credit for foreign
taxes, as well as the various allowable deductions, follows the income
into the taxable year in which it is realized for purposes of the income
tax law. The committee feels, in view of the importance of this
question to a large number of taxpayers, that the matter is one which
i: would be appropriate to cover specifically by departmental regu-

tion. ‘

SECTION 161. EXTENSION OF CONSOLIDATED RETURNS
PRIVILEGE TO CERTAIN CORPORATIONS

| .This section is substantially the same as section 142 of the House
bill with the exception of changes relating to the inclusion or non-
inclusion of certain corporations within the affiliated group. ’
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Section 141 of the Code, as amended by this section, extends the
privilege of making: consolidated income tax returns, as well as con-~
solidated excess profits tax returns, generally, to all affiliated groups
of corporatious subject to such taxes. A group electing to take advan-
tage of this privilege for any taxable year must file both consolidated
income and excess profits tax returns for such year. - . -~ .

Since certain corporations which are subject to the income tax are
exempt from the excess profits tax, the House bill provided that. the
group making a consolidated income tax return may include corpora-~
tions not includible in the group making a consolidated excess profits
tax return, but that such group for the purposes of the specific tax
imposed should include all the elifible corporations- sub{ect. to such
tax. - Your committee, however, believes it desirable that the affiliated
group of ctz?orations be identical both for consolidated income and for
consolida excess profits tax return purposes. It has therefore.
amended sections 141, 725, and 727 of the Code 80 a8 to provide that
any corporation which has joined in a consolidated income tax return
shall not be exempt from excess profits tax. - Consequently, an includ-
ible corporation as defined in section 141 (e) which is a member of &
grm:i;]) m.§ a consolidated income tax return will be required to join in
the filing of the consolidated excess profits tax return. This is ad’mmis- '
tratively expedient both from the standpoint of the Government and
the taxpayer. In addition, it- prevents the disqualification for con-
solidated excess profits tax return purposes of groups which are eligible
for consolidated income tax return purposes in those cases where the
common parent corporation would otherwise be exempt from excess
profits taxes under sections 725 and 727 of the Code. L -

Existing law, as well as section 141, as amended by this bill, pro~
vides that consolidated returns may be filed by an affiliated group
only if all corporations which were members of the ug at any
time: during the taxable year for which such returns are filed consent
to the consolidated returns regulations. Under such a rule a group
which, without obtaining the required consents, had disposed of an
affiliate prior to the time that recommendations were made to Con-
g:;ess by the Treasury Department that consolidated returns should

extended for |income as well as excess-profits-tax purposes would
not be able to avail itself of this provision. Your committee has
therefore provided that a corporation which is not & member of the
affiliated group after March 31, 1042, of the last taxable year of the
group beginning before April 1, 1842, shall not be considered a member
of the group for consolidated income-tax return purposes although it
shall be considered a member for consolidated excess-profits-tax-
return purposes.: : ‘ o R
* The surtax imposed by section 15 or seétion 204 upon an affiliated
group ﬁlmg a consolidated income-tax return shall first be computed
under such section upon.the basis of the consolidated corporation
surtax net income and the amount 8o determined shall then: be in-
creased by 2 percent of the consolidated corporation surtax net income.
Your committee has retained the $5,000 specific exemption from excess-
profits tax in existing law, instead of the $10,000 exemption provided
in the House bill, and has made the appropriate amendment in this-
section to ap (liy this to affiliated groups. S :

The consolidated normal tax net income, the consolidated corlpom-
tion surtax net income, and the consolidated-capital gains .and losses
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of the group are among those factors with respect to which the Com-
missioner, in view of experience with current and past consolidated
returns regulations, is expected to prescribe regulations in order to
reflect clearly the income and excess profits tax liability of the group
and of each member thereof and the various factors necessary for the
determination of such liability. In addition to these matters, your
committee expects that such regulations will provide for the applica-
tion of the excess profits relief provisions, and the provisiona of section
710 (a) (1) (B} limiting excess profits taxes, in cases where consolidated
returns are filed. Although the present regulations with respect to
the determination of consolidated net income quite properly limit the
deduction of the net operating loss carry-over of a member of a group
from years prior to that in which its income is first included in a con-
solidated return to the amount of the separate income of such mem-
ber, this section provides that such limitation shall not be applied
to prevent the portion of the net operating loss carry-over which is
attributable to a 1941 war loss of the member (see sec. 158 of the bill)
being taken into account in'computing consolidated net income.

An affiliated group is formed when 95 percent of the voting power
of all classes of stock and at least 95 - percent of each class of nonvoting
stock, excapt nonvoting stock which is limited and preferred as to
dividends, of each includible corporation (except the common parent
corporation) are owned directly or indirectly by one or more of the
other includible corporations, and the common parent corporation
owns directly stock possessing at least 95 percent of the voting power
of all classes of stock and at Feast 95 percent of each class of the non-
voting stock, except nonvoting stock which is limited and preferred
as to dividends, of at least one of the other includible corporations.

The House bill defined ““includible corporations’” as in existing law
with some exceptions, A corporation which would otherwise not have
been an includible corporation because entitled to the benefits of sec-
tion 251, by reason of receiving a large percentage of its income from
sources within possessions of the United States, could elect not to be
taxed under such section and to be an ““includible corporation.” This
election was based upon section 134 (b) of the House bill which sub-
jected, to tax in the case of certain corporations subject to section 251,
mcome which under provisions of existing law would not have been
subject to the tax. Your committee has deleted section 134 (b), and
has made a corresponding amendment to section 141 removing this
election from scction 251 corporations, ;

The House bill also provided that personal holding companies as
defined in section 501 were not includible corporations for either income
or excess profits tax purposes. In determining whether the gross
income of a corporation satisfied the gross income requirement for
personal holding companies for the purposes of section 141, as provided
in that bill, income derived from other members of the rffiliated grovp
was to be eliminated. However, if the common parent corporsation
satisfied the stock ownership requirement of section 501 (a) (2), end
the gross income requirement of the group satisfied the gross imcome
requirement of section 501 (a) (1), such group might make a consoli-
dated income tax return. In addition, the House bill excluded from
the definition of “includible corporations’’ personal service corporations
"and, for consolidated excess profits tax return purposes, corporations
exempt under section 727 from the excess profits tax. In the light



THE REVENUE BILL OF 1942 135

of its policy to make available the consolidated return privilege to as
wide a group of corporations as possible, your committee has deleted
these last three exceptions with respect to personal holding companies,
personal service corporations, and corporations otherwise exempt from
excess-profits tax. In line with this policy, your committos has also

 stricken out the subsection which made consolidated income tax re-
turns available only to personal holding companies if an affiliated group
of which such companies were members satisfied the personal holding
company requirements upon a group basis.

Tge consolidated return privilege is not extended for the purposes
of the surtax on personal holding companies imposed by section 500,
except in the case of affiliated groups of railroad corporations which
would have been entitled to file consolidated returns under section 141
prior to its amendment by this bill.

{ SECTION 162. ALIENS AND FOREIGN CORPORATIONS
TREATED AS NONRESIDENTS

AND

SECTION 211, APPLICATION OF EXCESS PROFITS TAX TO
CERTAIN FOREIGN CORPORATIONS

Under existing law nonresident aliens and foreign corporations™are
divided into two classes: (a) Those not engaged in trade or business
within the United States and not having an office or place of business
therein and (b) those engaged in trade or business within the United
States or having an office or place of business therein. Thosc falling
within classification (¢) aro gencrally taxed at a flat rate upon the
gross amount of dividends, interest, and other fixed or determinable
annual or periodical income from sources within the United States.
Those falling within classification (8) are subject to tax at the rates
gencrally applicable to individuals and domestic corporations
éespecbively, ut only upon income from sources within the United

tates, :

A tendency has arisen, principally on the part of foreign corpora-
tions which are substant{a{,holders of the stock of domestic corpora-
tions and, occasionally on the part of nonresident alien individuals,
to at,t,emﬁt, to establish that they have an ‘“‘office or place of business’’
within the United States and hence securc the very different tax
treatment accorded taxpayers within class (b): Since such corpora-
tions and individuals engege in no other economic activities in the
United States, they cannot be said to he engaged in trade or business
within the United States. ‘

It appears to your committee to be in the interests of good adminis-
tration to establish but one test (as is done with respect to capital-
stock tax in section 1200 of the Code) in ascertaining the classification
of foreign entities, namely, whether or not it is engaged in trade or
business within the United States. Such amendment narrows sharpl
the field of uncertainty arising in such cases and removes a possw) [
avenue of tax avoidance to large foreign corporate and other holders
of domestic securities,

Accordingly, section 162, which corresponds to section 143 of the
House bill, amends sections 14 (c), 119 (a) (1), 143;25) (1), 143 (b)
144, 204 (d), 211 (a) (1), 211 (b), 211 (c), 219, 231 (a), 231 (b) &
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251 (e) relating to the tax imposed by chapter 1 b st.nkm%’ ing out
“and not having an office or place of business therein”yor like clause
wherever occurring therein. Similar changes are made applicable in.
section 211, which is identical with section 207 of the House bill, to
the excess profits tax imposed by chapter 2 of the Code.

SECTION 163. DEDUCTIONS FOR ESTATE TAX AND IN
' COME TAX OF ESTATE ~

This section is & new section inserted to replace the som:what nar-
rower provisions of subsection (c) of section 118 of the House bill.
It amends section 162 (relating to net income of estates and trusts) to
provide that unless a specified statement has been filed, no deduction
shall be allowed under section 23 (except subsection w, relating to
deductions of estate, and so forth, on account of decedent’s deductions),
in computing the net income of the estate for income tax purposes, on
account of amounts allowable as a deduction under section 812 (b) in
computing the net estate of the decedent for estate tax purposes. The
required statement shall be filed within the time and in the manner
and form prescribed by the Commissioner, and shall be to the effect
that the amounts in question have not been claimed or allowed as a
deduction under section 812 (b) and®that the right to have such
amounts allowed at any time as a deduction under section 812 (b)
is waived. This amendment does not affect the character of the
items deductible under section 812 (b).

The amendment made by this section is applicable with respect to
taxable years beginning after December 31, 1941, except insofar as
it relates to section 23 (a) (2) of the Code, in which case it is made
applicable to the same taxable years and to the same revenue laws as

e amendments made by sectjon 121 of thebill (relating to nontrade
or nonbusiness deductions), % ‘

SECTION 164. PENSION TRUSTS

This section corresponds to section 144 of the House bill and
amends section 165 of the Code, relating to taxation of employees’
trusts, section 23 (p), relating to deduction for an employer’s contri-
butions to a pension trust, and section 22 (b), relating to taxation of
anL.uities, . * *

AMENDMENTS TO SECTION 165

Your committee has made several changes in the House amend-
ments to section 165, relating to employees’ trusts. Subsection (a)
has been amended to provide specifically that it apply to trusts which
will benefit employees’ beneficiaries as well as the employees them-
selves. This is in accordance with the interpretation that has for
some time been placed on existing law. It is understood that a plan
is for the exclusive benefit of employees or their beneficiaries even
though it may cover former employees as well as present employees
and employees who are temporarily on leave, as, for example, in the
military or naval forces. The provision of existing law which permits
an employer to recover contributions made to a trust after all the
liabilities of the trust have been satisfied has been restored. -~

Section 165 (a) (3) has been amended to allow an employer to desig-
nate several pension, stock bonus, profit sharing,-and annuity trusts
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and plans as constituting parts of a plan which he intends to qua“],ig
under this subsection, and if all of ;.;tg_qse so designated cover a suffi-
cient proportion of the total employees, the coverage is adequate
without requiring a definite proportion.of the employees to be in-
cluded in any one plan. The provision in section 165 (a) .(3) (A)
requiring: 70 percent of all the employees .(excluding. certain short
service, seasonal and part-time employees) has been broadened to
permit qualification of a trust covering 80 percent of the eligible em-
ployees, if at least 70 percent of all employees are eligible. The per-
missible exclusion from the computation of the foregoing percentages
of employees whose eustomary employment is not more than 3 hours.
per day or 3 months per year has been changed to permit the exclusion
of employees whose customary em%oyment is not more than 20 hours
er week or 5 months per year. If a plan fails to qualify under the
oregoing percentage requirements it may still qualify under section
165 (a) (3) (B), Yrovided always that (as required by pars.. (3) and
(4)) the plan's eligibility conditions, benefits and contributions do
not discriminate in favor of employees who are officers, shareholders,
supervisory employees, or highly compensated employees. The
House bill contained a discrimination test with respect toelé]gibility
conditions different from that imposed with respect to.benefits and
contributions. - This difference has been removed by amending the
latter to agree with the former. If several trusts, or a trust and an
annuity plan, are designated by the employer as a plan to satisfy the
coverage requirements of section 165 (a) (3), then in consicﬁ;rixig
such trusts and annuity plans as one plan there must be no discrimina~-
tion under section 165 (a) (4). . . R
As stated in the House committee report, one of the purposes of the
alternative qualification provision pmvided in section 165 (a) (3).(B)
is to make it possible for plans that supplement the Social Security
program to qualify. A new paragraph %)5) has been inserted in order
to mention in the law itself some of the acceptable provisions found
in plans supplementary to the Social Security Act,.both with respect
to eligibility conditions and as to the scale of benefits and contribu-
tions. The acceptable provisions mentioned in the law are not intended
to be exclusive: For example, there would also be permitted. to qualify
under section 165 (&) (3) (B) plans limited to employees who have
reached a designated age or have been in the employer’s employment
for a designated number of years or are employed in certain designated
departments or are in other classifications, provided that the effect
of covering only such employees does not discriminate in favor of
oﬁicolars, shareholders, supervisory employees, or highly compensated
employees, ' . o
heyprovisiOns with respect to contributions or benefits among
employees may vary as long as the effect of the plan as a whole does
not favor officers, shareholders, supervising employees, or highly
compensated vempioyees ‘over other employees, For example, an
employer.-may have a plan whereby each employee will contribute 3
percent of the first $150 of his regular monthly earnings, 4 percent
of the next $100 of such earnings, and 6 percent of such earnings over
$250, and the employer will contribute for the benefit of each employes
an amount equal to that contributed by the employee. Similarly,
a plan might provide for a greater percentage of contributions with
respect to earnings of employees in excess of a designated amount



138 THE REVENUE BILL OF 1042

such as $5,000, as long as such greater contributions do not have the
effect of creating discriminations in favor of a class of employees
consisting of the officers, shareholders, supervising employees, or the
highly compensated employees. : '

The provisions of the House bill with respect to section 165 (b),

concerning the taxation of the beneficiary of a trust which meets the
requirements of section 165 (a), havo not been changed except to take
carc of the situation where an employee receives the total distribu-
tions that he is entitled to under the plan in 1 taxable year on account
of his separation from the service. 1In such a case, it 18 provided that
the amount of such distributions to the extent that it exceeds the
amounts contributed by the employee shall be considered a gain from
the sale or exchange of a capital asset held for more than 6 months;
For example, if under a profit-sharing trust, the total distributions to
which an employee is entitled are paid to the employee in the year in
which he retires or sevérs his connection with his employer, or to his
widow if he dies during the course of his employment, the amount
received by the employee or widow to the extent it exceeds the em-
plo%ce’s contributions will be considered a gain from the sale or
exchange of a capital asset held for more than 6 months,
- With respect to section 165 (c), the House bill providedjthat if a
trust-is nonexempt under section 165 (a), contributions made by an
employer for an employee whose interest is nonforfeitable, must be
included in the gross income of the employee in the taxable year of
the employee when the employer’s contribution is paid. That provi-
sion is retained, but there has been eliminated the additional provision
in the House bill to the effect that all past employer’s contributions
to a nonexempt trust on a forfeitable basis would becomo taxable to
the employee in the single year in which the benefits provided thereby
might become nonforfeitable.

AMENDMENTS TO SECTION 23 (P)

The House bill is revised to refer to the employer’s payments to or
under stock bonus, pension, profit-sharing, or annuity plans as
contributions instead of as compensation. Reference to them as
contributions is in accord with general usage and the provisions of
section 165. This change in language is not intended to modify
the provisior ir section 23 (p) that a contribution to be deductible
under section 23 (p) must meet the requirements of section 23 (a).

The House bill limited the employer's deduction in the year of
payment to 5 percent of the compensation paid to the employees,
with any excess spread over a 5-year period. For plans for which the

early contribution is not in excess of that limit, that basis is of
gene it to both the Treasury and the employer in making it unneces-
sary for the employer to submit, and the Treasury to review, detailed
actuarial calculations. However, to avoid possible abuse, the House
bill is revised to have the reasonableness of the deductions claimed -
made subject to periodical examinations by the Commissioner at not
less than 5-year intervals. The House bill is also revised to make
clear that the 5 percent in the test is the relationship of the employer’s
aggregate contributions for all employees under the plan to the
aggregate compensation paid to all the employees under the plan,
and not a test to be applied separately for each employee.



THE REVENUE BILL OF 1042 139

- Further provision is, however, necessary for those plans under which
the employer’s contributions in any given year may properly exceed
5 percent of compensation., Those plans fall into several general
classes. ' Under one class, the employer’s contributions for both past
and current service credits are determined actuarially. in terms of a
level amount, or a‘level percentage of compensation, over the re-
maining future service of each employee. This class usually includes
pension trust plans whether financed through an invested trust fund
or through the purchase of level premium annuity contracts by the
trustee. As an illustration, the actuary may determine, on the hasis
of a study of all the relevant data and appropriate assumptions as to
mortality, interest, and other pertinent factors, that if the employer
contributes yearly 4 percent of the total compensation of the em-
ployees for current service credits and 3 percent for past ‘service
credits——makin% a total of 7 percent, the trust may be expected to
have sufficient.funds to pay aﬁ of the pensions provided by the plan,
From time to time the actuary will presumably compare the actual
experience with the assumptions he made to determine if the 7 percent
contribution rate should be continued unchanged or should be modified
to assure that the funds already accumulated in the trust plus future
employer and any employee contributions will enable the pensions
provided to be.paid. The committee feels that for such cases the
employer’s contributions are a proper deduction, even if in excess of
5 percent. Appropriate revision to that effect has been made, subject
to the requirement (in order to avoid possible abuses) that the
actuarial computations be on a basis permitted under regulations
prescribed by the Commissioner with the approval of the Secretary,
and, if three or less employees account for more than 50 percent of the
unfunded cost, to require distribution of the unfunded cost for such
employers over a period of 4t least 5 taxable years.

Under another class, in lieu of the level amount or level percentage
basis already referred to, the employer may elect to provide duri
each year of an employee’s active employment the, cost of thc actua
pension credit arising out of that year of employment. As that cost
for a given amount of pension or annuity credit for a given employee
increases as he becomes older, it is obvious that the cost is not dis-
tributed as a level amount or level percentage over the remaining
future service, but as an increasing amount or percentage. Whether
the aggregate amount or percentage for all employees increases, de-
creases, or remains unchanged frem one year to another depends upon
the effect of changes in personnel, etc., during the period in question,
This particular method is used: for most annuity plans under which
the employer sets up an employee retirementt plan under a master
group annuity contract issued Y an insurance company. In such
case it is obvious that the normal cost in any year is the amount re-
quired by the insurance company for the annuity arising out of that
year's service, : .

Since there are in general use different methods for determining the
employer's normal cost under acceptable plans, the House bill has been
revised to permit an employer to use as an alternative to the 5-percent
test with the distribution of any remaining unfunded cost as a level
amount or level percentage, any of the other recognized bases of
determining normal cost, provided it is done in accord with regulations

77611°—42~—10
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rescribed by the Commissioner with the approval of the Secretary.
he Lﬁrovismn for this alternative also includes a reasonable procedure
for the deductibility of the cost of past service credits (not included
in' the normal cost). The procedure will allow deductions for
amounts contributed for past service credits in the year when made,
up to an amount not in excess of one-tenth of the cost required to
completely fund or purchase the past service credits as of the date
they are included in the plan. This deduction is in addition to the
normal cost deduction and is also subject to its determination being
in accord with the regulations. :
The revisions also provide that if an employer contributes in a given
ear amounts in excess of the maximum deductible under the revised
ﬁmitations, the excess shall be deductible in the first succeeding
taxable year or years in which the employer pays less than the maxi-

mum allowable as a deduction. : S
. In the case of employers providing pension plans by the purchase of
annuities instead of by contributions to a trust, under section 23 (p) (1)
(B), as amended by your committee, if the annuity plan meets the
requirements of section 1656 (a) (3), (4), (5), and (6), although no
trust need be involved as a part of the plan, and if refunds of premiums,
if any, are gpplied within the current taxable year or next succeeding
taxable year toward the purchase of such retirement annuities, the
maximum employer deductions will be determined in & manner con-
sistent with the case of employer contributions to a pension trust.

The maximum amount deductible in the year of payment in the
case of an employer’s contributions to a stock bonus or profit-sharing
trust has been increased from 5 to 156 percent of : the 'aggregate
compensation of the persons who are made the beneficiaries of such
contributions, If the employer pays less than such 15 percent in
any year, then the difference may be carried forward to increase
permissible deductions in subsequent years, subject to certain limita-
tions. If the employer contributes more in any particular year than
the maximum amount deductible, the excess may be deducted in the
first succeeding taxable year or years in which he pays less than the
maximum for that year,

- If an'employer has a pension trust plan or an annuity plan and in
addition a profit-sharing or stock-bonus plan then, unless no- employee
is a beneficiary under more than one trust, or & trust and an annuity
plan, the total amount deductible in & taxable year under such trust
and plans shall not exceed 26 percent of the compensation otherwise
E’aid or accrued during the taxable year to the employee beneficiaries.

rovision is made, subject to certain limitations, to carry over for the
purpose of deduction in‘succeeding taxable years amounts contributed

In any year in excess of 25 percent of such compensation.. :

. If contributions are paid to a trust under a plan and the trust and
plan do not meet the requirements of section 165 (a) or are paid for
an annuity contract and the annuity contract is not purchased under
a plan which meets the requirements of séction 165 (a) (3), (4), (5),
and (6), the emgll:)lyer will receive no deduction for such amount so
paid or accrued unless the employees’ righta are nonforfeitable at the
time the contributions are made, in which case the employer may be
allowed a deduction for the full contribution in the year in which the
contribution is made. ' If the employee’s ng}:ct: are nonforfeitable at
the time of the contribution, the employee mes taxable upon the

.
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dmount so paid in the year in which the contributions are made, as
provided in the amendments to: sections 1656 and 22 (b):(2); If an
émployer on the'accrual basis defers ‘pl&.yingrany compensation to the
employee until a later year or years under an arrangement having the
effect of a stock bonus, pension, profit-sharing, or annuity plan-or
similar -plan :deferring the receipt of compensation, he will not:be
allowed a deduction until the year in which the compensation is paid.
This provision is not intended to cover the case where an. employer on
the accrual basis defers payment of compensation after the year of
accrual merely because of inability to pay such compensation in the
year of accrual. ' .

TAXATION OF EMPLOYBES' ANNUITIES

Your committee has not changed the provisions of section 144 (c), of
the House bill, relating to employees’ annuities, except in two respects,
If an annuity contract is purchased for an employee by a religious, edu-
cational, or charitable organization, which is exempt under section 101
(6), the employee will not be required to include in his-income the
amount pais by his employer for such apnuity contract until hé actu-
ally receives or there is made ayailable to him the amounts required to
be paid under the annuity contract, regardless of whether the annuity
plan meets the requirements of section 165 (a) (3), (4), (5), and (6) and
whether the employee’s rights are nonforfeitable. The provision in
the House bill to the effect that if the rights of the employee change
from a forfeitable to a nonforfeitable right, under a plan which does
not meet the requirements of section 165 (a), the amount paid by the
employer shall be included in income of the employee in the year in
which the change occurs, has been stricken. _Any amounts contributed
by an employer for the benefit of an employee whose rights are
forfeitable at the time of the contribution, will not be required to be
included in the income of the employee until such amounts are actually
received or made available to the employee. | ‘

BFFRCTIVE DATE OF AMENDMENTS

Your committee has changed the provisions of section 144 (d) with
respect to pension, annuity, stock bonus, and profit-sharing plans
which were in effect on or l’)efore Segtemi:er 1, 1942, Such a plan
shall not become subject to the provisions of section 165 (a) (3), (4),
(6), and (6) (relating to ‘covem.ge and discriminations) until the
beginning of the first taxable year beginning after December 31, 1942,
For the taxable year 1942, 4 trust under such a plan will be exempt
merely by complying with section 165 (a) (1) and (2), which reads
substantially the same as in the existing law. The employer in the
taxable year 1942 will be allowed as a deduction the amount allowable
under section 23 (p) as amended by this act, but not less than the sum
of the amounts contributed prior to September 1, 1942, and deductible
undeér section 23 (a) or 23 (p) prior to amendment by this act, and
such portion allowable under section 23 (p) as amended as the number
of months in the taxable year beginning with September is to 12,
The maximum amount allowable as a deduction for such contribu-
tions made during that portion of the taxable {year beginning with
September 1, 1942, and ending with the close of the taxable year, is
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such proportion of the maximum amount allowable under section 23
(p), as amended, as the number of months in such period is ti; 12.

With respect to the taxable year 1943, it s provided that in the case
of a plan in effect on September 1, 1942, if it satisfies the requirements
of section 165 (a) (3), (4), (6), and (6) by December 31, 1943, it shall
be considered as satisfying such requirements for the period beginning
with the beginning of the first taxable year following December 31,
1942, and endi‘nfg ecember 31, 1943, :

In the case of plans not in effect on or before September 1, 1942,
the amendments made by section 164 are applicable to all taxable
years beginning after December 31, 1941. However, if such plan
satisfies the requirements of section 165 (a) (3), (4), (5), and (8) by
December 31, 1943, it shall be considered as satisfying such require-
ments for the period prior to such date. '

EFFECT OF AMENDMENTS ON INVESTMENT COMPANY ACT OF 1940

Section 3 (¢) (13) of the Investment Company Act of 1940 excludes
from the definition of the term ““investment company” any employces’
stock bonus, pension, or profit-sharing trust which meets the con-
ditions of section 165 of the Internal Revenue Code. Since the biil
amends section 165 and incorporates therein requirements which are
stricter than those of the existing section 165, such a trust to be ex-
cluded from the definition of investment company under the In-
vestment Company Act of 1940 will hereafter be required to meet tho
tax exemption conditions of section 165, as amended by the bill.

SECTION 165. LIFE INSURANCE COMPANIES

This section is tho same as section 145 of the House bill except for
certain changes of a technical nature and changes with respect to
foreign life insurance companies, burial or funeral benefit companies
capital gains and losses, assessment companies, amortization of
premiums and accrual of discount, and adjustment for reserves on
nonlife business, _

Under existing law life insurance companies pay a comparatively
small amount of income tax, There are two main reasons for this
situation, '

First, under existing law, which taxes only investment income, the
companios are allowed an extremely liberal deduction for earnin
needed to maintain reserves, This deduction is computed at the
rate of 3% percent of the mean of the reserves required by law (with
respect to some reserves, at 4 percent), although the average rate of
interest earned by all life insurance companies is less than 3 percent,
and the average rate of interest assumed in computing reserves is
about 3% percent. _

Second, under existing law life insurance companies are in effect
allowed to deduct part of their tax-exempt interest twice. The total
amount of tax-exempt interest is excluded from the gross investment
income. The remaining taxable part of the gross investment income
is then reduced by the allowance for earnings on reserves, computed at
3% percent of the mean of the legal reserves. Part of the earnings
on reserves is derived from tax-exemf)t interest; yet the whole allow-
ance for reserve earnings is deducted from taxable investment income,
That part of tax-exempt interest used to maintain reserves (which
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includes the bulk of tax-exempt income) is therefore deducted twice,
once by the exclusion of tax-exempt interest from the tax base, an
a second time as part of the reserve earnings deduction. Co

In order to arrive at an equitable solution of the proper amount to .
be allowed as a deduction for the earnings needed to maintain the
reserves, the bill provides that a ‘“reserve and other policy liability
credit”’ be substituted for the present reserve-earnings deduction, the
deduction for interest paid, and the deduction for deferred dividends.
This credit is a flat percentage of net investment income after deduct-
ing tax-exempt interest. The application of the percentage to net
income after deducting tax-exempt interest eliminates the double
deduction for such interest allowed under existing law. The percent~
age is to be the same for all companies and is to be determined on the
basis of the aggregate deductions of all companies for reserve earn-
ings, interest paid, and deferred dividends. For example, for 1941,
the aggregate deductions of all companies for these items, under the
formula for determining them set forth in the bill, amount to approxi-
mately 93 percent of the aggregate net investment income after.de-
ducting tax-exempt interest, according to preliminary figures subject
to revision on the basis of a more complete analysis. The figure for
each taxable year is to be determined and proclaimed by the Secre-
tary of the Treasury, based on such data with respect to life insurance
companies for the preceding year as the Secretary considers repre-
sentative for such year.

The application of the reserve and other policy liability credit may
be illustrated by the following examples:

Example 1: The X life insurance company for the calendar year
1942 has gross income, consisting of interest and rents, of $4,000,000
of which $700,000 consists of wholly tax-exempt interest. It has
investment expenses of $100,000, real estate e?enses of $80,000 and
depreciation of $20,000. Its net income and its normal tax net
income is accordingly $3,100,000 ($4,000,000 less investment expenses
roal cstate expenses, and depreciation amounting to $200,000 an
wholly tax-exempt income of $700,000). Assuming that the éqcretary
of the Treasury makes no change in the tentative figure for 1941
referred to above (93 percent) the X life insurance company is entitled
to a credit of $2,883,000 ($3,100,000X93 percent) and its adjusted
normal tax net income as well as its adjusted corporation surtax net
income is $217,000 ($3,100,000—$2,883,000).

Example 2: If in example (1) $100,000 of the $4,000,000 gross income
of the X life insurance company for the calendar year 1942 consists of
partially tax-exempt interest, in addition to the $700,000 of wholly
tax-exempt interest, its corporation surtax net income and adjusted
corporation surtax net income would be the same as in the above
example: Its normal tax net income, however, would be $3,000,000
($4,000,000 less $200,000 less $700,000 less $100,000), its credit would
be $2,790,000 ($3,000,000X93 percent) and its adjusted normal tax
net income would be $210,000 ($3,000,000—$2,790,000).

Section 201 (a) (1) (relating to imposition of tax) and (3) (relating
to foreign life insurance companies not carrying on an insurance
business within the United States) except for technical changes and
changes making it a tax imposing section for both normal and surtax
is the same as section 201 (b) (1) and (3) of the Code.
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- Section 201 (a) (2): (relating to foreign life: insurance companies)
changes the method of taxation. of a.-foreign life insurance ‘company
carrying on a life insurance business within the United States so that
the tax will not be imposed on its income from sources within the
United States, as under the House bill, or on the share of its net in-
come from all sources which reserve funds held on United States busi-
ness bears to its total reserve funds, .as under existing law. Such a
company if it qualifies as a life insurance company with respect to its
United States business will be taxable in the same manner as a domestic
life insurance company exce{)t_ that the determinations necessary for
the purposes of chapter 1 will be made on the basis of the income, dis-
bursements; assets, and liabilities reported in the annual statement of
its United States business on the form a;iprovedf for life insurance
companies by the National Association of Insurance Commissioners.
The effect of this is to tax the United States business on its investment
income from all sources as if it were a separate domestic corporation.
Canadian life insurance: companies; -which. are the:companies chiefly
concerned, object to existing law because the rate of interest earned
on UInited States securities 1n which they arg required to invest the
reserves and surplus held for the protection of their United States
business, is ]ess than that earned on foreign securities. In addition,
the proratinf, in effect, allows only part of tax-free interest to ‘be
exempted. 1t is contended that the provisions of the House bill are
inequitable. ‘ " ‘ R
" Section 201 (b) (relating to definition of & life insurance company)
revises the definition now contained in section 201 (a) of the Cocf;'.
Burial or funeral benefit companies, which were excluded from the
House bill. to require payment of taxes on income from the manufac-
ture of supplies and the liﬁrformance‘of funeral services, are permitted
to continue to qualify aslife insurance companies until January 1,1944,
to enable them to' rearrange their -method .of doing business where
necessary. For taxable years beginning January 1, 1944, such com-
panies engaged direcrt;lr in the manufacture of funeral supplies or the
performance of funeral services are excluded and are taxed under sec~
tion 204 or 207 as the case may be. Technical changes are made to
dist,igguish‘in 8 clearer manner the types of insurance contracts in-
cluded and to emphasize the fact that the unearned premiums and
unpaid losses on noncancelable life, health, or accident policies, not
included in life insurance reserves, are included for purposés of the
definition of a life insuran¢e company only, Since noncancelable
contracta of health and accident insurance require the accumulation
of substantial reserves against increased future risks, the writing of
such insurance is analogous to life insurance and the definition
been changed to permit such’companies to be taxed as life insurance
companies, The unearned premiums and unpaid losses on non-
cancelable life, health, or accident policies, not included in life insur-
ance reserves, are added to such reserves in determining whether a
company is to be considered a life insurance company. The life in-
surance reserves defined in subsection (c) (2) as they pertain to non-
cancelable health and accident insurance policies are those amounts
which must be reserved, in addition to unearned premiums, to pro-
vide for the additional cost of carrying such policies in later years
when the insured will be older and subject to greater risk and when
the cost of carrying the risk will be greater than the premiums then
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being received: As the term is used in the industry, a noncancelable
insurance policy ‘means a contract which the insurance company is
under an obligation to renew at a specified premium, and with respect
to which -a reserve in addition to the unearned premium must be
carried. to cover the renewal obligation. In view of the fact that
classification as a life insurance company depends upon whether cor+
tain reserves comprise more than 50 percent of its total reserves, the
term ‘“‘total reserves’’ is defined.” This will make it easier to deter-
mine whether an insurance company can qualify as a life insurance
company. : S . R

Section 201 (¢) (1) corresponds to section 202 (a) (1) of the Code.
Gains from sales or exchanges of capital assets which were included
10 the House bill are eliminated. - ’ o

Section 201 (c) (2) is new and defines the term ‘life insurance
reserves.” . The definition is substantially that contained for many
gears in the regulations with the addition that the reserves must be

ased. on recognized mortality: or morbidity tables, the health and

accident reserves must be noncancelable, and unpaid loss reserves on
such health and accident confracts ara included if compunted on a
discount basis. The use of mortality or morbidity tables instead. of
experience tables as in the House bill eliminates any possibility of
excluding reserves which are based on sound tables which are not
compiled from actual experience. The elimination of contingent
claims from the House bill is to permit the liability arising from
insurance contracts providing for the payment of the proceeds in
installments certain for a specified period and a.continuation of their
installment payments to a beneficiary so long as he might live, to be
classified as a reserve if the contract involved a life contingency even
if some part of the liability was held to meet noncontingent. claims.
It is'also. made clear that life insurance reserves include reserves for
annuity contracts, including life insurance or annuity contracts com- -
bined with noncancelable health and accident insurance contracts.
The provisions of existing law with respect to rescrves of assessment
life insurance companies or associations which wetre omitted in the
House bill are inserted. : y ~ BRI

Section 201 (¢) (3) is new and defines the term ‘“‘adjusted reserves.”
‘‘Adjusted reserves’ is one of the elements to be used in arriving at the
figure to be determined and proclaimed by the Secretary under the
formula set forth in section 202 (b).  Most life insurance companies
com%ute their reserve funds on the basis of a level net premium, = A
number of life insurance. companies, however, es;l)lecinﬁ.llyl smaller coms
‘panies in the ea.rlﬁnsltageé of operation, compute their reserve funds by
some form of preliminary terih method, such as full preliminary term,
modified preliminary term '(Illinois standard) or select and ultimate.
These reserve standards require lower reserves in the earlier years of &
policy than does the more usual level net premium method. In order
to equalize the computation of the reserve-earnings deduction, an
additional amount equal to 7 percent of the life insurance reserves
computed on a preliminary-term basis is to be added in computing the
adjusted reserves. = . . : o

éection 201 (c¢) (4) is8 new. It defines the term ‘‘reserve ear
rate” and sets forth the formula for determining such rate. The
reserve earnings rate is one of the elements to be used in arriving
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at the figure to be determined and proclaimed by the Secretary under
the formula set forth in section 202 (b).. The reserve earnings rate
is determined by the use of a formula which substitutes for the present
interest rate of 3% percent a weighted average of 3% percent and the
actual rate of interest assumed by the company in computing its
reserves. . The average is computed by giving a weight of 65 percent
to the 3% percent rate and a weight of 35 percent to the actual as-
sumption rate. In defining the calculation of the average rate of
interest assumed in computing life insurance reserves the phrase
“applying ench assumed rate of interest tp,”” appearing in the House
bill, is changed to ‘multiplying each assumed rate of interest by”
for purposes of clarification.

Section 201 (¢) (5) defines the term ““reserve for deferred dividends.”
It is taken from section 203 (1) (3) of the Code. The reserve for
deferred dividends is one of the elements to be used in arriving at
the figure to be determined and proclaimed by the Secretary under
the formula set forth in section 202 (b).

Section 201 (¢) (8) defines the term “‘interest paid.” It is one of
the elements to be used in arriving at the figure to be determined and
proclaimed by the Secretary under the formula set forth in section
202 (b). Subparagraph (A) is taken from section 203 (b) (7) of the
Code. Subparagraph (B) is new and includes amounts in the nature
of interest such as so-called excess-interest dividends as well as guar-
anteed interest, paid within the taxable year on insurance contracts
(or contracts arising out of insurance contracts) which do not involve,
at the time of payment life, health, or accident contingencies. The
amendment of the House bill to include annuity contracts in the type
of contracts covered by this subparagraph recognizes the fact that
supplementary contracts not involving life contingencies may arise
from basic annuity contracts as well as life insurance contracts. It
is to be immaterial whether the optional mode of settlement specified
in the insurance contract arises from an option exercised by the in-
sured during his or her lifetime or from an option exercised by a bene-
ficiary after the policy has matured, frequéntly referred to as a supple-
mentary contract not involving life, health, or accident contingencies;
for example, a contract to pay the insurance benefit in 10 annual in-
stallments, Under existing I)i;W some question has arisen whether
such amounts are allowable deductions, in whole or in part, as interest,
or whether the capital sums on which such interest is paid come within
the definition of reserve funds required by law, of which a specified
percentage is allowed as a deduction. In Penn Muiual Life Insur-
ance Company v. Commissioner (92 F. (2d) 962), Equitable Lafe Assur-
ance Society v. Commissioner (44 B. T. A. 293 (No. 53)) and Commis-
sioner v. Pan-American Life Insurdnce Company (111 F, (2d) 366)
it was held that such capital amounts are not reserve funds require(i
by law and that only the guaranteed interest on contracts where the
option was exercised by the beneficiary is deductible as interest. The
excess interest dividends were considered in the nature of dividends
in the first two cases since the companies were mutual. In Jefferson
Standard Life Insurance Company (44 B. T. A. 314 (No. 54)) the
same conclusions were reached as to the reserve funds and as to inter-
est where the beneficiary and not the insured exercised the option.
The excess-interest dividends, however, were allowed as interest on
the ground that since the company was a stock life insurance company
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there was no element of a dividend in the excess interest paid. . Where
the option was elected by the insured the entire payment was held to
be a death benefit and not interest, ~ S

It is believed that no distinction should be made based on the
person choosing the method of payment and that the full amount of
the interest paid instead of o the guaranteed interest should be
considered as interest paid. ’l“’he guaranteed interest where the
insured exercises the option and the so-called excess interest dividends
are in 'the nature of interest even though they may not come within a
strict construction of that term. '

Section 201 (¢) (7) defines the term ‘“net income.” Subparagraphs
(A), (C), and (D) (relating to tax-free interest, real estate expenses,
and depreciation, respectively) are the same as section 203 (a) (1),
(5), and (6) of the Code. Subparagraph (B) (relating to investment
expenses) corresponds to section 203 (a) (4) of the Code. The limita~
tion on investment expenses, one-quarter of 1 percent of the book
value of the mean of the invested assets held at the beginning and end
of the taxable year, where general expenses are allocated thereto, may
operate unfairfy in the case of life companies with a high interest
earning rate. Subparagraph (B) accordingly contains an additional
allowance of one-fourth of the amount by which net income computed.
without any deduction for investment expenses allowed by that sub-
paragraph, or for tax-free interest allowed. by subparagraph (A)
exceeds 3% percent of the book value of the mean of the invested assets
held at the beginning and end of the taxable year. This additional
allowance is not available as & matter of course but is only permitted
if the company can justify it by a reasonable allocation -of actual
expenses, The addition of tax-free interest to the deduction excluded
from net income by the House bill eliminates any possible discrimina-
tion' against a compnnz holding a large proportion of wholly tax-
exempt securities, Subparagraph (E) (relating to capital losses
which were allowed as a deduction from net income in the House bill,
has been eliminated. Subparagraph (F) (relating to bond premium
deductions) included in subsection 201 (¢) (7) in tke House bill is
eliminated and included in & new subsection (e) of section 201, which
is explained below.

Section 201 (d) (rental value of real estate) with the necessary
changes is the same as section 203 (b) of the Code.

Section 201 (e) of the House bill relating to deductions of foreign
corporations is eliminated. This is necessary due to the change
made in section 201 (a) (2). '

Section 201 (e) (amortization of premium and accrual of discount)
is new and provides for the allowance of a deduction for amortization
of bond premium in a manner similar to that provided in section 201
(e) (7) ~(£) of the House bill except that the deguction'is to be allowed
without the limitations contained in section 125 of the House bill.
A new item (accrual of bond discount) is to beincluded in gross income.
The gross income, the deduction for wholly tax exempt interest, and:
the credit for partially tax exempt interest are to be adjusted by the
aBFropriate amortization of premium or accrual of discount attribut-
able to the taxable year on bonds, notes, debentures, and other evi-
dences of indebtedness held by a life insurance company. Such
amortization and accrual are to be determined in accordance with
the method regularly employed by the company, if such method is
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reasonable, and in all other cases, in accordance with regulations
rescribed by the Commissioner with the approval of the Secretary.
his treatment of bond discount and premiums will coincide exactly
with the existing accounting practice in the life insurance ‘business.
The provisions of section 113 are to be applied in any case where it
becomes necessary to determine the basis of property with respect to
which amortization is allowed, or accrual is required, under this
subsection. ‘ : _ -
Section 201 (f) is new and is designed to prevent a double deduction.
For example, it would prevent interest being included twice in the
computation of the reserve and other policy liability credit, once as
interest paid, and again as a percentage of the mean of adjusted
reserves. It corresponds to section 204 (e) of the present law.
Section 20t (g) of the House bill, relating to health and accident
insurance, is eliminated. 1ts provisions are incorporated with some
changes in section 202 (c¢) (adjustments for certain reserves) and is
lained under that subsection. .
" Section 201 (g) (credits for partially tax-free interest and for
dividends rececived) is new. This is a clarifying change to eliminate
any question as to the allowance of the credits provided in section 26
of the Code in computing normal-tax and corporation surtax net
income, S : .
Section 202 is new. The income subject to normal tax is defined
as adjusted normial tax net income. This is the net income as defined
in section 201 (c) .(7), less partially tax-exempt interest provided in
section 26 (a) of the Code, less the credit for dividends received pro-
vided in section 26 (b) of the Code, less the credit for income subject
to the tax imposed by subchapter I of chapter 2 provided in section
26 (e) of the Code, as amended, less the reserve and other policy lia-
bility credit, and plus the adjustment for certain reserves provided in
section 202 (c). The reserve and other policy liability credit is an
amount computed by multiplying the normal tax net income by a
figure to be determined and proclaimed by the Secretary of the Treas-
ury for each taxable year, This figure 18'to be based on’'such-data
“with respect to life insurance companies for the preceding taxable year
as the Secretary considers representative and is to be computed in
accordance with a formula set forth in the bill, The application and
effect of this provision are explained above in connection with the pro-
posed solution of the proper amount to be allowed as a deduction for
the earnings needed to maintain the reserves, : ‘
Subsection (¢) of section 202 (relating to adjustment for certain
reserves) is new and changes section 20 Im%‘) of the House bhill to apply
the adjustment for certain reserves to other cancelable contracts asg
well as cancelable health and accident contracts, and to add the
adjustment to the tax base rather than to net income, Such addition
to the tax base will offset the reserve and other policy liability credit.
Under existing law a life insurance company writing health or accident
or other insurance contracts is taxable only on investment income and
gince there is very little investment income derived from the invest-
ment of premiums on such contracts, the real income from the accident
and health and other business, whicfl is derived from premiums, is not
taxed. .Similar contracts written by an insurance company subject
to the tax imposed by section 204 are taxable on both investment and
underwriting income from such contracts. The segregation of can-
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celable health and accident and: other insurance business written by
life insurance companies and making the: incomie therefrom:taxable
_under section 204 or 207, as the case may be, was considered, - How-
ever, this was objected to on the ground that it would result in litige~
tion becayse of the difficulty in determining the proper apportionment
of items of expense and income  properly allocable to su¢h business

and that the segregation for reports to State insurance commissioners
is arbitrary and unsatisfactory. - : . ‘

In order to provide a more easily determinable tax base for the can-
celable health and accident and other business of life insurance com-
panies, it is provided that interest on the unearned premiums and
un;l)aid losses on cancelable health or accident or other business be
included in the tax base as determined for life insurance companies.
The interest on:these reserves would be computed at 3% percent, the
average rate of interest that is allowed life insurance companies, -
addition, in order to eliminate inequities among companies writing
policies requiring unearned premiums of widely varying size, it is
provided: that unearned premiums be considered to be not less than
25lpqrcent of net premiums written during the taxable year on such
policies, A ,

Section 203 is new. The income subject to surtax is the adjusted
corporation surtax net income. This is the net income as defined in
section 201 (¢) (7), less the credit for income subject to the.tax im-.
posed by subchapter E of chapter 2 provided in section 26 (e), less the
credit for dividends received as provided in section 26 (b) of the Code,.
as amended, but subject to the limitation provided in section 15 (a),
and less the reserve and other policy liability credit, and plus the
adjustment for certain reserves provided in section 202 (c). " The
reserve and other policy liabilitg credit is similar to that provided in
section 202 except that it is based on the corporation surtax net
income, which includes partially tax-exempt interest, instead of the
normal tax net income, ' N o
- Section ‘145 (b) contains the necessary technical amendment to sec~
tion 103 (relating to rates of tax on citizens and corporations of certain
foreign countries), which is required by reason of the amendment to:
section 201. ' Section'208 (rélating fo net dperating losses) is repealed
in view of the amendments to sections 201 and 207, - Such losses wi
be allowed to insurance companies subject to the tax imposed by sec~
gog 204, by reason of the provisions of section 204 (c) (10) of the

ode. ’ ’ :

SECTION 166. INSURANCE COMPANIES 'OTHER THAN
"LIFE OR MUTUAL AND MUTUAL MARINE INSURANCE
COMPANIES - | o

This section corresponds with section 146 of the House bill: and
amends section 204 (a), (b), and (c) of the Code. Subsection 3&) is
the same as in the House bill, except for technical changes and the
inclusion of mutual marine insurance companies. Subsection (b) is
new and amends section 204 (b) (5) (relating to premiums earned) b
adding a new sentence to provide that tinearned premiums sh
include life insurance reserves, as defined in section 201 (¢) (2), per-
‘taining to the life, burial, or funeral insurance, or annuity business of
an insurance company subject to the tax imposed by this section and
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not qualifying as a life insurance company. This change is to permit
a deduction under this section for life insurance reserves for which
the company would receive & policy and other liability credit under
sections 202 and 203 if it could qualify under section 201 as a life
insurance companry. Subsection (¢) corresponds to subsection (b) of
the House bill but contains a new provision amending subsection 204
(¢) (relating to deductions) by revising paragraph (5) so that com-
panies subject to the tax imposed by this section will be allowed the
same deduction for capital losses provided in section 117 and the same
provisions with respect to losses from capital assets sold or exchanged
in order to provide funds to meet abnormal insurance losses as are
allowed under section 207 to mutual insurance companies other than
life or marine. The application of the capital loss carry-over pro-
vided in secetion 117 (e) for the purposes of this section wilfbe subject
to the same limitations as in section 207 relating to mutual insurance
companies other .than life or marine. Subsection (¢) eliminates
paragraphs (11), (12), and (13) of the proposed amendment to section
204 (c) in the House bill and inserts a new paragraph to provide a
deduction for the few participating stock companies which pay
dividends and similar distributions to policyholders analogous to the
dividends paid by mutual companies. This would also allow a
deduction for such distributions made by mutual marine insurance
companies,

SECTION 167, MUTUAL INSURANCE COMPANIES OTHER
THAN LIFE OR MARINE ’

This section corresponds to section 147 of the House bill which
revised the exemption in section 101 (£1) of the Code so that it would
be limited to “mutual hail, cyclone, casualty, liability, or fire insur-
ance companies or associations (including interinsurers and reciprocal
undorwiiters) writing insurance contracts solely on a mutual basis, if
the mean of the ledger assets held at the beginning and end of the tax-
able year does not exceed $100,000”” and subjected such companies to
income tax on the sum of their investment and underwriting income
in a manner somewhat similar to that used under section 204 (relating
to insurance companies other than life or mutual). Your committee
has changed the exemption and completely revised the method of
taxing such companies.

Most mutual insurance companies other than life, large as well as
small, are given an outright exemption from taxation under the exist-
ing section 101 (11), although that section was originally designed to
exempt only snisll and local mutual companies. The remaining
mutual companies, with a few exceptions, ordinarily pay no tax under
the present method of computing their income even though not
gpecifically exompted from the tax.

The exemption provided in section 101 (11) of the Code, as revised
by the House bill, is further revised so that it will be limited to “mutual
insurance companies or associations, other than life or marine (includ-
ing interinsurers and reciprocal underwriters) writing no insurance
contracts other than mutual insurance contracts, if the gross amount
received during the taxable year from interest, dividends, rents, and
premiums (including deposits and assessments) does not exceed
$75,000.” Tho gross amount received from interest, dividends, rents,
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and premiums of practically. all of the farmers’ and other small and
local mutual companies is less than $75,000 and accordingly they will
not be required to file income-tax returns or pay any income taxes.
1t is estimated that over 80 percent of all companies will be exempt
from filing returns under this provision. In addition, even where such
gross amount received excceds $75,000, and an income tax return
must be filed, it is provided under section 207 (a) that no income tax is
payable if the corporation surtax net.income (which may be greater
than, but can never be less than, the normal-tax net income) is
$3,000, or less, and the gross amount received from interest, dividends,
rents, and net premiums, minus the dividends to policyholders, minus
the interest which under section 22 (b) (4) is excluded from gross in-
come is $75,000 or less. Accordingly, these provisions will impose
no hardship upon farmers’ or other small and local mutual insurance
companies other than life or marine.

In the case of mutual insurance companies other than life or marine
which are not granted exemption under scction 101 (11), it is proposed
to subject such companies to income tax at the regular corporate rates
on their net investment income or to a special tax of 1-percent on
the gross amount received from interest, dividends, rents, and net
premiums, minus dividends to policyholders, minus the interest
which under scction 22 (b) (4) is excluded from gross income, which-
ever is the greater. It is also proposed to exclude mutual marine
insurance companies from the tax imposed by section 207 and to
subject such companies to the tax imposed by section 204.

Section 207 (a) imposes a tax upon the income of mutual insurance
companies other than life or marine, Companies with corporation
surtax net income of $3,000, or less, and with gross amounts received
from interest, dividends, rents, and net premiums, minus dividends
to policyholders, minus wholly tax-exempt interest, of $75,000 or
less, pay no tax under this scction, Companies with normal-tax net
income or corporation surtax net income of between $3,000 and-
approximately $6,000 are taxed under section 207 (a) (1) at a special
notch rate of twice the standard rates. Companies with gross
amounts received from interest, dividends, rents, and net premiums,
minus dividends to policyholders, minus wholly tax-exempt interest,
ranging from $75,000 to $150,000 are taxed under section 207 (a) (2)
at a special notch rate of twice the ordinary rate of 1 percent. An
additional notch provision applies to either of the above taxes where
the gross amount received from interest, dividends, rents, and pre-
miums (including deposits and assessments) is between $75,000 and
$125,000. The tax imposed by section 207 (a) is the tax computed
under section 207 (a) (1) or 207 (a) (2), whichever is the greater.
The amount computed under section 207 (a) (1) or 207 (a) (2) (A) is
subject to the adjustment provided ip section 207 (a) (3). The tax
imposed by section 207 (a) (2) is not applicable to interinsurers or
reciprocal underwriters.

The application of section 207 (a) (1), (2), and (3) may be illustrated
by the following exalg})les: '

Example 1: The X mutual casualty insurance company for the
taxable year 1942 has a corporation surtax net income of $3,500, and
partially tax exempt income of $600, giving a normal tax not income
of $2,900 and the gross amount of income from interest, dividends,
rents, net premiums, minus dividends to policyholders, minus wholly
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tax-exempt interest is $150,000. Its excess profits net income. is
$2,900. It is not subject to normal tax as its normal-tax net income
does not exceed $3,000. Its surtax is 20 percent of $500 ($3,500—
$3,000) or $100 since that amount is less than the surtax computed
at the rates provided in section 15 (b). It has no normal tax and,
therefore, its total tax under section 207 (a) (1) is $100. Its excess
profits net income is less than $5,000 and, therefore, there is no excess
profits tax and the tax under section 207 (a) (2) is 1 percent of $150,000
or $1,500. Since the tax under section 207 (a) (2) exceeds the tax under
section 207 (a) (1) the tax under section 207 (a) is $1,500, namely,
that imposed by section 207 (a) (2).

Example 2: 1f in the above example the normal tax, corporation
surtax, and excess profits tax net income were $2,900, the gross amount
received from interest, dividends, rents, and premiums (including
deposits and assessments) were $90,000 and the gross amount of
income from iriterest, dividends, rents, and.net premiums minus
dividends to olicyhoiders, minus wholly tax exempt interest were
$70,000 the X company would be required to file a return but no
tax would be imposed. : :

Example 3: The Y mutual fire insurance company for the taxable
year 1942 has a normal tax net income of $6,000, a corporation surtax
net income of $7,000 and an adjusted excess profits net income of
$1,000. The gross amount received from interest, dividends, rents,
and premiums (including deposits and assessments) is $120,000 and
the gross amount of income from interest, dividends, rents, and net

remjums, minus dividends to policyholders, minus wholly tax-exempt
income is $100,000. Under section 207 (a) (1), without application of
section 207 (a) (3), the normal tax would be 30 percent of $3,000, or
$900 (since this 1s less than the tax computed at the rates provided in
soction 14 (b)); and the surtax would be 10 percent of $7,000, or $700
(since this is less than the tax computed at 20 percent of the excess of
‘the surtax net income over $3,000). The combined tax of $1,600
would then be reduced by applying section 207 (a) (3), since the gross
receipts are betwcen $75,000 and $125,000. The final tax under
section 207 (a) (1) would be 90 percent of $1,600, or $1,440, since the
$45,000 (the excess of $120,000 over $75,000) is 90 percent of $50,000.
The excess profits tax on the adjusted excess profits net income of
$1,000 at the rate of 90 percent is $900. Under the provisions of
section 710 (a) of the Code, as amended by section 205 (a), the excess
profits tax is $810 (90 percent of $900) since $45,000 (the excess of
$120,000 over $75,000) is 90 percent of $50,000. Under section 207
(a) (2) (A), without reference to section 207 (a) (3), the tax is 2 percent
of $25,000 (the excess of $100,000 over $75,000), or $500, since this is
less than 1 percent of $100,000. Applying section 207 (a) (3) reduces
this to $450, or 90 percent of $500. Since $450 is less than the amount
of the excess profits tax of $810 there is no tax under section 207 (a)
(2) and the tax under section 207 '(a) (1) is applicable. The Y
company would accordingly pay a combined normal tax and surtax of

$1,440 and an excess profits tax of $810 or a total of $2,250.

Section 207 (a) (4) and (5) are revised to conform to the chanFes
made in the taxation of mutual insurance companies other than life
or marine,
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Section 207 (b) (1) defines “gross investment income’’ substantiall
a8 ‘“‘gross income’’is defined In section 201 (¢) (1) (relating to life
insurance companies) except that gains from. the sale or exchange of
capital assets are included, and provision is made for both the cash and
accrual method of accounting. - - ‘

Section 207 (b) (2) defines “net premiums” in a manner, that pro-
duces substantially the same effect as in section 204 (b) (5) of the
Code, and includes deposits and assessments, but excludes amounts
returned to policyholders which are treated as dividends under
section 207 (b) 83). . -

Section 207 (b) (3) defines “dividends to policyholders’’ as dividends
and similar distributions paid or declared to policyholders. Similar
distributions include such payments as the so-called unabsorbed
premium deposits returned to policyholders by factory mutual fire-
Insurance companies. _

Section 207 (b) (4) (A), (B), (C), (D), and (E) (relating to tax-free

interest, investment ex‘i)enses, real estate expenses, depreciation, and
interest paid or accrued) are defined substantially as those terms are
defined in section 201 (c) (7) (A), (B), (C), (D), and (c) (6) (A), respec-
tively, relating to life insurance companies, except that provision is
made for both the cash and accrual method of accounting,
. Section” 207 (b) (4) (F) allows a deduction for capital losses to
the extent provided in section 117, plus losses from capital assets sold
or exchanged in order to provide funds to meet abnormal insurance
losses. Representations were made that insurance companies other
than life frequently had no control over the timing of the sale of their
assets, since 1n years of abnormal insurance losses they were forced to
liquidate assets in order to be able to pay the losses. The limitation
on capital losses imposed on corporations in general is designed to
prevent corporations from avoiding tax by timing the taking of losses
in such a way as to achieve the maximum reduction in tax. Such
a protection is necessary primarily when a taxpayer has control over
the timing of the sale of the assets. Under the circumstances that
would -be met by an insurance eompany faced with an abnormal loss
this would not be the case. Consequently losses on assets sold for
this purpose might safely be allowed as a deduction from regular
income without possibility of abuse. In attempting to put this
principle into effect the major problem is to define sales that will be
considered to have been made for the purpose of meeting abnormal
insurance losses. This has been done by taking as a normal amount
of losses an amount computed on the basis of the experience for the
preceding 5 years. Losses in a given year over and above this amount,
are considered abnormal losses. Sales of capital assets the receipts
from which do not exceed the amount of abnormal insurance losses
are considered to be sales in order to meet abnormal insurance losses
and capital losses on such sales are to be permitted as a deduction
from other income. A special rule is set forth for the application of
the 6-year capital loss carry-over provisions of section 117 (e) for
the purposes of this section in order to prevent capital losses actually
usedp to reduce net income in any year from again being used in a
future year as an offsct against capitel gains in that year.
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Section 207 (c) (rental value of real estate) with the necessary
changes is the same as in the House bill and is taken from section 203
(b) of the Code.

Section 207 (d) (amortization of premium and accrual of discount)
is new. This i1s the same, excopt for technical changes, as section
201 (o), relating to life insurance companies, and is explained-under
that section.

Section 207 (e) (relating to deduction of foreign corporations) and
(f) (relating to double deductions) is the same as section 204 (d) and
(e) of the Code.

Section 207 (g) (credits for partially tax-free interest and for
dividends received) is new. ‘This is a clarifying change to eliminate
any question as to the allowance of the credits provided in section 26
of the Code in computing normal tax and corporation surtax net
income.

SECTION 168. TECHNICAL AMENDMENT TO DEFINITION
OF “DIVIDENDS”

This amendment, with clerical changes, is required by reason of the
amendments made in sections 165, 166, and 167 with respect to
insurance companies and corresponds to section 148 of the House bill.

'SECTION 169. TRANSACTIONS IN STOCKS, SECURITIES,
AND COMMODITIES NOT CONSIDERED ENGAGING IN
TRADE OR BUSINESS IN CERTAIN CASES

This section, which is identical with section 149 of the House bill,
clarifics the meaning of the term “‘commodities’” appearing in sec-
tion 211 (b), Revenue Act of 1936, and corresponding provisions of
subsequent revenue laws by providing that goods -and merchandise
in the ordinary channels of commerce are not within the scope of
this term, so that the gains on transactiong involving such goods and
merchandise will not be exempt from tax in the case of nonresident
aliens and forcign corporations.

SECTION 170. PERIOD ¥OR FILING PETITION EXTENDED
IN CERTAIN CASES

This section does not ‘appear in the House bill,

Under existing law if a notice of deficiency in income tax is mailed
to a taxpayer he has 90 days within which to file his petition with
the Board of Tax Appeéals. In the case of a taxpayer in remote
places, such as Hawaii or Alaska, this time limit may possibly work
a hardship because of delays in transporting mail that may occur
during the present hostilities. To correct this hardship section 272
(a) (1) of tKe code has been amended to increase the period to 150
days if the notice is mailed to a person outside the States of the
Union and the District of Columbia. 'This extension applies only to
deficiency notices mailed after the date of enactment of the act.
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SECTION 171. STATUTE OF LIMITATIONS ON REFUNDS
AND CREDITS

This section, except for a clerical change, is the same as section
150 of the House bill. o

(A) LIMIT ON AMOUNT OF CREDIT OR REFUND

In section 322 (b) of the Code, paragraph (1) provides that unless a
claim for credit or refund is filed within 3 years:after the return' was
filed or 2 years after the tax was paid, no credit or refund shall be-
allowed or made after whichever perio‘d expires:later. In paragraph
(2) the amount of credit or refund which may be allowed or made is
limited to the portion of tax paid within 3 years before the filing of
the claim for refund, or, if no claim wes filed, within 3 years before the
allowance of the credit or refund. Paragraph (§2) of section 322 (b) is"
amended by this section of the bill to provide that the amount of-
credit or refund which may be allowed or made where the claim is
valid because filed within 2 years after the tax was paid is limited: to
the portion of the tax paid within 2 years immediately preceding the
filing of the claim, and that the amount of credit or refund whi¢ch may
be allowed or made where no claim wasfiled and the credit or refund:
is valid because allowed or made within 2 years after the payment of:.
the tax-is limited to the portion of the tax paid in the 2 years immedi-
ately preceding the allowance of the credit or refund. Under section
322 (b) as so-amended, the amount of the refund will be measured int
each case only by those payments for which: the claim could be filed;
or because of which the credit or refund could be allowed or made,
under the provisions of paragraph (1) if there wero no later payements.

(B) LIMITATIONS IN THHE CASE OF' WAIVERS

Under section 276 (b) of the Code, the taxpayer and- the Commis-
sioner may- agree in writing to extend: beyond the perlod preseribed
in section 275 the time within which the Comimnlssioner may make
an asscssment. Subsection (&) of this section of the bill'adds para-
graph (3) to section 322 (b) to give the taxpayer the right to- file a"
claim for credit or refund during the extended period and during 6
months thereafter in case an overpayment is discovered after the time
for obtaining credit or refund of such overpayment under the provi-
sions of section 322 (b) (1) and (2). The amount of credit or refund’
which may be allowed in the case of such a claim is limited: to that
amount which could be allowed if the claim was filed at the time"
the agreoment was executed plus the portion of tax paid after the
execution of the agreement and before the ﬁligg- of the claim. In case
a portion of the tax is paid after the extended period, claim may be
filed within 6 months after such payment, but if such claim is not filed
within 6 months after the extended period the amount of the credit
or refund which may be allowed is limited to the portion of the tax
paid within 6 months before the filing of the claim. If no claim is

17611°—42-—11
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filed under this paragraph, credit or refund may nevertheless be
allowed at any time described in this paragraph to the extent that
credit or refund could be allowed if claim therefor was filed at such
time. Your committee has made a clerical change in the heading-
bg this paragraph in order to indicate that. it provides exceptions to.
the rules laid down in paragraphs (1) and (2) of section 322 (b).

(C) RETURN CONSIDERED FILED ON DUE DATE

If the taxpayer files his return before the last day on which it is:
due, the period in which he can file & claim for refund under the pro-
visions of section 322, (b) (1), measured from the date the return was.
filed, will expire sooner than would be the case if he waited until such.
last day. L'his section of the bill adds paragraph (4) to section. 322
(b) to provide that the period of limitations with respect to credit or-
refund is measured from the last day prescribed for the filing of the
return in cases where the return is filed before such last day. This-
provision does not apply to taxpayers who are given the benefit of an
extension of time in which to file their returns, and file the return
before the last day of the extended period. i*‘or the purposes of
section 322:(b) (2) and (3), and section 322 (d), this paragraph provides.
that-advance payments of tax made at the time an early return was
filed shall be treated as having been made on the last day prescribed by
law for such payment (not including any extension of time for payment.
granted the taxpayer). The phrase ‘‘an advance payment made at
the tune such return was filed”’ in this pareﬁmﬁ)h-includea all advance-
ﬁayments made during the period before the last day prescribed by

w for the filing of the early return, not merely the advance payment
made on the same day the early return was filed. ,

(D) BPECIAL PERIQOD OF LIMITATION WITH RESPECT TO BAD DEBTS AND
WORTHLEBS BECURITIES -

. Paragraph (5[) of section 322 (b), added by this section of the bill,.
provides that if a claim for crodit or refund relates to an overpay-
ment on account of the deductibility of a debt as a debt which became:
worthless, or of a loss from worthlessness of p security as that term
is-defined in sections 23 (g) (3) and 23 (k) (3), or the effect that the-
deductibility of a debt or loss described ahove has on the application
by the taxpayer of a carry-over, claim may be filed within 7 years.
from the date provided by law for filing the return for the year with
respect to which the olaim is made, In the case of such a claim the-
amount of the credit or refund inay exceed the portion of tho. tax
paid during the period: provided in section 322 (b) (2) or (3), which-.
ever is applicable, to the extent of the amount of the overpayment
attributable to the deduction of the iteins described in this paragraph,
For example, if the taxpayer filed his return for the taxable yoar 1942
on March 15, 1943, he may file his claim on March 15, 1950, and the-
amount of the overpayment which may bo credited or refunded on
claim thorefor is the portion of the tax, if any, paid within 2 years.
before the filing of the claim plus the amount of that part. of the over-

ayment attributable to the fact that a deduction was not allowed
in the taxable ycar 1942 for the loss from the worthlessness of a
corporate bond in such year. The provisions of paragraph (5) do not.
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apply to an oveérpaynent ‘die to the deductibility :of a debt .that

becomes iﬁar’oi’ally worthless during the taxable year, but only to the

deductibility of a debt which becomes entiroly worthless within, the .
taxable year. The carry-oveér referred to relates to such' carry-overs
as are provided in section 117 (e), concerning thé carry-over: of &
capital loss, and section 122 (¢), concerning the net operating loss
carry-over, Any extension of the peériod for filing a return will not
have the effect of extending the period in which to file a claim for
refund under paragraph (5) of section 322 ‘(b) as amended. As to the
limitation on the allowance of intercst for an overpayment where a
-claim is filed under the new paragraph (5), see section 124 (c) of the bill,

(E) OVERPAYMENT FOUND BY BOARD OF TAX APPPALS

Section 322 (d) of the Code provides that no refund of any portion
of the tax found by the Board of Tax Appeals to be an overpayment
ghall be made 'unless the Board determines as part of its decision
that such portion was paid within 3 years before the filing of the
claim or the. filing of the petition, whichever is earlier, or after the
mailing of the notice of deficiency. Subsection (b) of this section
of the bill piovides amendments to these provisions corrosponding
to the amendments to section 322 (b) made in subsection (a) of this
section of the bill, - . . - . S R R L

There have been some decisions to the effect that the petition
referred to.in this provigion of section 322 (d) which limits.the amount
of ‘the credit. or .refund is not necessarily the petition which brings
the case bofore the Board, but. is .that petition or the amendment
thereto which asserts the grounds indicating the oyerpayment. Under
these -decisions. the period: of limitations runs against the taxpayer,
while ‘the cage is before the Board, until the taxpayer.files his petition
in which he asserts, or until he amends it .to assert, .the grounds on
which he claims an overpayment. . In order to give the taxpayer the
privilege to claim an overpayment before the Board by such amend-
ments to bis.petitions as may. bo allowed under:the rules of the Board,
without the. period. of limitations running: aggainst the refund of such
overpayment after the notice of deficioncy is mailed, subsection (b) of
this section of the bill amends.section 322 (d) to provide that the period
of limitgtions whieh determines tho. portion of the tax which may be
credited or refunded is measured from the date the notice of deficien
is mailed, rather than from the date the petition is filed. There 18
only one notice.of deficiency by reason ,OP which the taxpayer goes
before the Board, and the use of this date will avoid the confusion
which now exists as to the meaning of the term “filing of the petition,”

(F) EFFECTIVE DATE

~ Section 101 of the bill provides that (except when otherwise pro-
vided) the amendments made by title I of the bill shall be applicable
only with respeot to taxable years beginning after December 31, 1941,
The amendments made b{ this section of tho bill are therefore appli~
cable only in the case of an ,uvorypaﬂment. made with respect to a
taxable year beginning after Decomber 31, 1941, and the existing
provisions of section 322 of the Code continue to apply in cases in-
volving an overpayment with respect to a taxable year beginning
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before that date, However, the special period 'of limitation with
respect to bad debts and worthless securities, provided by the amend-
ment inserting paragraph 6 in section 322 (B), is specifically made
applicable to overpayments made with respect to a taxable year
beginning after December 31, 1938. ' .

SECTION 172. REGULATED INVESTMENT COMPANIES

This section corresponds to section 151 of the House bill and amends
sections 361, 362, and 363 of the Code and makes certain other
technical amendments to other sections, The principal change made
by the House bill was to eliminate the requirement that shareholders
sg’all be entitled to redeem their stock for their proportionate interest
in the corporation’s properties, or the cash equivaﬁ)ent thereof less a
discount not in excess of 3 percent. Thus, investment companies
known as closed-end companies under the Investment Company Act
of 1940 if they meet the requirements of section 361 (b), as amended,
will come within the definition of the term ‘“‘regulated investment
companies’’ which has been substituted for the term ‘*mutual invest-
ment companies.” Common trust funds, or similar funds, not in-
cluded in the definition of a common trust fund in section 169 of the
Code and excluded by section 3 (¢) (3) of the Investment Company
Act of 1940 from the definition of an “investment company,” have
been included by your committee. ,

In the bill as reported by your committes, an investment company
will not satisfy the requirements of section 361 (b) so as to come within
the term “registered investment company’’ for any taxable year unless
it files with its return for the taxable year an election to be a regulated
investment company or has made such election for a previous taxable

ear which began after December 31, 1941, The election once made
18 irrevocable, and if for any given taxable year the investment com-
pany satisfies the other requirements of section 361 (b), it will be
considered a regulated investment company. It will then be taxable
under supplement Q if it distributes during the taxable year to its
shareholders as taxable dividends other than capital gain dividends an
amount not less than 90 percent of its not income for the taxable year
computed without regard to net long-term and net short-term capital
gains, and complies for such year with all rules and regulations pre-
scribed by the Commissioner, with the approval of the Secretary for the
purpose of ascertaining the actual ownership of its outstanding stock.

Under the various amendments made by your committee, the elec-
tion by an investment company to be a regulated investment com-
pany will produce, among otLem, the following tax consequences:

1. In the determination of the earnings and profits of such a com-
pany for any taxable year beginning after December 31, 1941, such
earnings and profits shall not be reduced by any amount which is not
allowable as a deduction in computing its net income for such taxable
year. Thus, if a corporation would have had earnings and profits of
$500,000 for the taxable year 1942 except for the fact that it had a net
capital loss of $100,000, which was not deductible in determining its
net income for that year, its earnings and profits for 1942 if it is a
regulated investment company would be $500,000. However, in
determining its accumulated earnings and profits as of January 1,
1943, the earnings and profits for 1942 to be considered in such compu-
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tation would amount to $400,000, assuming there had been no distri-
bution from such earnings and profits. Due to the change made in
the concept of earnings and profits of a taxable year of a regulated
investment company, if such & company has no accumulated earnings
and profits 'and makes distributions during the taxable year of an
amount equal to ‘its net income for that year, it will be.allowed a
dividends-paid credit equal to its net income and thus be relieved of
any income tax for the taxable year provided it otherwise satisfies the
requirements of supplement Q. The shareholders, on their part, will
receive taxable dividends in the amount of such distributions. For
the purpose of the earnings-and-profits concept, it is immaterial
whether during the taxable year a regulated investment company is
taxable under supplement Q. 'To illustrate, if it.distributes an amount
equal only to 50 percent of its net income for tlie taxable year, com-
puted without regard to net long-term or net short-term capital gains,
and thus is not taxable under supplement Q for that taxable year,
nevertheless in determining earnings and profits for that taxable year
if the corporation satisfies the requirements of a regulated investment
company for that year such earnings and profits will not be reduced
by any amount which is not allowable as a deduction in computing its
net income for such taxable year. . ' ‘

2. Shareholders who receive distributions of capitel-gain dividends
from a regulated investment company shall treat such dividends as
gains from the sale or exchange of capital assets held more than 6
months, A capital gain dividend is defined as any dividend or part
thereof which is designated by the regulated investment company as a
capital-gain dividend in a written notice mailed to its shareholders at
any time prior to the expiration of 30 days after the close of its taxable
year. If the aggregate amount so designated with respect to a taxable
year is greater than the excess of the net long-term capital gain over the
net short-term capital loss of the taxable year, the portion of each distri-
bution which shall be a capital-gain dividend shall be only that propor-
tion of the amount so desi%m which such excess of the net long-term,
capital gain over the net short-term capital loss bears to the aggregate
amount so desi.%\ated. Thus, if a regulated investment company
advised its shareholders as of December 30, 1942, that of a distribution
of $600,000 made December 15, 1942, $200,000 constituted a capital-
gain dividend, amounting to $2 per share, and it was later discovered
that an error had been made in determining the excess of the net
long-term capital gain over the net short-term capital loss of the tax-
able year and that instead of such excess being $200,000 it was
$100,000, then instead of each shareholder having received a calpital-
gain dividend of $2 per share he would have received a capital-gain

ividend of $1 per share, This follows from the fact that only the
portion of each distribution which shall be a capital-gain dividend is
the rogortion of the amount so designated, $200,000 in this case,
which the excess of the net long-term capital gain over the net short-
term capital loss, $100,000 in this case, beara to the aggregate amount
so designated, $200,000, )

Your committee has added a retroactive provision relating to
earnings and profits relating to corporations that filed an income-
tax return as a mutual invesiment company for any taxable year
beginning after December 31, 1935, and before January 1, 1042,
The amendment provides that the earnings and profits of such cor-
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poration for such taxable year (but not its accumulated earnings and
profits) shall not be reduced by any @mount which is not:allowable
as & deduction in computing its net income for such:taxable year;
except that this provision shall not result in earnings and profits
in the taxable year in'excess of the aggregate of the distributions
made by the corporation to its shareholders during the taxable year,
exclusive of the amounts, if any, which: the corporation advised its
shareholders to be nontaxable for Federal income-tax purposes.
Thus, ‘if a corporation made a return as a mutual investment com-
pany for 1938 showing adjusted net income of $500,000 and a basic
surtax credit of $500,000, and subsequently it was found. that the
company had no accumulated earnings and profits as of January 1,
1938, and its earnings and profits for 1938 amounted to only $450,000
instead of $500,000 due to the fact that there were losses of $50,000
which were not deductible against net income, the company will,
nevertheless, be allowed a dividends-paid credit of $500,000 provide«i
it has not advised its shareholders that $50,000 of the distribution
was nontaxable. If it had advised the shareholders that $30,000 of
the distribution was nontaxable, then the basic surtax credit under
the amendment for 1938 would amount to $470,000, and the company
would be taxable upon $30,000 of its adjusted net income. -

- To correspond with other changes made in the bill with respect to cor-
porate income-tax rates, your committee has changed rates applicable
to supplement Q net income to 24 percent of the amount thereof,
and the rate applicable to supplement Q surtax net income to 16
percent thereof, A tax of 25 percent is plso imposed upon the excess,
i any, of the net long-term capital gain over the sum of the net
short-term capital loss and the amount of capital gain dividends paid
during the year. , o .

SECTION 173, AMENDMENTS TO SUPPLEMENT R

_This section is substantially the same as section 152 of the House

. Supplement R first appeared in the Rovenue Act of 1938, and was
designed to cover exchanges and distributions which were mado in
obedience to an order of the Securities and Exchange Commission to
effectuate the provisions of section 11.(b) of the Public Utility Holdin

Company Act of 1935. 1t has been found. that in a number ol
instances direct exchange of propertics is not feasible, and other
methods, such as the sale of assets with the application of the procceds
to the purchase of other property or the retirement or cancelation of
stock or securities, must be followed if the order of the Commission is
to be exccuted. Consequently, it is thought desirable to extend the
nonrecognition of gain provisions in supplement R to other situations
made necessary by compliance with the Commission’s orders in, this
field, and to make corresponding changes.in the basis provisions of
supplement R, s0 as not to exempt gains but merely to postpone
their recognition. Certain amendments to supplement- R have also
been found to be desirable in order to clarify ambiguities. . ¢
~ Subsection (&) of this section amends séction 371 (b), relating to
transfers of property solely for property (other than nonexempt
-property), so as to provide for nonrecognition of gain where there'is &
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transfer of property ‘in’exchange for any kind of ‘property, including
‘money, if certain conditions'aremet, - - oo o b
*  1f there is a loss réalizéd upon the transfer of ‘the property, section
‘371" (b), as amonded, ‘does not apply. ' Unless the "transaction is
-governed by other provisions of supplement R; such as section 371 (d),
‘the recognition of the loss will be determined by the provisions of the
Tiiternal Revenue Code outside of supplement R. This is a change
from the existing law which recognizes neither gain nor loss in‘a trans-
-action subject to the provisions of section 371 (b), and is deemed
-desirable in view of the ¢hanges that have been made in section 372
-(b) with respect to adjustnients in basis required to be made following
a section 371" (b) transaction. If ‘any of the nonexempt property
received u{)on the transfer, or any of the amount equul to the fair
market valuo of such property at the time of the transfer, is not ex-
changed or expended as required by section 371 (b), then the gain, if
any, to the extent of the excess not so exponded, shall be recognized,
It 18 anticipated that in any case where the expenditure hds not been
made by the close of the taxable year in-which the transfer occurs, the
‘Commissioner, by regulations approved by the Secretary, will re:juire
the taxpayer either to furnish ‘a bond in such amount and with such
surety as may be required by such regulations, conditioned upon such
‘expenditureé -within the 24-month period, or to filo'a walver of the
-statute of limitations with respect to assessment of deficiéncies for the
‘taxable year of the transfer, or both. If, after the transler; the
“transferor corporation does not have property with a sufficient basis
to absorb the gain that has not.béen recognized, then any of the re-
‘maining gain after the basis of propoerty has been reduced to zero shall
‘be rocognized. - Section 372 (a) (2), as amended, sets forth the cate-
gories of -property, the basis of which is req'ui'r'eci to be reduced, and
the order in which the various kinds of property shall be sclected for
the purposé of reducing basis. R
Section 371 (b), as amended by the bill, continues to have no appli-
cation to an exchange of property by the transferor ‘corporgtion
directly for its own stock, if such an echange‘ representsa a liquidating
dividend. A corporation realizes no gain or Joss in the mere distribu-
tion of its assets in kind in partial or complete liquiddtion. o
If the transferor corporation sells’ property for cash and uses:the
cash or an amount equal to the same in a distribution in canecelation
-or redemption of the whole or part of its stock, excepting tinder a com-
mittee amendment a distribution having the effect of a dividend, gain
will not be recognized upon the sale of the property if thé distribution
is made within the 24-month period, andthe sale otherwise meets
the provisions of section 371 (b). In order to take cafe of the case
where a corporation sells property for cash and uses the cash or an
amount equal -to tlié same'to retire or cancel its owh indebtedness,
section 371 (b), as amended, providés that there shall be no gain
recognized from the sale of such property where the proceeds or an
amount equal to the same are so useci within the 24-month period.

Subsection (c) of this section amends section 372 (a) so as to make
the existing provisions of section 372 (a) applicable only in the case of
transfers of property subject to the provisions of scction 371 (a) or
section 371 (e), as amended. A new provision designated as section
372 (a) (2) covers cases where there are transfers of property subject
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to the provisions of section 371 (b), as amended. This covers cases
where transfers are made of property either solely for property (other
than nonexempt property), solely for nonexempt property, or for
‘nonexempt property and other property. Section 371 (e) is amended
by subsection (g) of this section so as to have no application to a
transaction. covered by section 371 (b), as amended, Instead of
property acquired upon the transfer taking the basis of the property
transferred by the transferor corporation, the amendment has the
eflect of reducing the basis of the property of the transferor corpora-
tion, including the property acquired upon the transfer, by the amount
of the gain not recognized upon the transfer. Section 372 (b) (2), as
amended, sets forth the various categories of property the basis of
which shall be reduced and the order in which such various kinds of
properties shall be selected. Thus, if the taxpayer has any property
of a character subject to the allowance for depreciation under section
23 (1), it would be necessary to reduce'the basis of that property before
reducing the basis of other property. The manner and amount of
reduction to be applied to particular property—-is to be set forth in
regulations prescribed by the Commissioner with the approval of the
Secretary. In order for a gain not to be recognized under section
371 (b); the taxpayer must consent to such regulations in effect at the
time of filing his return for the taxable year in which the transaction
occurred. mﬁ the taxpayer has no property other than its own stock
or securities or that of a corporation of which the transferor is a sub-
sidiary, then any of the gain which has not been used to reduce the
basis of other property will be recognized under section 371 (b).

Various amendments have been made in other sections of supple-
ment R to conform to the changes made in section 371 (b) and section
372 (a), and in order to clarify the existing provisions. One important
change is the amendment to section 373 (a) by subsection (d) of this
section which eliminates the requirement that an order of the Securities
and Exchange Commission must have been issued prior to January
1, 1943. Under existing conditions, it is not believed that there
should be any time limit provided within which an order must be
issued relating to a transaction otherwise subject to the provisions
of supplement R.

Your committee has added a new subsection (h) to section 152
which amends section 113 (a) (17) so as to provide that in cases where

roperty was acquired in a taxible year beginning before January 1,
?942, in any manner described in section 372 prior to its amendment
by the Revenue Aot of 1942, the basis shall be that prescribed in
such section (prior to its amendment by such act) with respect to
such property. :

SECTION 174. TEMPORARY INCOME TAX ON
INDIVIDUALS

SuBcRAPTER ID. Vicrory Tax oN INDIVIDUALS

PART I. BATE AND COMPUTATION OF TAX

Section 174 of the bill amends the Internal Revenue Code by
- inserting at the end of chapter 1 a new subchapter D. Part I of this
subchapter imposes an additional but temporary income tax on
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individuals. Section 450 of this part imposes a Victory tax of ‘5
percent upon the Victory tax net income of every individual other
than a nonresident alien subject to the tax imposed by section 211(a).
The Victory tax is applicable with respect to taxable years beginning
after December 31, 1942, and, under the provisions of section 476
of this subchapter, expires after the date of cessation of- hostilities
in the present war. ‘ , _

Section 451 defines the term “Victory tax net income.” It consists
of the gross income of the taxpayer (excluding capital gains and losses
and interest allowed as a credit against net income under section
25 (a) (1) and (2)) less expenses and other allowable deductions
connected with a trade or business, or incurred in connection with
the production or collection of income, or in connection with the
management, conservation, or maintenance of property held for-the
production of income. The specific deductions are contained in
paragraphs 1 to 13, inclusive, of subsection (a) and the rules appli-
cable with respect to similar deductions for purposes of the normal
and surtax are also applicable with respect to these deductions, In
the event a taxpayer elects to make his return and pay his tax under
supplement T, the Victory tax net income is the gross income of the
taxpayer. In computing the Victory tax net income the limitations
contained in section 24 (relating to items not deductible from gross
income) and the provisions contained in supplement J (relating to
income from sources within possessions of tll)\e United States) 8%\&11
be applicable; and in the case of nonresident aliens who are subject
to the Victory tax the limitations confained in supplement H shall
be applicable. In computing the Vietory tax net income of a partici-
pant In & common trust fund or an individual carrying on business
in partnership only the proportionate share of the ordinary net
income or net loss of the common trust fund or partnership is to be
taken into account. Subsections (e) and (f) of section 451 provide
that such ordinary net income or net loss shall be computed as pro-
vided in sections 169 (d) and 183 (b). .

Section 4562 allows a specific exomption of $624 against the Victory
tax net income. If a joint return 18 filed by husband and wife, an
exemption of $1,248 is allowed, unless the Victory tax net income of
one spouse is less than $624, in which case the specific exemption
of hoth spouses is limited to $624 pluas the Victory tax net income of
such spouse. :

Section 453 allows a credit against the Victory tax for each taxable
year for the following expenditures made during the taxable year:

(1) The amount paid by the taxpayer durin% the taxable year as
premiums on life insurance in force on September 1, 1942, upon his
own life, the life of his spouse, or the life of any of his dependents
specified in section 25 (b) (2) (A). This will cover amounts paid as
premiums on life insurance which is a rencwal or conversion of life
insurance in force on September 1, 1942, to the extent that such pre-
miums do not exceed the premiums payable on such life insurance in
force on September 1, 1942, _

(2) Amounts paid on indebtedness during the taxable year. This
credit is limited to an amount by which the smallest amount of in-
debtedness of the taxpayer outstanding at any time during the period
beginning September 1, 1942, and ending with the closé of the pre-
ceding taxable year, exceeds the amount of indebtedness of the tax-



164 THE REVENUE BILL OF 1942

payer outstanding at the close of the taxable year, Thus if the tax-
Bayer ‘had a debt of $30 outstanding on September 1, 1942, and on

ecember 31, 1942, and his debt outstanding as of December 31,
1943, was $20, he would be allowed a.tax credit of $10 if such amount
was not in excess of his post-war credit. o _ e

(8) The taxpayer is also allowed a credit against the Victory. tax,
but not in excess of the post-war credit, for the amount of the obliga-
tions of the United States owned by the taxpayer on the last day of
the taxable year, which exceceds the greater of, (1) the amount of the
obligations owned by the taxpayer on December 31, 1942, or (2) the
highest amount of such obligations owned by the taxpayer on the
last day of any preceding taxable year after December 31, 1942,
For example, assume a taxpayer on December 31, 1942, owned
obligations of the United States of $100. On December 31, 1943, he
owned obligations of $200. He would be entitled, up to the amount
of his post-war credit, to a credit of $100. - If in 1944, he sold United
States obligations in the amount of $200, and purchased additional
obligations of $100, he would not be entitled to any such credit for
1944, . . o
. As used in this paragraph the term “owned by the taxpayer’”’
includes the amouunt of obligations owned solely by the taxpayer and’
one-half of the amouunt owned jointly by the taxpayer with another
but does not include obligations acquired by the taxpayer by gift or
inheritance, or otherwise than by purchase; the term “obligations of
the United States’” means such ogligat_i(ms of the United States as
the Sceretary may by regulations preseribe, and as ere purchased in
such manner and under such terms and conditions as he may specify;
and the term ‘“amount of obligations of the United States’” means
the amount paid for them. ‘ ,

Scction 454 allows a post-war credit or refund of the Victory tax in
the following amounts: '

(1) In the case of a single person, 25 percent of the Victory
tax or $500, which ever is the lesser. :

(2) In the case of the head of a family or a married person
living with husband or wife where a separate roturn is filed by
one spouse and no return is filed by the other spouse, 40 percent
of the Victory tax, or $1,000, whichever is the lesser.

(3) In the case of a married person living with husband or wife,
where sieparate returns are ﬁ]ccli) by cach spouse, 40 percent of the
Victory tax, or $500, whichever is the lesser, _

(4)r¥n the case of a husband and wife filing a joint return 40

ercent of the aggregate Victory tax, or $1,000, whichever is the
esser,

(6) In addition to the above amounts, there is also allowed an
amount equal to 2 percent of the Victory tax or $100, whichever
is the lesscr, for cach dependent of the taxpayer.

If for any taxable ycar, the status of the taxpayer with respect to
his marital relationship or with reapect to his dependents changes, the
amount of the post-war credit shall be apportioned according to the
number of months before and after such change. In the case of a
supplement T taxpayer, his status is to be determined as of July 1
of each year.
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As ‘soon as prdcticable after -the cessation -of hostilities in-'the
present war, the amount:of the post-war credit which has not been
absorbed currently will ‘be credited against any income’tax or install-
ment- thereof then due from -the taxpayer, and any balance shall be
refunded immediately to him. A period: of limitation provides that
no post-war credit or refund of any part of the Victory .tax- shall
be allowed or made after 7 years from the date of ‘cessation -of
hostilities unless elaim- therefor is filed before the expiration of such
date. No interest will be allowed on suchi :credits or refunds, The
amount of any credit taken by the taxpayer under section 453 shall
reduce the credit allowed under this section by such amount. -
~ Section 455 requires” every individual having a gross income in
excess of $624 for the taxable year to file a return stating specifically
the items of his gross income and the deductions and: credits allowed
under this subsection. Such' returns shall be made in accordance
with regulations prescribed by the Commissioner with the approval
of the Secretary. Fiduciaries are also required to make such a return
for any individual, estate, or trust for which he acts if the gross income
of such individual, estato, or trust is in excess of $624 for tlhe taxable

ear. It is contemplated that returns required by this section will
e made as a part of the régular income' tax returns required by
section 51. But'in any case in which a taxpayer is not réquired to
file a return under section 51, a separate return for purposes of the
Victory tax will be required under this séction:® = - ST
 Section 45% limits the amount of the Vietory tax which mey be
imposed with reaspect to a taxpayer by providing that the Victory tax
shall not exceeéd thé excess of 90 percért of the net income of the
taxpayer for the taxable year over the normal tax and surtax. For
example, in'the case of a marriéd person with no dependents who has
a gross income of $2,000,000 and' a net income of $1,800,000, the
normal {ax and surtax will amount to $1,5668,000, This will equal
86.56 percent of the net income. The 5-percent Victory tax, if com-
puted without any limitation in such case, will amount to $09,968.80.
The total normal tax, surtax, and Victory tax in such case will amount
to $1,657,968.80 which will ‘equal 92.11 percent of the net income.
Therefore, the limitation will apply and the Victory tax will be
reduced to $62,000 making the total tax $1,620,000 or 90 percont of
the net income. .

PART II. COLLECTION OF TAX AT SOURCE ON WAGES3

Section 153 of the House bill provided a system of collection at the
source on dividends, bond interest, and wages, the amount collected
to be allowed as a credit against the taxes imposed by chapter 1. :-In
licu of these provisions of the House bill, your committee has substi-
tuted provisions coupling collection at the sourco with the proposed
Victory tax on individuel income and, in the interest of simplicity
and ease of administration, has ecliminated dividends and bond
interest and limited the application of this system of tax collection
to salaries, wages, and other forms of compensation for personal
gervices. The bill provides that the amount of tax collected at the
source shall be allowed as a credit against, thoe Vietory tax and any
excess thereof over tho Victory tax shall bs allowed as a credit against
the other taxes imposed by chapter 1,
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Part II of subchapter D consists of sections 465 to 470, inclusive,
Section 4656 provides definitions for the more important terms used
in part II. These definitions are ¢ bYstentially the same as those
employed in the House bill except that the terms ‘“recipient of the
income,”’ “bond,” and “dividends’”’ have been eliminated as unneces-
sary in your commiftee’s version of collection at the source. :

Subsection (a) of section 465 defines the term “pay roll period’”’ to
mean the period for which a payment of wages is ordinarily made
to the employee by his employer.

The term “wages” is defined in section 465 (b), the definition being
the same as that contained in the House bill. With certain specified
exceptions, the term is defined to include all remuneration whether
designated as salary, wages, fees, commissions, etc., and whether
paid in cash or property, if paid for services performed by an employee
for his employer. Under the exceptions provided, remuneration. for
the following services will not be subject to collection at the source:
Services performed as 8 member of the military or naval forces of the
United States. This exception does not extend to remuneration in
the form-of pensions and retired pay, if such remuneration is includible
in gross income under the provisions of section 22 of the Code, In
connection with this exception, it should be noted that the definition
of the term ‘‘military or naval forces of the United States,” contained
in section 3797 (a) (15) of the Internal Revenue Code has been
amended to specifically include the Women’s Army Auxiliary Corps
and the Women’s Reserve Branch of the Naval Reserve. Excep-
tions are also provided with respect to remuneration paid for agri-
cultural lsbor; domestic service in a privato home, local college club,
or local chapter of a college fraternity or sorority; and casual labor
not in the course of the employer’s trade or business, These excep-
tions are identical with the exceptions extended to such services for
Social Security tax purposes and are intended to receive tho same
construction and have the same scope, These exceptions will relieve
farmers, housewives, and others from the burden of collecting and
accounting for small amounts of tax and will reduce the administrative
burden and cost of collection entailed in the handling of numerous
returns involving only nominal amounts, Exceptions are also pro-
vided with respect to remuneration for services as an employee of a
nonresident alien individual, foreign partnership, or foreign corpora-
tion if such employers are not engaged in trade or business in the
United  States, an(f remuncration for services as an employece of a
foreign government or a wholly owned instrumentality thercof.

In addition to the foregoing, an exception is‘provided for remuner-
ation paid for services perforrned as an employee while outside the
United States (as defined in see. 3797 (a) (9)), unless the major part
of the services performed during the calendar year by such employce
for his employer are performed within the United States. Collection
of the tax at source In the case of wages is limited by this exception
to wages paid for serviers performed within the United States, in-
cluding the District of Columbia and the Territories of Alaska and
Hawaii. Under conditions created by the existing emergency, your
committee considers it inadvisable to extend the proposed system
of collection at the source to wages paid for services performed in
our possessions, or leased areas, and other places outside the United
States. The exception does not extend to wages paid an employee
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whose services are performed partly within and partly without the
United States if the major portion of such employee’s services during
the calendar year aro gerfonned within the United States. For
instance, an employee who customarily performs services within' the
United States is temporarily absent from the United States on business
of his employer. If he is absent from the United Statea for less than
6 months of the calendar year, the entire amount of the wages paid
such employce for services performed during the calendar year is
subject to withholding. :

Subsection (c) of section 465 defines the term ‘‘withholding agent"
to mean any. person required, under the provisions of section 466, to
withhold, collect, and pay the tax. : :

In order to avoid administrative difficulties, section 466 (h) pro-
vides that if the remuneration paid for services performed during one-
half or more of any pay-roll ﬁeriod constitutes wages, all the remunera-
tion paid for such period shall be deemed to be wages; but if the remu-
neration paid for services performed during more than one-half of such
pay-roll period does not constitute wages, then none of the remunera-
tion paid for such period shall be deemed to be wages. - The rule
prescribed is similar to that adopted for social-security tax purposes.
A similar provision was contained in the House bill. -

Subsection (d) of section 465 provides that the term ‘‘employee’
includes any individual (in addition to any individual who is a servant
under the law of master and servant) who performs service, of what-
ever nature, for a person (including the United States, a State,
Territory, or any political subdivision thereof, or the District of
Columbia, or any agency or instrumentality of any one or more of the
foregoing), unless the service is perforxmedy by the individual in pur-
suit of his own independently established business. Subsection (d)
also provides that the term “employee’ includes an officer of a cor-
poration.

This definition has the effect of requiring collection at the source,
both where the master-servant relationship exists, and where, though
no such relationship exists, the person performing the services is not
gerforming them in the course of his own independently established

usiness, :

The common-law rules for determining whether the relationship of
master and servant exists would be unnecessarily restrioctive if they .
stood alone as the test for withholding—tax purposes. The principal
inquiry under such rules, which were developed largely in the field of
tort law, is whether the person for whom services are performed (the
master) has a right to exercise control over the physical activities of
the individual performing the services (the servant). Many persons,
although not considered servants under the common-law rules, are
employees in every real sense, and should not be grouped with those
in fact engaged in an independently established business, Thus, in
detormining for tort purposes whether an individual who sells goods
for a commission is an employee, it is important to know the extent
of direction and control exercised over him; but the determination as
to whether the withholding tax should apply in his case should be
dependent upon the more practical test provided in subsection (d)
in the definition of the term ‘“employee.” If the coverage were
limited to the relationship of master and servant, there would be
many difficulties -in determining whether the common-law criteria
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were met. . The existence or nonexistence of the common-law rela-
-tionship can be ascertained in doubtful cases (and there would be many
such cases in:view of the broad scope of the: withholding tax) only
after:-the gathering, inimany instances by field investigation, of
letailed information in'each case. - = . . S
- The- definition of. ‘“‘employee’”’ i8 accordingly drawn to cover all
‘common law servants, and in addition such other individuals per-
forming services as. are not in reality independent businessmen or
independent practitioners of a profession, whether or not they are
‘independent contractors at 'common law. Thus under: this defini-
tion an individual may be an employee even though he is not subject
to control. A large number of the cases which would be. doubtful
under the common-law ¢ontrol test alone involve individuals who are
readily ascertained to be employees under the. definition because they
clearly.do not have independently established businesses of their own,
The formulation of general rules for determining:- whether an individual
has an independently established business of his own is left to regula-
glgcns to be prescribed by the Comimissioner with the approval of the
retary, ;o R B T P SRR
In t.hrgcaseo an independently .established business, for example,
that of a private practitioner of law or medicine, remuneration is
normelly received in small amounts from many persons. For obvious-
reasons, it is considered. desirable to exclude these fees for personal
services from the withholding provisions, On the other hand, where
the doctor or lawyer is not engaged in his own private practice, but
receives a salary from some other doctor or lawyer or some business
enterprigse such salary would be subject to collection at the source.
. Service in the ordinary store is by or on behalf of the owner and is
performed in pursuit of such owner’s independently established busi-
ness. But where the store is not independently established by the
operator and he is performing his services for a salary, commission,
or a share of the profits, under lease or other arrangement with the
gerson whose business is being conducted through such outlet, with-
olding from the operator’s remuneration is required. .
In the case of the ordinary insurance solicitor, collection at the
source would be made without regard to the existence of the master-
and-servant relation between the solicitor and the person withholding,
inasmuch as the solicitor has no independently established business,
Subsection (¢) of section 465 provides that the term “employer”
includes any person for whom an individual performs any service, of
whatever nature, as the employee of such person. It is thus made
clear that the employer concept is broadened to the extent that the
em;;l«_)y::i concept is broedened under subsection (d) as heretofore
explained. _ :
Iécction 466 provides for collection at the source at a rate of 5 percent
upon the wages of every individual to the extent that such wages are
includible in gross income. Kor the purposes of this section, wa%cs
ars includible in the gross income of the employee even though for
income-tax purposes all or a portion of the amount of such wages is
includible in the gross income of another pereon. For example, in
tho case of wages paid to persons domiciled in the so-called community
property States, the amount of the tax te be withheld at the source in
respect of each payment of such wages is determined without regard
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to-the fact that'one-half of the amount of ‘such wages may be includ:’
ible in the gross incomie'of the employeé’'s spouse; -~

The provisions of section 466 are not applicable to individuals sub-’
ject to' withholding under tliog;}ii‘b\'risiorib ‘of section’143 of the Code’
except with respect to wa.%ep id to residenits of a’ contiguotis eountry’
who enter: and ‘leave the United States at frequent intervals: * Resi’
dents: of Canada dénd-Mexico who are employéd within'hnd' féceive’
remuneration ‘for: services porformed 'within~the-United States arg
subject to the provisions'of section 143 under the terms of that'séction,”
but, pursisnt-to ‘authority grarted in section 143 (b),’ the Conitis-'
sioner has by regilationg exempted sich persons from ‘thé‘-i‘eqiﬁijet{xiefx_tj
of ‘withholding ‘under such provisions.” ‘Thé effect of this exemption’
is to make such:persons subjeéct' to' the taxes imposed by sections 11"
and 12, the sameas'in the fcdé&b_fifeﬁigieﬁtﬁféf the United sgu; ¢4, Upon
the wages ‘réceived for services performéd within the United States.’
Such persons dre also made subject to 'the. Victory tdx imposed under
part-1 of subchapter D, _Ac{:éijditffly; in the interest of “s,iihpkéity and’
uniformity; your committee considered it'advisable that such persons’
be trdated the same a8 our 6wn citizéns for' thé"ﬁt,xi'gos’ég‘ of collection’
at the source under these provisians of the bill. - This tréatment will
relieve 'employers: in ' the border ‘cities such as Detroit, Buffalo, ete.,
{rom the butden of segregating, for ‘the purpose of Wiitthqldigg;;‘théi;‘l“
resident ard nonresident alien'emploveés and will permit’ uniform
tredtitient of all employ&es on the pay roll, regardless of residence.”
~ Subseéction (b) of section:466 provides that 'in the computation
of the tax upon wages theré shall be allowed as a deduction ‘against
the wages paid for each pay-roll period an amount ‘based upon an
annual deduction of $624 prorated in accordance with the length of
the particular pay-roll period. Under the schedule provided in sub-
section (b)‘the amount of the deduction i8 determined as follows: *

Co Wikholding | . - ) . Withholding
Pay-roll period: deduction” | Pay-roll period—Continued.  deduction
Weekly:wonommamaaaa e, $12} 3uarterly_._..--._va------.'.;slbs
Biweekly .. oo ... 24 iannually v oo - smem-s 313
Semimonthly. .. ___.__._._.. 26 Annually...ccacaacrcena 624 .
Monthly.__.. S I 52 o

If the pay-roll period is less than 1 week, tax will be based upon.
the éxcess of the aggreiqte of the wages 1;:aid during the period of
a calendar week over the deduction which would be allowed for a
weekly pay-roll period, "For example, assume that & person having no -
dependents is ‘paid on a daily basis at the rate of $5 (Perf day.. No
withholding is required with ,re:f.ecb to. the wages paid for the first
2 dt_ys of employment in any calendar week,  The wages paid for a
third day in ,phf same calendar week are subject to withholding on
$3, the excess of the aggregate of 3 days’ wages ($15) over the,WeekJ{
deduction ($12). Subsequent wage payments during the same cal-
endar week are subject to withholding on the entire amount of each
payment, If wages are paid for any pay-roll period not'covered by
the schedule 8et forth in the bill or for any period which does not. con-
stitute a pay-roll geriod, the allowable deduction for each C{9\1(:11,1)9.3;..
ment is measured by the amount of the annual deduction, divided by
365 and multiplied by the total number of calendar days in the perioa..
If the amount of the,deduction allowable with respect to wages paid
for any period of 1 week or moro oxceeds.the amount of wages paid.
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with respect to such period, the unused portion of the deduction allow-
able with respect to such period may not be carried over to a subse-
quent period.

Par ra;ih (4) of section 466 (b) prescribes the rule for computing
the withholding deduction in the case of wages which are paid without
regard to any particular period, as, for instance, commissions paid to
a salesman ypon the completion of a sale. In such cases it is provided
that the withholding deduction shall be measured by the deduction
allowable for an annual pay-roll period divided by 365 and multiplied
by the nymber of days elapsed since the date of the last payment, of
such wages by such employer during the calendar year, or the date of
commencement of employment with such employer during the calendar
year, or January 1 of such year, whichever 18 the later, , .

Part:fmph"w) of section 466. (b) provides that the total deduction
allowed any individyal with respect to wagea received from any one
employer ng:.;g a calendar ?rear shall not exceed the amount which
would have been allowable if such individual had an annual gay-rOll
period. Thus, the maximum amount of the deduction allowable with
respect to wages paid to an employee by any one employer ducing &
calendar year is $624. -

If an employee receives wages in the form of salary paid at periodic
intervals and, in addition thereto, receives bonuses or commissions
paid with respect to a different period or without regard to any
particular period, the amount of the withholding deduction allowable
with respect to the salary and the amount allowable with respect to
such bonus or commission shall be determined independently under
the rules applicable to each. In such cases, the limitation provided
in paragraph (5) will operate to prevent the allowable deduction from
exceeding the maximum deduction allowed an individual for a calendar
year., ws, if a person received a weekly salary for a 26-week
period and at the end of such period received a bonus paid with
respect to the 6 months’ period, ll:e will have been allowed an aggre-
gate withholding deduction of $312 in respect of the weekly wages
and will be entitled to a deduction of $312 with respect to the bonus,
or a total of $624. Since the maximum allowance for the calendar
year in the case of such individual is $624, no deduction will be
allowed with respect to any further wages paid by the same employer
during the same year,

However, an employee’s remuneration may consist of salary in a
specified amount plus a bonus or comimissions for each pay-roll
period. In such event the aggregate of the salary and commissions
or honus constitutes a single wage payment with respect to such
period and only one withholding deduction is allowable with respect
to each payment of such wages. For oxample, an individual 'is
employed as a salesman at & monthly salary of $100 plus comnmissions
upon sales made during the month. Such employee would be en-
titled to a withholding deduction of $52. against each such payment
of salary and commissions considered as a single wage payment,

Under the provisions of section 466 (a), the amount of the tax to
be withheld at source in respect of each payment of wages is determined
by first ascertaining the excess of the wages paid for a particular
pay-roll period over the withholding deduction applicable with respect:
to such period and applying the 5-percent rate to the result thus
obtained. The computation thus involves both subtraction and multi-
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plication.  During the course of the hearings held by your committee,
1t developed that many employers have expressed a preference for a
system of withholding under which the amount of tax to be withheld at
source would be ascertained by the use of tables, under which the
amount of the tax is determined directly from the gross wages without
the necessity for any computation. Such a system, it was indicated,
would simplify the process of collection at the source ahd help to
minimize the requirements for additional business machines by em-
g}oyers charged with the duty of collecting and accounting for the tax,

our committee has, accordingly, provided under section 466 (c) that-
employers making wage paymenta upon the basis of a weekly, bi-
weekly, semimonthly, or monthly pay period may, at their option,
withhold and collect the tax determined in accordance with the tables
provided in the bill, such tax to be in lieu of the tax required to be
withheld under subsection (a). ‘

Under the provisions of section 466 (d), the Commissioner is au-
thorized to prescribe by regulations appropriate rules for withholding
in those cases in which the withholding agent is unable to detcrmine
the amount, of wages includible in gross income, . .

Under section 466 (e), payment by the recipient of the income of
the tax required to be withheld by the withholding agent relieves
such agent fromi collection of the tax, but does not relieve the agent
from lability for interest or additions to the tax imposed under this
supplement or under chapter 1 generally. Such interest and addi-
tions {o the tax shall be computed from the date prescribed for filing
the return gnd {)ayment of the tax by the withholding agent to the
date of payment by the recipient of the income. ;

Section 466 (f) provides that the grogs income of the recipient shall
include the amount of tax withheld at the source, and neither the
recipient nor the withholdi(lrzﬁ agent will be entitled to a deduction for
the amount of such tax, e tax withheld at the source, however, is
allowed as a credit against the Vict,orry tax imposed upon the recipient
of the income and any excess thereof over the amount of the Victory
tax shall be allowed as a credit against the tax imposed by sections
11 and 12 or against the tax imposed by section 400, as the cage may
be. The recipient of the income, for the purpose of the credit pro-
vided in subsection (f), is the person subject to the Victory tax or
the other taxes imposed by chapter 1 upon the wag& from which.
the tax was withheld.: For instarce, if in a community-property
State husband and wife make separate returns, each reporting one-
half of the amount of wages received by the husband for income-tax
purposes, each spouse would be entitled to one-half of the credit
allowed with respect to the taxes withheld at source.

Subject to the provisions applicable to the refund or credit of the
taxes imposed by chapter 1, section 466 (g) provides that refund or
credit of tax overpaid under this part shaﬁ be made to the recipiont
of the income except in cases in which the tax was not withheld but
was paid by the withholding agent, in which event refund or credit
is to be made to the withholding agent.

Under the provisions of section 467, the person having control of
the payment of wages is required to collect the tax by withholding
from such payments the required amount. The term “person’ as
here used includes officers and employees of the United States and

17611°-—42——12
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also other political entities, and instrumentalities thercof. This in-
cludes corporations:set up to carry on governmental functions. The
duty to collect thus devolves upon the person actually in control of
the funds as well as upon the employer for which he acts as agent.

Every withholding agent is made liable for the payment of the tax
required to be withheld and' collected, and is relieved of liability to
any other person for the amount of any such payment. Any errors
made by withholding agoents either in the collection or payment of
the ‘tax for any:quarter of a taxable year ma,ly» be corrected in any
subsequent quarter of the same year, under regulations to be prescribed
by 'the Commissioner with the approval of the Secrctary. = = - - .
. Secction: 468 provides that every person requirdd to withhold and’
collect any tax under this subchapter shall make d retirn and pay such’
tax on or before the st day of the month following the close of each’
quarter of each calendar year. The bill provides:that thore shall' be’
included with the final return for the calendar year a duplica‘teoo{)
of ‘each reeeipt furnished to employees from whom tax is: withheld.
Every withholding agent is required to keep such records and render
under oath such statemonts as the: Commissioner may roquire under
regulations prescribed by him with the approval of the Secrotary. -

Section 469 requires the issuance of & receipt by the withholding
agent to each employee from whom tax is-withheld.: Every employer
must furnish a receipt to such -employee on or before January: 31
succooding the calendar year for which the tax was withheld unless the
employmont is terminated before the close of the calendar year, in
which event the receipt must be furnished on the day on which the
last payment of wages is made to the employee. The receipts in
every instance must set forth fhe period of employment covered, the
wagoes paid by tho employoer during such period, and the amount of
tax withheld with respect to such wages. Receipts in all cases shall
be in such form and contain such further information as the Commis-.
sioner, with the approval of the Secretary, may by regulations pre-
scribe. 'The section further empowers the Commissioner to require,
under regulations prescribed with the apFroval of the Secretary, re-
ceipts at times other than those specifically provided by the section.,
The Commissioner is also authorized to grant by regulations a reason-
able extension of time not to exceed 30 days for the furnishing of the
receipt requirdll upon termination of employment,

Section 470 provides criminal and civil penaltics for the willful
failure of any employer to furnish a rocei‘)t to the employee showing
the information required under this supplement or regulations made
pursuant thereto or for furnishing a false or fraudulent receipt. The
criminal penalty is & fine of hot more than $1,000 or imprisonment for
not more than 1 year, or both, in addition to a civil penalty of not
more than $560 for each such failure, Theso penaltics are prescribed
in lieu of the penalty imposed by section 145 of the Code, and are
much less severe than those displaced.

Subsection (¢) of section 470 also provides that the addition to the
tax required by section 291 for failure to make and file a timely return
shall, in case of any such failure by the withholding agent to make and
file a return required by this part, be not less than $5,
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PART ‘1II. EXPIRATION DATE

‘Part II} of subchapter D contains definitions and the expiration

date .of the taxes imposed by this subchapter, . = - .

" Section 475 provides that ‘“net income’” as used throughout: the
Code shall be construed to mean ‘““victory. tax net income’ for the
purposes of this subchapter. .. This: section will.make all provisions.
in the Code relating -to net income applicable to the Victory tax net
income unless otherwise distinctly expressed or manifestly incompatible
with the intent thereof. - This section defines the. term “date. of
cessation of hostilitics in the presont war” to mean the date on which-
hostilitiesin:the present war between the United States and Germany,.
Japan, and Italy cease, as fixed bﬁ the proclamation of the President
or a concurrent resolution of both Houses of Congress, whichever is
earlier. In the event hostilities between the United States and such
governments do not cease at the same time the President is directed.
to fix an appropriate date for. the purposes of this.subchapter in the
same‘mannqr;ps:speqiﬁed above. - .. . . I

" Section 476 provides that the taxes imposed by this subchaptor shall
not apply with respect to any taxable year commencing after such date.
of cessation of hostilitics,

TECHNIOAL AMENDMENTS

-Subsection (b) of section 174 of the bill is a clerical amendment to
section 3 of the Ccde adding subchapter D to the classification of the
provisions contained therein. : .

Subsection (¢) of such section amends scction 103 to pérmit the
President to double the Victory tax in the same manner as he is per-
mitted to double other taxes on citizens of foreign countrics when he
finds that citizens of the United States are being subjected to discrimi-
nafory or extratérritofial taxes by such foreign country, ‘

Subsection (d) of suéh section” amends section 131 (a) of the Code
by .providing that the foreign-tax credit shall he aljowed before the
qchits for tax withheld at the source, This is merely a clarifying
amendméht to insure the correct order of application of the foreign-
tax credit. In this connection, it should be noted that the foreign-tax
credit is not allowed as a credit against the Victory tax by reason of
the amendment made to section 1§1 (a) in section 160 of the bill, =

Subsection (e) of such section adds a new paragraph to section
322 (a) of the Code relating to refunds of overpayments of tax,
Where the amount of the tax withheld at the source under part IT of
subchapter D exceeds the tax imposed by this chapter (after deduc-
tion of the foreign tax credit, the tax withheld at source under section
143 and the post-war credit against theVictory tax allowed by section
453) the amount of such excess is to bo credited against any income
tax or installment thereof then due from the taxpayer, and any
halance thereof shall be refunded immediately to the taxpayer.
If the evidence discloses that the tax has actually been withheld,
refund may be made to the recipient even thou%h the tax has not been
paid over to the Government by the withholding agent, since the
withholding agent acts as the agent of the Government and losses
through failure of such agent to pay the tax withheld should be borne
by the Government and not'by the recipient of the income. Such
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subsection further amends section 322 to provide that, in the case of
the recipient of the income, tax withheld at source shall be con-
clusively presumed to be paid on the 15th day of the third month
following the close of the taxable year in which such tax is withheld.
In the ease of a nonresident alien individual, it shall be deemed to
have been paid by him on the 15th day of the sixth month following
the close of his taxable year. This exception in the case of non-
resident aliens follows the provision of section 218 (a) of the Code
which allows payment of their tax on the 15th day of the sixth month
following the close of their taxable year. These rules are applicable
whenever sueh date is material for tax purposes, as for the computa-
tion of interest on overpayments or the determination of the period
of limitations on claims for refund, and so forth. The rule is adopted
in the interest of eertainty and administrative feasibility.

Subseetion (f) of such section contains cross-references to various
sections of the Code. -

Subsection (g) of such section provides that the new subchapter
D, and the technical amendments related to it which are contained
in this section of the bill, shall take effect on January 1, 1943, and shall
be applicable to all wages paid on or after such date.

ParT II—PERSONAL HorLpiNG COMPANIES

SECTION 181. RATES OF PERSONAL HOLDING COMPANY
TAX '

This section, which is the same as scction 181 of the House bill,
increases the rates of personal holding company tax from 71)% and
82% percent to 75 and 85 percent.

SECTION 182. EXEMPTION OF CERTAIN CORPORATIONS
FROM PERSONAL HOLDING COMPANY TAX

This section is the same as in the House bill, except that with
respect to licensed personal finance companies the language of existing
law is restored, the limitation that a loan or investment corporation
must be subject to the supervision of State authority having super-
vision over financial institutions is removed, and subsection (b)
(relating to taxable years to which the section is applicable) makes
changes intended to prevent any unfair application of the retroactive
provision, ‘ '

This section amends section 501 (b) of the Code, relating to exemp-
tions from personal holding company tax. Exemption from the tax
for taxable years beginning after December 31, 1941, is extended to.
Joan or investment corporations which fall in the same general cate-~
gory as licensed personal finance cotnpanies. They oxist in most

tates under various desighations such as industrial banks, industrial
loan and investment companies, loan corporations, loan and invest-:
ment companics, banking companies; industrial loan and thrift
companies, Morris Plan companies, special plan banks, installment
investment, companies, and consumer discount companies. These
loan companies have many of the characteristics of banks except the-
right to accept deposits subject to check.
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The. House bill in the case of licensed personal finance companies

and loan or investment companies imposed a limitation that the
companies must be ‘‘subject to -the supervision of State authorit
having supervision over financial institutions.” In the case of L-
censed personal financial companies existing law requires that they be
“under State supervision.” The change made by the House bill
might operate to deprive certain licensed personal finance companies
from exemption since under the laws of some States they are subject
to supervision by certain State officials who may not be considered as
having supervision over financial institutions. 'This section is accord-
ingly changed to restore the provisions of existing law with respect to
licensed personal finance companies. In the case of loan or invest-
ment companies the laws of the various States are not as uniform as
they are with respect to licensed personal finance companies. Many
loan or investment companies are not under State supervision or
subject to the supervision of State authority having supervision over
finaneial institutions. In view of the fact that section 501 (b) (7)
contains other limitations which appear adequate,' this section is
changed to eliminate the provision of the House bill that loan or
investment companies be ‘‘subject to the supervision of State authority
having supervision over financial institutions.” In the case of these
companies the requirement that they be under State supervision or
any other similar provision is not believed necessary.
: gection 182 (b) 18 changed so that the amendments shall be appli-
cable to taxable years beginning after December 31, 1941, instead of
December 31, 1938, with a proviso that the taxpayer may elect to
have the amendments apply retroactively to all taxable yéars begin-
ning after December 31, 1938, and not beginning after Decembet
31, 1941. This change is necessary since personal holding ¢ompanies
are exempt under section 727 from the excess profits tax which first
became applicable to taxable years beginning after December 31, 1939,
For taxable years beginning in 1940 and »941 a loan or investment
company in order to avoid liability for personal holding company tax
may have distributed its income for those years. If retroactively made
subject to excess profits tax for such taxable years, the company
might not have funds available to pay such tax. In order to p:event
any unfair application of the retroactive provision the change made
in the House Bill gives the company an option to determine whether
it desires retroactive application of the exemption.

SECTION 183. CONSOLIDATED INCOME

This section is the same as séction 183 of the House bill, except that
the last sentence has been stricken. Since your committee does not
exclude personal holding companies from an affiliated group of cor-
porations entitled to file consolidated returns, it is no longer nccessary
to provide for the determination of the gross income of such corpora-
tions for the purpose of the personal holding company income require-
are exempt under scction 727 from the excess profits tax which first
ment in case a consolidated return is filed. As amended by this sec-
tion, scetion 501 (c) oxtends the consolidated return privilege for the
purposes of the surtax on personal holding companies imposed by
gection 500 only in the case of affiliated groups of railroad corporations
which would have been ontitled to file consolidated returns under
gection 141 prior to its amendment by this bill.
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'SECTION 184, COMPUTATION OF UNDISTRIBUTED
SUBCHAPTER A NET INCOME

This section, which is not contained in the House bill, amends the
personal holding company tax by adding a new subsection (d) to sec-
tion 504 of the Code so as to permit; a deduction in computing the un-
distributed subchapter A net income of amounts. distributed before
January 1, 1944, in redemption of preferred stock outstanding prior
to January 1, 1934 (including preferred stock subsequently issued in
lieu thereof), in cases where a corporation for the 4 year period im-
mediately prior to January 1, 1934, in fact operated as & manufactur-
inlg, commercial, processing, or service company. The amendment
allows a company to retire such preferred stock out of earnings or
profits without subjecting the earnings or profits to the high rates of
tax imposed on personal holding companies.. The amendment is
made applicable to taxable years beginnimng after December 31, 1940.

SECTION 185. DEFICIENCY DIVIDENDS OF PERSONAL
HOLDING COMPANIES

This section, which is identical with section 184 of the House bill,
amends section 506 of the Code by adding two new subsections. Sub-
section (g) is applicable with respect to a deficiency established or
determined for a taxable year which begins after Decomber 31, 1939,
and does not begin after December 31, 1941, and increases the rates
to be used in determining the amount of the credit or refund in the
case of deficiency dividends from 65 and 75 percent to 71% and 82%

ercent. ‘
P Subsection (h) is applicable with respect to a deficiency established
or determined for a taxable year which begins after December 31,
1941, and increases the rates to be used in determining the credit or
refund in the case of deficiency dividends from 65 and 75 percent to
76 and 85 percent. .

These amendments conform such rates to the personal holding
company tax rates applicable to the taxable years involved,

SECTION 186. DISTRIBUTIONS BY PERSONAL HOLDING
COMPANIES

This section is substantially the same as section 185 of the House bill,
except that under subsection (i) (relating to additional eredit or refund
for prior years) there is a: clerical change in the designation of the new
subsection, and-the period in which relief may bo obtained is extended
fromn 90 days to 6 months.

Undor existing law a personal holding company having subchapter
A net income in excess of its accumulated and current carnings and
profits is subject to the personal holding company tax aund cannot
avoid such tax by making distributions to its sharcholders. The

rimary reason for this result is that section 505 (d) limits capital
osses to $2,000 and the dividends paid credit allowed by section
6504 (a) is limited to the amount of an actual distribution, or a consent
dividend, which is out of earnings or profits. For example, if the
ordinary net income of the X corporation for the taxable year begin-
ning January 1, 1940, was $100,000 and the corporation had a long-
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term capital -1oss for such year ‘of $100,000, it’' would have no net
income under chapter 1. Its subchapter A net income, however,
due to the limitation of $2,000 on the capital logs, would be $98,000.
Although the corporation had no accumulated carnings or prafits
it would nevertheless be subject to a personal- holding company-tax
and such tax could not be avoided or reduced even tho.ugcix it-distribptied
$98,000- to .its sharcholders. A similar situation exists under prior
revenue laws:for taxable years boginning after Décomber 31, 1936..1

The amendments made by this section provide that any distribution
to shareliolders. (not in complete .or -partial liquidation) made on or
after the date of enactinent of this.act by a corporation which, for the
taxable year. in which such a distribution is.inade or for the. taxabla
year in respect of which it is made under section 504 (c)-of the Code,
relating to dividends paid within 2} months.after the closa. of. the
taxable:year, or section 506 of the Code, relating to deficiency divis
dends, or.corresponding provisions of a prior' income tax-law, was
under the applicable law a personal holdinig company, will:-now consti-
tute a taxahle dividend even if not paid out of accumulated or current
earnings or profits, The corporation is allowed either a deduction for
such a distribution for:the taxable year in which, or with respect to
which, such distribution: was ‘made or a deficiency dividecds credit
as the case may be. This is.in addition to the deduction now allowed
for distributions out of earnings or: profits. --A. distribution made as
provided in the last sentence of section 351 (d) of the:Revenue.Acts
of 1934 and 1936 does not, however, constitute a taxable dividend.
Section .28 (d) (1), relating to shareholders’ consents in the case of
consent dividends, is. amended so that consent dividends are taxable
and the consent dividends credit is tllowed even if the corporation hias
no acoumulated or current earnings or profits, o

This section similarly amends prior laws for taxable years of a
corporation beginning after December 31, 1936, but subsection. (g)
provides that the amendments made by subsection (a) relating to
definition of dividend, subsection (b) relating to source of distribution,
subsection (¢) relating to dividends paid after close of taxable year,
and subsection (d) relating to deficiency dividends.are not to be given
retroactive application with respect to any distribution (including a
deficiency dividend and a dividend paid within 2% months after the
close of the taxable year) made prior to the date of enactment of this
act, which is a dividend solely by reason of such amendments unless
certain specified conditions are met. - :

If for any such prior taxable ?'ear there was no distribution, or an
inadequate distribution to shareholders, the corporation, even though
it had no accumulated or current earni.n%s or profits, may secure relief
from the personal holding company tax for such year by using, within
1 year from the date of onactnrent of this act, consent dividends under
the amendment made by subsection (e). Tf a deficiency has been
determined or established for a prior taxable year some measure of
rolief may be secured by tho use of the deficiency dividends credit or
refund provisions as amended by subsection (d).

Subsection (h) provides for the refund or credit. of overpayments
for the taxable year involved to the extent resulting from the applica-
tion of subsections (e) and (g) which would otherwise be prevented
on the date of enactment of this act or within 1 year from such date.
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Such refund or credit is to be made, if claim is filed within 1 year
from the date of enactment of this act, notwithstanding the fact that
some other provision of law or rule of law (other than compromise),
e. g., statute of limitations, closing agreement, Board decision, or rule
of res judicata, etc., would on the date of enactment of the act, or
within 1 year from such date, prevent such refund or credit. Similar
provision is also made for the assessment and collection of any defi-
ciency for any taxable year to the extent resulting from the application
of this section. This subsection is not applicable, however, where
the refund or credit, and the assessment or collection of the deficiency,
can be made within the statutory period of limitations.

Subsection (i) is designed to be used particularly in those cases
where the tax has been paid in whole or in part for a prior taxable year.
In such a case deficiency dividends cannot be used if the tax was not
paid as a deficiency or if the time for claiming a deficiency dividends
credit has expired. Furthermore, for various reasons it may not be
possible to use consent dividends. Relief may be obtained by making
a distribution within 6 months after the date of enactment of this
act to shareholders of record as of the date of distribution. If the cor-
gomtion elects to imake such a distribution and files the claim required

section 506 (1), as amended, such distribution will have the same
effect as a deficiency dividend, for purposes of computing credits or
making refunds. The corporation can thereby secure a refund, with-
out interest, of the personal holding tax; the shareholders to whom
the distribution was made must include such distribution as a taxable
dividend in their returns for the taxable years in which it is made.

The retroactive application of this section may be illustrated by the
following examples:

(1) The X corporation for the calendar year 1937 was a personal
holding company with a deficit at the beginning of that year, Its
income for the year consisted of interest and dividends in the amoun¢
of $60,000, its allowable deductions excluding capital losses were
$8,000 and it had capital losses of $40,000,,0f which only $2,000 were
deductible in computing adjusted net income. It paid income taxes
for the prior year of $10,000. Its adjusted net incomo for the year
1937 was $30,000 and it distributed to -its sharcholders $30,000
although for the taxable yoar it had no earnings or profits. The
stockholders treated the distribution as a taxable dividend and the
X corporation claimed a dividends paid credit of $30,000 and paid
no personal holding company tax for that year. The Bureau disal-
lowed the claimed credit sinco it was not paid out of earnings or profits
and proposes to assert a deficioncy of $22,300 in porsonal holding
company tax, The stockholders thereupon filed claims for refunc
with respect to the tax they paid by treating the distribution as a
taxablo dividend. The case of the corporation and its sharcholders
is pending before the Burcau. Under this amendment if the X cor-
poration within 1 year aftor tho enactment of this act files a claim
for the benefit of this section accompanied by signed consents under
oath of each of the sharcholders to whom such distribution was made
agreeing to the inclusion of the amount of such distribution in his
gross income as a taxable dividend, the corporste deliciency will be
eliminated and the claim for refund filed by tho stockholders will be
rejected.
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(2) -If in the above example one of the individual stockholders of
the X corporation to whom the distribution was made in 1937 died,
and one stockholder was a corporation which had subsequently liqui-
dated, the consent, in the case of each such stockholder, could be made
by the duly authorized representative of such individual and corpora-
tion respectively.

(3) If in the above example the X corporation. made no distribu-
tions in 1937 and in its return for that year paid the personal holding
company tax of $22,300, subsections (h) and (i) of this section provide
two methods by which the X corporation can secure a refund of such
tax. Jt may within 1 year after the date of enactment of this act
use the provisions of section 28 of the Revenue Act of 1938, as amended,
relating to the consent dividends credit, which for the purposes of
this section is made applicable by subsection (e) (2) to the calendar
year 1937 and fiscal years beginning in 1937. The X corporation
could thereby secure a refund of $22,300, with interest, and the persons
who signed the consents (shareholders on December 31, 1937) would
be required by reason of subsections (¢) and (h) to pay additionel
taxes based on the amounts included in each consent. JInstead of
using the.consent dividends credit provisions the X corporation, by
reason of the amendment made in subsection (i), could within 6
months after the date of the enactment of this act elect to pay a
dividend of $30,000 to its present stockholders and to have such divi-
dend treated under the provisions of section 506 (i) as if it were a
deficiency dividend. If the dividend is paid within such. period and
a claim 13 filed as required by section 506 (i) (1) the X corporation
could secure a credit or refund, without interest, of $22,300 and its
sharehclders receiving the distribution would be requireci to treat it
as a taxable dividend whether or not it had any accurnulated or current
earnings or profits.

TITLE II.—EXCESS PROFIT TAX

SECTION 201. TAXABLE YEARS TO]JWHICH AMENDMENTS
APPLICABLY

This section, which is identical with section 201 of the House bill,
provides tixat the excess profits tax amendments made by this title
of the bill snisll be applicable only with respect to taxable years begin-
ning after December 31, 1041, except as otherwise expressly provided.

SECTION 202. RATE OF EXCESS PROFITS TAX

This section corresponds to section 202 of the House bill, It
amends seetion 710 (a) (1) of the Code by inserting in lieu of the
rate table now set forth therein a provision imposing the tax at a
flat rate of 90 percent of the adjusted excess profits net income.
Your committee, however, believes that the sum of the corporate
normal tax, surtax, and excess profits tax should not exceed 80 per-
cent of the corporation surtax net income (computed without any
credit for income subject to excess profits tax)., It has jtherefore
amended this section to provide that the excess profits tax should be
the lesser of the following: 90 percent of adjusted excess profits net
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income, or an amount which when added to the tax imposed by chapter
1 (other than sec, 102) equals 80 percent of the corporation surtax net
income computed without the credit provided in section 26 (e) for
income subject to excess profits tax. The only othér change made by
your committee in the bill as passed by the House is a technical
changoe to correlate the amendment made by this section with section
221 (b), amending section 710 (a) (2) of the Code, and sections 203
and 205 inserting section 710 (a) (3) and section 710 (a) (4), respec-
tively, in the Code. :

SECTION 203. CERTAIN FISCAL YEAR TAXPAYERS

The. bill as reported by your committee strikes out section 129 of
the House bill, relating to fiscal year taxpayers, and inserts in lieu
thoereof this section and section 141. The House bill relates to any
taxable year beginning after December 31, 1940, which begins in one
calendar year and ends in the following calendar year, if the law with
respeet Lo the respective years is different. 'The sections of the bill
as reported by your committee apply only to a taxable year beginning
in the calendar ycar 1941 and ending after June 30, 1942, Section
129 of the House bill relates to the normal tax, surtax, and excess
profits tax. "This section relates to tho excess profits tax imposed by
subchapter E of chapter 2 of the Code, while section 141 relates to
the taxes imposed by sections 11, 12, 13, 14, and 156 of the Code.

Paragraph (3) of section 710 (a) of the Code, which is added by
this soction, provides that the tax under subchaptor E of chapter 2
of the Code for a taxable yoar beginning in 1941 and ending after
June 30, 1942, shall be an amount equal to the sum of (A) that portion
of a tontative tax under such sube m;)t,er for the entire taxable yoar
(computcd as described bolow), which the number of days in such
taxablo year before July 1, 1942, boars to tho total number of days in
such taxablo year, plus (Bs‘tlmt portion of a tentative tax under such
subchapter for the entire taxable year (computed as described holow),
which tho numboer of days in such taxable yoar aftor June 30, 1942,
bears to tho total numbor of (days in such taxable year. Such para-
graph (3) further provides in effeet that tho tentative tax under clause
(A) above shall be computod under the law applicable te a taxable
year beginning in 1941 (without regard to paragraph (3) of section
710 (a)) and at the rates (or in the amounts of tax) specified for such &
taxable year; and that the tentative tax under elause (I3) above shall
bo computed under the law applicable to a taxablo year beginning in
1941, with certain modifications rolating to certain deductions and
crodits, but at the rates (or in the amounts of tax) specified for a
taxablo yoar beginning in 1942, The tentative tax under clause (I3)
abovo is Lo bo computed without regard to Furngmph (3) of section
710 (a) oxcopt as certain provisions of tho bill are made applicable by
subdivision (B) of section 710 (a) (3).

SECTION 204. TWO-YEAR CARRY-BACK. OF UNUSED
EXCISS PROFITS CREDIT

This section, for which there is no corresponding provigion in the
House bill, amends section 710 (b) (3) and (c) of the Code. For the
first time a carry-back of the unused excess profits credit is allowed.
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"The unused excess profits credit for any taxable year beginning on or
after January 1, 1942, may be carricd back and credited against the
-excess profits net income for each of the 2 preceding years (but not
for any taxable year beginning before January 1, 1941), for the
purpose of determining the adIusted excess profits net income for
such taxable years. The unused excess profits credit for any taxable
year which is not used as a carry-back may be carried forward, as under
existing law, to the 2 succeedm% taxable years. The amount which
ma% be carried back or carried forward is limited in the case of each
such preceding or succceding taxable year to the portion of the unused
excess profits credit which was not applied against excess profits net
income in determining the adjusted excess profits net income for the
taxable years before such preceding or succeeding taxable year. In de~
termining the amount of the unused excess profits credit which was so
applied, the adjusted excess profits net income is computed for any
such taxable year without the specific exemption of $5,000 allowed
by section 710 (b) (1), and without credit of any carry-over or carry-
back from the taxable year in which such unused excess profits credit
arose or from any taxable year subsequent thereto. The unused
excess profits credit, which is & carry-over or a carry-back to such taxa-
ble year, is considered to have been applied sgainst the amount so
computed. A ‘

The following example illustrates the operation of this section:
It is assumed that the taxpayer, on the calendar year basis, has an
excess profits credit of $100,000. It has $125,000 excess profits
net income in 1942, $185,000 excess profits net income in 1943, $55,000
excess profits net income in 1944, $25,000 excess profits net income
in 1945, $30,000 cxcess profits net income in 1946, $160,000 excess
profits not income in 1947, and $200,000 excess profits net income in
1948, Since the taxpayer has a $100,000 excess profits credit, and
excess profits net-income of only $565,000 in 1944, $25,000 in 1945,
and $30,000 in 1946, it has an unused excess profits credit of $45,000
in 1944, $75,000 in 19456, and $70,000 in 1946, Such unused cxcess
profits credit will form the basis for carry-backs and carry-overs
computed as follows:

1. The amount of the $45,000 unused excess profits credit
for 1944 which may be used as a carry-back to 1942 and 1943 and
as & carry-over in 1945 and 1946 is computed as follows:

(@) ¥Yor 1042, the carry-back is $45,000 (the amount of
the unused excess profits credit).

(b) For 1943, the carry-back is $20,000, determined by
deducting from the $45,000 unused oxcoss profits credit the
adjusted excess profits net income for 1942 computed without
the deduction of the specific exemption or any carry-back
from 1944 or from: any year subsequent to 1944 (the $125,000
excess profits net income for 1942 less the $100,000 excess
profits credit for such taxable year, or $25,000),

(c) For 1945 and 1946 there is no carry-over from 1044
since all of the unused excess profits credit has been applied
against the excess profits net incomo for 1942 and 1043.
To determine the carry-over, the $45,000 unused excess
profits eredit-must first be reduced by the sum of the ad-
usted excess profits net income for 1942 and 1943 computed
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for each such year without the deduction of any $5,000
specific exemption or of any carry-back or carry-over from
1044 or from any year subsequent to 1944 (for 1942, the
$125,000 excess profits net income less the $100,000 excess
profits credit for such year, or $25,000, plus, for 1943, the
$185,000 excess profits net income less the $100,000 excess
profits credit for such year, or $85,000, a total of $110,000).

2. The amount of the $75,000 unused excess profits credit for
1945 which may be used as a carry-back to 1943 and 1944, and
as a carry-over to 1946 and 1947, is computed as follows:

(@) For 1943, the carry-back is $75,000 (the amount of the
unused excess profits credit),

(b) For 1944, the carry-back is $10,000, determined by
deducting from the $75,000 unused excess profits credit the
$65,000 adjusted excess profits net income for 1943 computed
without the deduction of the $5,000 specific exemption or of
any carry-back from 1945 or any year subsequent to 1945
(the $185,000 excess profits net income for 1943, less the
$100,000 excess profits credit and the $20,000 excess profits
credit carry-back from 1944).

(¢) For 1946, the carry-over is $10,000, determined by
reducing the $75,000 unused excess profits credit by the sum
of the adjusted excess profits net income for 1943 and 1944
computed for each such year without the deduction of any
$5,000 specific exemption or of any carry-back from 1945 or
any year subsequent to 1945 (for 1943, the $185,000 excess
profits net income less the $100,000 excess profits credit and
the $20,000 carry-back from 1944, or $65,000, plus, for 1944,
the $25,000 excess profits net income less the $100,000 excess
profits credit, or $0 adjusted excess profits net income),

(d) For 1947, the carry-over is also $10,000, since there
was no adjusted excess profits net incomo for 1946, ‘com-
puted without the deduction of the $5,000 specific exemp-
tion or of any carry-over from 1945 or of any carry-over or
carry-back from any yvear sul?sequent to 1945 (the $30,000
excess profits net income for 1946 less the $100,000 cxcess
profits credit) to offset any of the carry-over to such year,

3. The amount of the $70,000 unused excess profits credit for
1846 which may be taken as a carry-back to 1944 and 1945, and
as & carry-over to 1947 and 1948, is computed as follows:

(@) For 1944, tho carry-back is $70,000 (the unused
excess profits credit),

() For 1945, tho carry-back is also $70,000, since there
was no adjusted excess profits net income for 1944, computed
without the deduction of the $5,000 specific exemption or
of the carry-hack from 1946 or from any year subsequent
to 1946 (the excess profits net income of $655,000 for 1944
less thoe $100,000 excess profits credit and the $10,000 carry-
back from 1945) to offset any of such unused excess profits
credit for 1946,

(¢) For 1947, the carry-over is also $70,000, since there
was no adjuamé excess profits net income in 1944 or 1945 to
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offset any of the unused excess profits credit for 1946.. The
carry-over to 1947 is computed by reducing the $70,000
unused excess profits credit by the sum of the adjusted
excess profits net income for 1944 and 1945, computed for each
such year without the deduction of any $5,000 specific exemp-
tion or of any carry-back fromn 1946 or from any year subse-
quent to 1946. (For 1944, the adjusted excess profits net
income so computed is $0, that is, the $56,000 excess profits
net income for such year less the $100,000 excess profits
credit and the $10,000 carry-back from.1946. For 1945, the
adjusted excess profits net income so computed is $0, that
is, the $25,000 excess profits net income for 1945 less the
$100,000 excess profits credit.) '
(d) For 1948, the carry-over is $20,000, computed by re-
ducing the $70,000 carry-over to 1947 by the adjusted excess
profits net income for 1947 computed without the deduction
of the $5,000 specific exemption or of the carry-over from
1946 or of any carry-over or carry-back from a year subse-
quent to 1946 (that is, the $160,000 excess profits net income
for 1947 less the $100,000 excess profits credit and the
$10,000 carry-over from 1945). :

The sum of the carry-backs and carry-overs to any taxable year,
which may be credited against the excess profits net income for such
taxable year to determine the adjusted excess profits net income, is
the “unused excess profits credit adjustment’’ for such taxable year.
Thus, in the above illustration, the *‘unused excess profits credit
adjustment’”’ for 1943 is $95,000, the sum of the $20,000 carry-back
from 1944 and the $75,000 carry-back from 1945,

This section also amends section 710 (¢) to provide that the unused
excess profits credit for a taxable ycar of less than 12 months shall
be reduced tc an amount which is such part thercof as the number of
days in the taxable year is of the number of days in the 12 months
ending with the close of the taxable year. The excess profits. credit
is designed to apply against the excess profits net income for a 12-
month period, and gross distortion results from treating the part not
used in a short taxable year tho same as the unused credit l’i())r a 12-
month taxable year. Under eoxisting law, the -excess profits net
income is placed on an annual basis by reference to the period of time
involved in the short taxable year, and the excess over this amount
of the excess profits credit is treated as an unused oxcess profits credit
which may be carried over to succeeding taxable years. In effect,
this places on an annual basis the excess of the excess profits credit
allocable to the short period over the oxcess profits net income for
such period, and permits this distorted amount to bo carried over as
a credit in succeeding years, For example, the taxpayer, with a
$91,250 excess profits credit, changes from the calendar year basis to
the fiscal year basis ending January 31. It files a return for the short
period, January 1-31, 1942, in which petiod it has an excess profits
net income of $6,200. This excess profits net income, placed on an
annual basis under section 711 (a) (3), is $73,000, and the $91,250
excess profits credit for such taxable year exceeds this amount by
$18,260. This $18,250 is an unused excess profits credit for the short
taxable year under existing law. Since the $91,250 excess profits
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credit is designed to apply to a year of 365 days, only $7,750 of the
excess profits credit is properly allocable to the 31 day period, and
only the $1,660 excess of this amount over the $6,200 excess profits
net income should be treated as an unused excess profits credit for the
short taxable year. Under the amendment made by 'this section,
therefore, the $18,250 unused excess profits credit determined on an
annual basis would be reduced by reference to the period of time
included in the short taxable year (that is, $1,650, or 3%¢s of $18,250).
. The amendments made by this section are applicable to all taxable
yeers beginning after. December 31, 1840, 'T'hus, in the case of a tax-
payer on the calendar year basis, the amendments made by this sce-
tion are applicable in determining the carry-over from the taxable
year 1940 to the taxable year 1041, and the carry-backs from the
taxable years 1942 and 1943 to such taxable year.

SECTION 205. COMPUTATION -OF EXCESS PROFITS AND
INVESTED CAPITAL OF INSURANCE COMPANIES

This section corresponds to section 204 of the House bill,
Subsection (a) is new and amends section 710 (a) of the Code by
providing a notch provision in the case of & mutual insurance company
other than life or marine, where the gross amount received from
interest, dividends, rents, and prémiums (including deposits and
assessments) is between $75,000 and $125,000. o
Subsection (b) is new and amends section 711 (a) (1) of the Code,
by adding a new subparagraph providing a deduction from the
normal tax net income of a life insurance company of the oxcess of the
product of the figure detormined and proclaimed under section 202 (b)
and the excess profits net income computed without regard to the
provisions of the.new subparagraph over the adjustment for certain
resorves provided in section 202 (c). , ' ‘
Subscction (¢) revises the proposed amendment to section 711 (a) (2)
of the Code, contained in the House bill, relating to, the excess profits
credit computed under invested capital i)y roviding that in the case
of a life insurance company there shall be deducted from the normal
tax net income 50 percent of tho excess of the product of the figure
detormined and proclaimed under section 202 (b) and the excess .
profits net income computed without regard to the subparagraph
ovor the adjustment for certain reserves provided in section 202 (c).
Subsections (d) and (¢) except for technical changes are the same as
subsections (¢) and (d) of the House bill. Subsection (d) amonds
gection 718 of the Code to provide that the reserves of an insurance
conmpany shall not be included in computing equity invested capital
undor such section but shall be treated as borrowed capital as provided
in section 719 of the Code. The latter section is amended to provide
that in tho case of an insurance company borrowed capital shall
include the mean of the amount of the pro rata uncarned promiums
ds’ermined at the beginning and end of the taxable year, and that in
- o caso of a life insurance company borrowed capital shall include
the mean of the amount of the adjusted reserves, and the mean of the
amount of the reserves on insurance or annuity contracts (or contracls
arising out of insurance or annuity contracts) which do not involve,
at tho time with reference to which the computation was made, life
health, or accident contingencies, dotermined at the beginning and
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end of the taxable year. The treatment of insurance reserves as
borrowed capital in seetion 206 is for the purpese of determining
invested capital and does not mean that your committee regards
these funds as in fact borrowed from the policyholders or believes
that the policy contracts arein fact evidences of indebtedness,

SECTION 206. TECHNICAL CHANGES MADE NECESSARY
BY CHANGE IN BASE FOR CORPORATION TAX

This section corresponds to section 205 of the House bill. :

The change made by section 106 of the bill in the base of the income
tax imposed by chapter 1 of the Code through the allowance of
adjusted excess profits net income as a credit in computing normal
tax net income requires certain technical amendments in computing
excess profils net income under section 711 (a) (1) and (2) of the Code,
which is based upon normal tax net income, This section of the bill
disallows such credit in computing normal tax net income for purposes
of both the excess profits net income computed under the incomae
. credit and the excess profits net income computed under the invested

c.a‘i'{tal credit. ' . . o '
his section also repeals the provisions of existing law. (section
711 (a) (1) (G) and. (2) (1) of the Code) disallowing the deduction
of the excess profits tax from gross income in determining other
deductions which are based upon a percentage of the taxpayer’s net
income or net income from fr_operty. Such proyisions of existing law
are unnecessary in view of the general disallowance of the excess
profits tax as a deduction, as provided by amendments made by section
105 (c) of the bill. , e .
. The only change made by. your committee in this section of the bill
is the elimination from the bill of the provision requiring computation
of thoe excess profits credit carry-over from taxable years beginning
in lgig and 1941 under the law applicable to taxable yoars beginning
n 1942, - : .

SECTION 207. CAPITAL GAINS AND LOSSES IN THE
COMPUTATION OF EXCESS PROFITS NET TNCOME

In conformity with the changes made by section 152, this section
changes the excess profits tax provisions which relate to capital
gains and losses so as to treat gains and losses from the sale or exchange
of capital assets held for more than 6 months in the saime manner
as long-term gains aad losses are treated for excess profits tax pur-
goscs under existing law. The House bill containg similar provisions

ut required a 16 month holding period. : Both the House bill an
this scction strike out the special excess profits tax provision excluding
from excess profits net income the excess of gains over losses from
the sale or exchange of property subjeot to an allowance for depre-
ciation, since such gains and losses will be excluded if thoy are treated
as capital gains and losses under section 117 (j), added to the Code
by scction 153, Under existing law income from the retircment or
discharge of obligations is excluded from excess profits net income
if the obligations have been outstanding for more than 18 months,
and your committee has inserted amendments changing this 18 month
period to 6 months. In conformity with the changes made by
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section 152 of the bill, a technical amendment is made to the pro-
visions of section 711 (b) (2) which permit a net short-term capital
loss carry-over in computing base period net income.

SECTION 208. RETROACTIVE TREATMENT OF INVOLUN-
TARY CONVERSIONS AS CAPITAL TRANSACTIONS)

This section, for which there is no corresponding provision in the
House bill, provides that 1gains and losses on the involuntary con-
version of property of a character subject to the allowance for de-
preciation provided in section 23 (1), held for more than 6 months
shall be treated for excess profits tax purposes the same as gains an
losses from the sale or exchange of such property. Under this amend-
ment the excess of gains from such sales, exchanges, and involuntary
conversions over the losses therefrom is excluded from excess profits
net income. For the purposes of this section, property is involun-
tarily converted if it is destroyed in whole or in part, stolen, seized,
requisitioned, or condemned. For example if a taxpayer has a gain
of $1,000 from the sale of property of a character Bubf(!cb to the al-
lowance for depreciation provided in section 23 (1), held for more
than 6 months, a gain of $800 from insurance on such property
which was destroyed by fire, or $1,800 of gain, and a loss of $600 from
the total destruction by fire of such property which was not insured,
the excess of $1,800 over $600 is excluded from excess profits net
income. Thir section also provides that the determination of the
period for which such property has been held shall be made under
the same provisions as are applicable in determining the holding
period of capital assets under section 117, ,

This amendment is applicable only to taxable years beginning
after December 31, 1939, and not beginning after December 31, 1941,
The amendments made by sections 153 and 207 of the bill, applicable
to taxable years beginning after December 31, 1941, make it unneces-
sary to enact similar provisions with respect to taxable years beginning
after December 31, 1941,

SECTION 209. NONTAXABLE INCOME FROM EXEMPT
EXCESS OUTPUT OF MINING AND FROM BONUS INCOME
OF MINES, ETC.

This section is now, no corresponding section having appeared in
the House bill. Your committee has added a now section 736 and
new subsections to section-711 (a) (1) and section 711 gn) (2) (relating
to the computation of excess profits not income when the excess

rofits credit is computed under the income credit and under the
mvested capital credit, respectively) to provide for the exclusion in
the computation of excess profits net income of a producer of minerals
as defined in section 735, of nontaxable income from exempt excess
output of mineral property and nontaxable bonus income provided
in section 735.

Section 735 provides that for any taxable year for which the excess
output of a mineral property whicﬂ wasg in operation during the base
period exceeds 6 percent of the estimated recoverable units from such
property, nontaxable income from exempt excess output for such
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taxable year shall be the exempt excess output for such year multiplied
by the normal unit profit. Such amount, however, shall not exceed
the net income, computed with the allowance for depletion, attribut-
able to the excess output for such year. In the case of a coal mining
or iron mining property which was in operation during the base period,
nontaxable income from exempt excess output for any taxable year
shall be an amount equal to the excess output of such property for
such taxable year multiplied by one-half of the unit net income from
such property for such year. The unit net income of a coal mining
or iron mining propert?v means the amount ascertained by dividing
the net income from the coal or iron recovered from the property
during. the taxable year by the number of units of coal or iron re-
covered from such property in such year. )

Nontaxable bonus income is the amount of income derived from
bonus payments made by any agency of the United States Government
on account of the production in excess of a specified quota of a mineral
product the exhaustion of which gives rise to an allowance for depletion
under section 23 (m), but such amount shall not exceed the net income
attributable to the output in excess of such quota. If the income
attributable to excess output includes bonus payments, the taxpayer
may elect under regulations prescfibed by the Commissioner with
the approval of the Secretary, to receive the benefits of nontaxable
income from exempt excess output or of nontaxable bonus income
with respect to that portion of the excess output in excess of the
taxpayer’s quota.

Excess output is defined to mean the excess of the units of metal,
coal, or nonmetallic substance in the minerals recovered from tha opor-
ation of a mineral propoerty for the taxable yoar over the normal out-
put from such proporty. Normal output means the average annual
units of motal, coal, or nonmetallic substance in the minorals recovored
from tho operation of a mineral property in the base period which, for
tho purposes of this section, means the taxable yoars boginning aftor
Docoember 31, 1935, but not boginning after Docember 31, 1939, of
tho porson owning such proporty, whether or not such person bhe the
taxpayer currently owning the property. Tho avorage annual iunits
of metal, coal, or nonmaetallic substance in the minerals recovorod shall
bo detormined by dividing the aggrogate of the units rocovered during
such baso period by the numbor of months for which the property
was in operation during such period, and by multiplying the amount
8o ascortainod by 12. Any property which was in oporation for less
than 6 months (Ku‘ing such bhase period shall, for the purposes of soc«
tion 735, not be considored to hayo boon in operation during the base
poeriod. A mineral proporty moeans a mineral deposit, the develop-
mont and plant nocessary for tho oxtraction of tho doposit, and so
much of tho surfaco of thoe land as is necessary for purposes of such
oxtraction,

Minoerals are oves of the metals, coal, and such nonmetallic substances
as abrasives, asbestos, asphaltum, barytes, borax, building stone,
cement rock, clay, crushed stone, feldspar, fluorspar, fuller's ecarth
graphite, gravel, gypsum, limestone, magnesite, marl, mica, minera
pigments, peat, potash, precious stones, refractories, rock phosphate,
salt, sand, silica, slate, soapstone, soda, sulfur, and tale,

77011°—42-—-——18
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The term ‘‘normal unit profit”’ means the average profit for the base
period per unit of metal, coal, or nonmetallic substance in the min-
erals recovered from the mineral property during such period, deter-
mined by dividing the net income computed with the allowance for
depletion computed in accordance with the basis for depletion applica-
ble to the current taxable year, with respect to'minerals recovered
from the mineral property during the base period by the number of
units of metal, coa{? or nonmetallic substance in the minerals recovered
from such property during the base period. Your committee expects
that the Commissioner, with the approval of the Secretary, will pre-
scribe regulations so that in any case in which two or more metals or
nonmetallic substances, or one or more metals or nonmetallic sub-
stances and coal, exist in the minerals extracted from a mining prop--
erty, proper allocation will be made of the net income attributable
to such minerals among; the units of metal, coal, or nonmetallic’
substances in the minerals. o ' ‘ :

The cstimated recoverable units are the estimated number of units
of motal, coal, or nonmetallic substances in the estimated recoverablo
minerals from the mineial property at the end of tho taxable year:
plus the excess output for such year. This formula should ‘be appli-
cable whethor the estimated recoverable units at thoe end of tho yoar
have beon computed upon the basis of tho estimated numbor of units
at the beginning of the year less the year’s output, or whethor a new
estimate has been made as of tho end of -the year. In any event, all
estimates shall be subject to the approval of the Commissioner, and
his determinations, for the purposes of section 735, shall be final and
conclusive, ~ ‘ :

Exempt oxceoss output for any taxable yoear is the number of units
equal to spocified percontages of tho oxcess output for such yoar.
’lqmso percontagoes vary from 100 percent if the oxcoss output excoods
50 porcont of tho cstimatoed recoverable units, to 20 porcont if the
oxcess output excoeds 6 but not 10 percont of the estimated rocovor-
able units. They afford a sliding scalo of veliof deponding upon the
repidity with which the mineral property is being deploted.

The amondments made by this section, insofar ag thoy are applicablo
to nontaxable bonus income, shall bo applicablo to taxable years
boginning aftor Decombor 31, 1940.

I'he provisions of soction 711 (a) (1) (1), section 711 (a) (2) (K) and
section 735 may be illustrated by the following examplos:

1. Assume that for cach of three nonferrous metal mines, the nor-
mal output during the base period was 100,000 tons, and that the net
income with respeet to the minerals recovered was $100,000, resulting
in & normal unit {)mﬁt of 1 per ton. During the taxable year, each
of the mines produced 210,000 tons at a profit of $1.40 per ton, pro-
ducing net income {rom such minerals of $294,000, At tlho beginning
of the year, the reserves of mine A were 300,000 tons, of mine BB were
1,000,000 tons, and of mine C were 2,000,000 tons, The adjusted
excess profits net income for each mine would be computed as follows:
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MineA | Mine B Mine O
1, Net Ineome. . . ocqoecaeecaaecccacacccvccemcvomnurcmmaecemam———n $204, 000 $294, 000
2. Normal output’ (tons) . 100,000 100, 000
3, Excess output (tons) .. ... ... 110,000 | . 110,000
4, Estimaled reaenesntendolyearplmex , 000 900,000 | 1,900, 000
5. (3). 88 a percen L 55.0 122 : 5.8
6. Percentage of (3) whlc 00f 0 0
7. Exempt excess output ( 110, 000 33, 000 - 22,000
8. Nontaxable {ncome irom excess oumut ((7) times normnl unit . : :
profit of $1) . ... o i liiiiiiiiceeciceeeeccaaian——- $110,000 | $23,000 $22, 000
9. Excess profits net lnoome ((l)— (.)) J LRI $184,000 | 4261, 000 $272, 000
10. Excess rofits credit (95 rereent of base period earnings) and X
c exemption of $5,000.. ... . o ioeo o iieccccnamacann $100, 000 100, 000 00, 000
11, A usted excess profits net income ((0) [611) ) T, $34, 000 161, 000 72, 000

2. If the prewous problem, a quota of 100,000 tons had been estab-
lished for each mine, and the current, pmﬁt had included a bonus’
price of $0.40 per ton, since output in excess of the quota is 110,000
tons nontaxable bonus income would amount to $44,000. Whereas
mine A would elect to retain the benefits of the exclusion for non-
taxable income from exempt excess output, mines B and C would
elect to receive the benefits of a $44,000 exclusion for nontaxable
bonus income instead of an exclusion for nontaxable income from:
exempt excess output which, in the case of mine B, was $33, 000 and,
in the case of mine C, was $22 000. .

3. Assume that the normal output of a coal mine durmg the base
period was 100,000 tons, and the average net income from the prop-
erty was $5, 000. Assume that the output for the taxable year is
190,000 tons producing a net income, at a profit of $0.10 per ton, of
$19, 1000. Tho excess profits tax of such mine would be redu('ed by
this section by $4,050, as follows:

1, Taxable year Net NCOMO _ - oo oo $19, 000
2, Taxable yearoutput (tons) ... .o 190, 000
3. Normal output (tons) - . . oo S 100, 000
4. Iixcess output (BONS) < - e 90, 000
5. Profit per unit of production. . . .o . $0. 10
6. Product of (6) and (4).. .. ... A $9, 000
7. Nontaxable income (50 pereent of (6)). .. _ ... .. . .. . ..._..___._ $4, 500
8. Iixcess profits not income ((1) 1€88 (7)) e oo $14, 500
9. Avom;bo carnings credit (96 percent of hase period average plus
$5,000 exemption) . ... e $9, 760
10. Adjmtod excess profits net income ((8) less (9)) ... l_______. $4, 750
11, Excess profits tax at 90 pereent without the benefit of sce. 736.___ .. 38, 326
12, Fixcess profits tax at 90 percent with the benefit of seo. 736........ 84, 275
13, Tax reducbion. _ s $4, 060

SECTION™ 210. CREDIT IFOR DIVIDENDS RECEIVED IN
COMPUTATION OF EXCESS PROFITS NET INCOME IN
CONNECTION Wl’l‘H- INVESTED CAPITAL CREDIT

This section, wlnch is not contained in the House bill, amends exist-
ing law b provndmg that dividends on stock which is not a capital
asgob shall be included in full in the computation of excess profits net
income of a taxpayer using the excess profits credit based on invested
capital.

Under existing law stock is generally treated as an inadmissible

asset and subtracted from invested capital. At the same time the
dividends are excluded from excess profits net income, Stock which
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is not a capital asset, however, is treated as an admissible asset,
But dividends on such stock are included only to the extent that they
exceed the dividends received credit.

Since stock which is not a capital asset is an admissible asset, and
is not subtracted from invested capital through the inadmissible-
asset adjustment, the entire amount of dividends upon such stock,
and not merely the 15 percent included because of section 26 (b),
should be subject to cxcess profits tax. The amendment made by
this section accomplishes this result by providing that, in the case of
a taxpayer using the excess profits credit based on invested capital,
the credit for dividends received shall not be allowed with respect to
dividends on stock which is not a capital asset. Since the result
reached under the present law is clearly an oversight, this amendment
is made applicable to all excess profits tax taxable years beginning
after December 31, 1939.

SECTION 212. EXCESS PROFITS NET INCOME PLACED
ON ANNUAL BASIS '

This section is identical with section 208 of the House bill.

A corporation filing an excess profits tax return for a taxable year
of less than 12 months is required under section 711 (a) (3) of existing
law to place ite excess profits net income on an annual basis by mul-
tiplying it by the number of days in a full year and dividing by the
number of days in the short taxable year. ‘ -

This section of the bill amends section 711 (a) (3) of the Code to pro-
vide that o taxpayer having a short taxable year may compute its
excess profits tax for the short period with roference to its actual
adjusted excess profits net income for a 12 month period. This pro-
vision affords rolief similar to that granted by the amendments con-
tained in section 136 of the bill with respect to the income tax. In
the case of a short taxable year caused by the taxpayer becomin
affiliated, or breaking afliliation, with a group filing a consolidateﬁ
return for the period during which the corporation was affiliated, the
regulations with respect to consolidated returns may, of course, make
other provision for establishing the adjusted excess profits net income
for a 12 month period, such as by requiring the corporation to use as
the 12 month period the annual accounting period in which the short
taxable year falls.

SECTION 213, INTEREST ON CERTAIN FFEDERAL OBLIGA-
TIONS

This section is the same ag section 209 of the House bill and pro-
vides in effect that in the case of corporations employing the incomo
credit in determining their excess profits tax, the credit for tax free
interest on certain obligations of the United States and its instru-
mentalities provided in scction 26 (a) shall he taken into account,
along with the deductions and the credit for dividends received, in
computing deficits in the base period incomoe undor section 713 of the

Code.
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SECTION. 214, BASE PERIOD NET INCOME OF LOWEST
YEAR IN BASE PERIOD

This section does not appear in the House bill.

Section 713 (e) of the Code, which provides for the determination
of the general average base period net income, authorizes the exclusion
of the%argest deficit for any taxable year in the base period in such
computation. Your committee has amended this section to provide
however, that in case the excess profits net income or deficit in excess
profits net income for a taxablo year in the base period divided by the
number of months in such year is less than 75 percent of the aggregate
of the excess profits net income (reduced by deficits in excess profits
net income) for the remaining years divided by the number of months
in such remaining years (called average monthly aiaount), the base
period net income for such year shall be an amount equal to 75
percent of the average monthly amount multiplied by the number
of months in such year. '

The increase in excess profits net income authorized by this amend-
ment shall be applicable only in the case of 1 year in the base period,
and to that year for which the increase in the income will produce
the highest base period net income. The benefits afforded by this
amendment extend to taxable years of less than 12 months as well as
to taxable years of 12 months, and are available to taxpayers which
were in existence only for a portion of the base period. However,
taxpayers computing the excess profits credit based on income under
section 713 (f) of the Code, relating to average base period net income
in case of increased earnings in last half of base period, are not entitled

as well, to the increase in base period net income provided bv this
amendment,

SECTION 215. CAPITAL REDUCTION IN CASE OF MEMBERS
OF CONTROLLED GROUP

This section, which is identical with section 210 of the House
bill, is applicable to taxable years heginning after December 31
1941, and applies to any]taxpayer which is a member of a controlled
group and 'w}hich owns stock in one or more corporations in such
controlled group acquired after the beginning of the taxpayer’s first
taxable year under the excess profits tax. In general, it provides
that such stock owned by the taxpayer on any day of the toxable
year shall increase the daily capitel reduction for such da $or, if the
taxpayer has made no previous distributions resulting in daily capital
reduction, such stock owned by the taxpayer on such day shall bo a
daily capital reduction for such day). :

T'wo rules are provided by this section for the determination of the
amount of the daily capital reduction on account of such stock for
any day of a taxablo year beginning after December 31, 1941, The
first rulo is to the effcet that the daily capital reduction on account
of such stock for such day shall be the aggregate of the adjusted
basis (for determining loss upon sale or exchange) of the stock ac-
quired by the taxpayer after the beginning of the taxpayer’s first
taxabloe year under the excess profits tax, minus the aggregate of the
adjusted basis (for determining loss upon sale or exchange) of the
stock disposed of by the taxpayer prior to such day and after the
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beginning of the taxpayer’s first taxable year under the excess profits
tax. The second rule limits the amount of such daily capital reduc-
tion to tho excess of the aggregate of the adjusted basis (for deter-
mining lose upon sale or exchange) of excluded capital, held by the
taxpayer at the beginning of such day, over the aggregate of the
adjusted basis (for determining loss upon sale or exchange) of ex-
cluded capital, held by the taxpayer at the beginning of its first
taxable year under the excess profits tax, The daily capital reduction
on account of such stock for any such day shall be an amount equal
to the lesser of the amounts determined by the application of the
foregoing rules.

In case any stock or obligation referred to in section 215 is disposed
of prior to the day for which the computation is being made, its
basis shall be determined under the law applicable to the year in
which so disposed of. The excluded capital of the taxpayer for any
such day shall be reduced by the amount by which the taxpayer’s
daily capital reduction for such day is increased under this section,

SECTION 216. INVESTED CAPITAL CREDIT

This section, which is identical with section 211 of the House bill,
amends section 714 of the Code, relating to the excess profits credit
based on invested capital, by changing the existing schedule of per-
centages of invested capital taken as the invested capital credit.
Under existing law the invested capital credit is computed as 8 per-
cent of the first $5,000,000 of invested capital and 7 percent of invested
capital over $5,000,000. This amendment provides for a credit deter-
mined as 8 percent of the first $5,000,000 of invested capital, 7 percent
of the next $5,000,000, 6 percent of the next $190,000,000, and 5
percent of the balance over $200,000,000,

SECTION 217. BASIS OF PROPERTY PAID IN

This section, which is the same as section 212 of the House bill,
is designed to correct certain inconsistencies with respect to the
basis of property paid in for stock, or as paid-in surplus, or as a con-
tribution to capital. ‘_

Section 718 (a) (2) is amended to provide that if property paid in
was disposed of before the taxable year, its basis shall bo the basis
for determining loss applicable to the year of disposition, but without.
regard to the value of the property as of March 1, 1913, 'This change
coordinates the provision dealing with property paid in for stock
with the provision dealing with the effect of the disposition of the
property upon carnings and profits. Under section 115 (1), which
governs the effect upon earnings and profits of the disposition of
property for both income and excess profits tax purposes, the effect
of the disposition of property upon such earnings and profits is de-
termined f)y tho law npp]icablc to the year of disposition.

The second sentence to he insortc(?’ in the Code by this section
amends section 718 (a) (2) to take care of the situation in which the
property was disposed of lprior to March 1, 1913, and provides that
i such o case the basis of the property shall be considered to boe its
fair market value at the time paid in, This is the rule now applied
whero the taxpayer’s basis is cost.
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This section also provides that, if the unadjusted basis for deter-
mining loss of property paid in (which is the figure at which property
paid in is included in equity invested capital) is a substituted basis,
such basis shall be adjusted, with respect to the period before the
property was paid in, by an amount equal to the adjustments proper
under section 115 (15, for the purpose of determining earnings and
profits. The change is designed to coordinate the adjustments to be
made under section 718 (a) (2; with those entering into the computa-
tions under subsection (a) (4) and related provisions of section 718
pursuant to the provisions of section 115 (1), _

SECTION 218. DEFICIT IN EARNINGS AND PROFITS OF
' ANOTHER CORPORATION

This section is new, no corresponding section having appeared in
the House bill. Under existing law an operating loss of a corporation
can reduce its invested capital through its accumulated earnings and
profits but cannot reduce invested capital, if there are no earnings and
profits, by being deducted from the money or property paid in to such
corporation. Thus, although carnings and profits increase invested
capital; deficits in earnings and profits do not decrease invested capi-
tal. Under section 751 of existing law, and under section 760 which
has been inserted by this bill to amend section 751, for years beginning
after December 31, 1941 (relating to invested capital in case of certain

- tax-free exchanges), invested capital of a ‘‘transferce,”’ as defined in
such sections, is computed by taking into account the adjusted basis
for determining loss in the hands of the transferee of property received
from the transferor. Any loss sustained by the transferor will be re-
flected in the invested capital of the transferee cither in a reduced
basis of assets received from the transferor or in a reduced amount of
property which will be deemed to have heen paid in for stock in case
the transferor used borrowed funds to pay’ its losses, since such sec-
tions provide for a reduction in the amount of property deemed to be
paid in for stock by the amount of indebtedness of the transferor.
Thus, the so-called deficit rule is not applicable in the case of such
tax-free exchanges and reorganizations,

Your committee has amended section 718 to provide that in certain
cases the invested capital of a transferee, which otherwise would
reflect a deficit of the transferor, will be increased by the amount of
such deficit and that the invested capital of the transferor will be
correspondingly reduced. The rule increasing the invested capital
of a corporation by tho deficit of its transferor will apply only if a
corporation, called the transferor, transfers substantially all its prop-
perty to another corporation called the transforce, which is formed
espeeially to acquive such property, if (a) the solo consideration for
the transfor of such property is tho transfer to the transferor or its
sharcholders of all the stock of all classes (except qualifying shares)
of the transfereo; the assumption by the transferee of a liability of the
transforor for the acquisition of property subjeet to such a liability
shall be disregarded in determining whether the transfer is solely for
stock; (b) the basis of the property in the hands of tho transferce, for
the purposes of this provision, is dotermined by referenco to the basis
of such property in the hands of the transferor; (¢) the transferor is
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forthwith completely liquidated in pursuance of the plan under which
the acquisition of the property is madc; and (d) immediately after the
liquidation, the stockholders of the transferor own all the stock of the
transferee. 1f these factors are present, the invested capital of the
transferee otherwise computed shall be increased, and the invested
capital of the transferor shall be decreased by the deficit in earnings and
profits of the transferor which is attributable to the property so trans-
ferred. It is necessary to insure, however, that the transferee shall be
decmed to have a deficit in earnings and profits so that subsequent
carnings shall first be reduced by the amount of such deficit before any
earnings and profits can be determined to have been aceumulated and
to increase invested capital, and to insure that the deficit of the trans-
feror (which has been transferred to the transferee) shall not continue
at the old amount, but should be reduced by the amount so transferred.
Your committce has therefore provided that in computing the equity
invested capital for any day after the date of acquisition of the
property, the carnings and profits or deficit in earnings and profits of
the transferce and the transferor shall be computed as if, immediately
before heginning of the taxable year in which such transfer occurs, the
transferee had been in existence and sustained a recognized loss, and
the transferor had realized a recognized gain, equal to that portion of
the deficit in earnings and profits of the transferor which is attribu-
table to the property so transferred.

SECTION 219. AMORTIZABLE BOND PREMIUMS ON CER-
TAIN GOVERNMENT OBLIGATIONS

This section, which did not appear in the bill as passed by the
House, makes a technical amendment to section 720 (d), relating to
the treatment of Government obligations as admissible assets, It
is designed to givo effcet to the rules under new section 125 of the
Code, as added by section 126 of the bill, for deduction of amortizable
bond premium in cases in which interest on bonds is included in
income., Under the amendment to section 720 (d), the amount of
interest on Government obligations, described in section 22 (b) (4),
by which the taxpayer elects to increase its normal tax net income
for excess profits tax purposes is to be reduced by the amount of the
amortizable bond premium under scection 125 attributable to such
obligations,

SECTION 220. ABNORMALITIES IN INCOME IN TAXABLE
PERIOD

This section, for which there is no corresponding provision in the
House bill, makes technical amendments necessary for the proper
computation of tax under section 721, relating to abnormalities in
income in the taxablo period.  Scetion 721 (¢) of existing law provides
that if any net abnormal income for a taxable year is attributable to
a previous taxable year, the tax for the taxable year shall be the tax
computed by excluding such portion of the net abnormal income from
gross income for such year, plug the increase in tax for the previous
taxable ycar which would have resulted if such portion had been
included in the gross income for such previous year.  These provisions
do not take into account the fact that, due to a carry-over of net
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operating loss or of unused excess profits credit from the previous
taxable year to another taxable ycar, the increase in tax as the result
of attributing the net abnormeal income to the previous taxable year
may occur not in the previous taxable year but in a taxable year
subsequent thereto. This scciion amends section 721 (¢) to provide
that, upon net abnormal income being attributed to a previous
taxable year, the increase in tax which would result for any year
subsequent to such previous taxable yecar (including the increase in
tax for the current taxable year computed without including the net
abnormal income in gross income for such current taxable year) shall
be also included in the tax.

Example 1: The taxpayer has in 1940 an unused excess profits
credit of $50, which is the basis for an excess profits credit carry-
over in 1941, In 1944 the taxpayer has $80 net abnormal income
attributable to 1940. The tax for 1944, compui-d under section
721 (c), is the tax for 1944 determined without including the
$80 in gross income for that year, plus the increase in tax which
would result if the $80 were included in gross income for 1940,
that is, the increase in tax in 1940 which would result from the
inclusion of such amount in gross income, and the increase in
tax in 1941 which would result from there being no excess profits
credit carry-over from 1940 because of the increase in the gross
income for 1940 (the $80 attributed to 1940 offsets the $50 unused
excess profits credit for such vear).

Example 2: The taxpayer has a net opcrating loss of $200 in
1939 which forms the basis for a $200 net operating loss carry-
over to 1940, In 1940 it has $150 net abnormal income which
is attributable to 1939. The tax for 1940, computed under sec-
tion 721 (c), is the tax for such year determined without includ-
ing the $150 in gross income, plus the increase in tax which would
result from the inclusion of $150 in gross income for 1939, Since
the excess profits tax is not applicable to the taxable year 1939,
there is no increase in excess profits tax for such year as a result
of such inclusion. However, an increase in tax in 1940 would
result from the $150, included in gross income in 1939, reducing
the net operating loss for 1939, and accordingly reducing the
carry-over to 1940. The increase in the tax for 1940 as a result
of this decrease in.the carry-over is included in computing the
tax for 1940 under scction 721 (¢), that is, under that section the
tax for 1940 is the tax determined without including the $150
net abnormal income in gross income, plus the increase in the
tax so dotermined which would result from the carry-over from
1939 being reduced by including the $150 net abnormal income
in gross income for 1939, .

Furthermore, this section provides that if net abnormal income is
attributed to a previous tn.\'nS)lo year from one taxable year, and then
an additional amount of net abnormal income is attributed to tho same
previous taxable year from a second taxable year, the increase in tax
upon attributing the net abnormal income to the previous taxable year
from the second taxable year shall he determined as if tho net abnormal
income attributed to the previous taxable year from the first taxable

ear remained in the gross income for such previous taxable year.

hus, if the taxpayer has a $100 loss in 1940, and has $100 net abnor-
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mal income in 1941 attributable to 1940, and $100 net abnormal
income in 1942 attributable to 1940, upon attributing the $100 from
1942 to 1940 the gross income for 1940 will be determined as if the
$100 attributed to that year from 1941 remained in gross income for
that year, Since the $100 attributable from 1941 would offset the
$1090 loss for 1940, the inclusion of the $100 from 1942 in gross income
for 1940 results in a net income of $100 for that year,

Section 721 (d) also provides for the computation of the tax for
future taxable years to which net abnormal income from previous
taxable years has been attributed. The portion of the net abnormal
income attributable to the future taxable year is included in gross in-
come for such taxable year, but the tax resulting from this inclusion
cannot exceed the savings in tax caused by the application of section
721 (c) to the taxable year in which the net abnormal income would be
includible were it not for section 721, reduced by the aggregate of the
increases in tax in the intervening taxable years caused by including
portions of the net abnormal income in gross income for such taxable
years, This section amends section 721 (d) in a manner similar to the
amendments made to section 721 (c) so that the effects of carry-overs
will be taken into account in determining the increases in tax in the
intervening taxable years., This scction also amends section 721 (d)
to provide that, for the purpose of computing the carry-over from a
future taxable year to any other taxable year, the net abnormal income
attributable to the future taxable year shall not be included in the gross
income for such future taxable year if it does not, due to the limitations
of section 721, result in any tax for such future taxable year. This
change prevents the carry-over from a future taxable year being
rcfz;luced by those amounts, included in income, which have no tax
effect,

This section also provides that in cases in which income from several
previous taxable years is attributable to the same future taxable year,
the limitations of section 721 (d) will be applied in the case of the
portion attributable from the carliest previoys taxable year as if that
were the only amount attributable to such future taxable year under
scetion 721, and similarly the amounts from other previous taxable
years would be treated in chronological order giving cffect to the
computations with respect to previous amounts. Thus, for example,
if $1,000 was attributed from 1940 to 1944, and $2,000 from 1941 to
1944, the limitations of section 721 (d) would be applied to 1944 as if
the only net abnormal income abiributable to that year was the
$1,000 from 1940, the $2,000 from 1941 being treated as ordinary
income for 1944,  After making the computations under section 721
(d), the limitations of that section would then be applied with respeet
to the $2,000 from 1941, The tax, before the application of such
limitations, would be considered to be the tax determined after ap-
plying such limitations with respect to the $1,000 from 1940, and tho
gross income and other amounts necessary to determine the adjusted
excess profits net income are, for the purpose of applying the limita-
tions to the $2,000, considered to he such amounts as would result in
the adjusted excess profits net income which would produce such tax,

This section also provides that if in any taxable year net abnormal
income from a previous taxable year is attributable to such year, and
portions of the income for such year constitute net abnormal income
attributable to previous taxable years, so that both section 721 (¢)
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and section 721 (d) apply to the taxable year, the tax for such taxable
year shall be determined by applying the limitations of section 721 (d)
first, and then applying the limitations of section 721 (¢)., 'This sec-
tion also makes clear that any amount attributed to a base period
taxable year has no effect upon the computation of base period net
income, inasmuch as income is attributed to other taxable years onl
for the purpose of determining increases and decreases in tax whic
are taken mto account in determining the tax under this section.
“Various other clarifying amendments are made to section 721,

In addition to the foregoing technical amendments, this section adds
subsection (f) to section 721 so as to provide that if by reason of taking:
into account exploration, discovery, prospecting, research, or develop-
ment of tangible property, patents, formulas, or processes, or any"
combination thereof extending over a period of more than 12 months,
the constructive average base period net income as a result of the ap-
plication of the relief provisions of section 722 is higher than if such ac-
tivities had not been taken into account, no net abnormal income re-
sulting from such activities which are of a class described in section
721 (a) (2) (C) shall be attributable to the base period, or to any year
other than a taxable year under this subchapter. :

The amendments made by this section are applicable to ali taxable
years beginning after December 31, 1939,

SECTION 221. RELIEF PROVISIONS

Except for certain amendments and additions made by your
committee, this section is the same as section 213 of the House bill.
Principal among these amendments are the provision making this
section retroactive to taxable years beginning after December 31, 1939,
and the climination, explained hereinafter, of the limitations on the
%{pplication and extent of relief under section 722 as passed by the

ouse, _

ConsTrucTIVE AVERAGE Bask Prriop Nrr INcoMn

In the light of tho greatly increased excess profits tax rate, it is
believed desirable to afford relief in meritorious cases to corporations
which bear an excessive tax burden because of an abnormally low
excess profits credit.,  Therefore seetion 722 which currently extonds
relief only in a limited class of cases is revised and broadened 8o s
to remove existing inequities and to alleviate hardship in cases where
relief cannot now be obtained. Under this revision, corporations
satisfactorily establishing eligibility for relief will have their oxcess
profits tax reccomputed on the basis of the excess profits credit based
on income, 'T'his eredit will be predicated upon an amount which is
a fair and just reflection of the normal earning capacity of the business
and which it is entitled to retain before the imposition of an excoss
wofits tax. Such amount will be used as a constructive averago
hase period net income, replacing the actual averagoe base period not
income in the recomputation of the tax under this section. In the
caso of cligible taxpayors not now ontitled to use the excess profits
credit based on income, provision is made for the use of such credit
computed upon the constructive average base period net income,
In order to eliminate consideration of the effects of the war, it is
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provided that, in determining the constructive average base period
net income, no regard shall be had to events or conditions affecting
the taxpayer, an industry of which it is a member, or taxpayers
generally, occurring or existing after December 31, 1939. Thus high
war prices, swollen demand, and other factors which would not be
normal prior to the imposition of the excess profits tax shall be elimi-
nated in the computation of the normal or average earnings capacity
of the taxpayer. Your commitice has provided, however, that in
those cases deseribed in the last sentence of section 722 (b) (4),
relating to taxpayers the change in the character of the business of
which accrued after December 31, 1939, and in section 722 (c),
relating to taxpayers which came into existence after December 31,
1939, regard shall be had to the change in the character of the business
under section 722 (b) (4) or the nature of the taxpayer and the
character of its business under section 722 (¢) to the extent necessary
to establish the normal earnings to be used as the constructive average
basc period net income.

EvwarsiLiry For RELIER

Relief under section 722 is available to two classes of corporations.
First, to those entitled to use the excess profits credit based on inccme
under section 713 if such credit does not represent normal earnings be-
cause, for certain reasons, the level of business during the base period
was unusually low. If the average hase period net income of a cor-
poration is computed under supplement A such corporation shall be
treated as if the business of any person, for the period for which the
income of such person is included in the computation of the average
base period net income of the corporation, were a part of the business
of the corporation. Second, to those corporations not entitled to use
the excess profits credit based on income if the invested capital credit
of such corporations is abnormally low.

Taxpayers entitled to use credit based on average earnings.

To be cligible for relief, taxpayers which are entitled to use the
average earnings credit under section 713 must cstablish that the
average base period net income is not a fair measure of normal carnings
because of one or more of the following reasons:

1. Normel production, output, or operation (including, in tho case
for example of corporations rendering a service such as advertising
agencies, tho scrvices rendered) was interrupted or diminished in
one or more of the taxable years in the base period beeause of events
unusual or peculinr in the experience of the taxpayer occurring
during or immediately prior to the base period. This is an oex-

ression of the same situation for which relief is granted under existing
aw, and is concerned primarily with physical rather than economic
events or circumstances, Ifires ov floods would be events hindering
tho 01)01':1.t,i0ns of the business,

2. The business of the taxpayer was depressed in the base period
because of temporary cconomie conditions peculiar to such taxpayer
or because it was o member of an industry which was depressed on
account of temporary economic circumstances peculiar to such in-
dustry. A declining business or industry which was depressed becauso
of economic condilions of & permanent rather than a temporary nature
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does not come within this classification. As a general rule, high costs
of production because of high costs of material, labor, capital, or other
elements, low selling price of the finished product, low volume of sales
due to a low demand for such product or the taxpayer's output, or
other ordinary economic hazards to which business in general is sub-
ject are not sufficient reason to make the taxpayer eligible under this
paragraph. Cases may obtain, iowever, where the presence of one
or more of such factors is adequate reason for granting relief. For
example, assume that a corporation for a long period of years con-
ducted business with one customer which, during the base period, it
lost because such customer decided to manufacture the produect it
heretofore bought. The corporation would be compelled to develop
a new market. The average earnings of such corporation for the
period of time during which it was engaged in obtaining new customers
might not be a fair reflaction of the normal carnings of such corpora-
tion and might furnish an unjust measurement for the computation
of excess profits. Another illustration of this paragraph would be a
corporation which belonged ta an industry the members of which were
engaged in & price war during several bage period years. As a result
of sales below cost during those years, the mombers of the industry
sustained losses; when the price war was ended, such members resumed
their normal earning level. Relief should be given to the corporation
which, excoept for the unusual temporary economic conditions prevail-
ing in its industry, would have earned normal profits throughout the
base poriod.

3. The business of the taxpayer was depressed in tho base peviod
because conditions genorally provailing in an industry of which the
taxpayor is & momber are such that the taxpayer is subjeot eithor to a
profits aycle which diffors materially in longth and in amplitude from
tho general business eycle, or tosporadic and intermittent periods of high
production and profits and such periods are not adequatoly represented
i tho basp period, The conditions which prevail m indystries of the
typo deseribed in this paragraph are conditions exténding over the
entire economic history of the industrios rathor than in the base period
alone. Although it is impossible to dofing, categorically, the general
business cycle, 1t is believed that the period from 1936 tjxrm}; %l 1039
was o i)oriod of moderato prosperity for husiness in general. If, there-
fore, tho profit cyclo of an industry did not coincide with the goneral
business cycle, the base period might not furnish a satisfactory period
for the detormination of normal averago profits of such industry. Con-
soquontly the mombors of the industry should not bo poenalized by
being compolled to use the baso poriod years if such period ambyraced
only the trough of its ¢yclo, but sl\oul((bo given tho opportunity.to
ostablish the normal average carnings in poriods which, with respgct
to tho industry, aro comparablo to the base poriod with respectjto
business in gonoral. The machine-tool industry is a possible oxample
of this typo of business with a business cyclo different from thoe genoral
business oycle. Machine tools remain in sorvico for many yoars, and.
rotooling orders, furnishing the opportunity for profit, do not npces-
sarily oceur with every poriod of business prosperity. Another type.
of industry, the business cycle of which may vary from thoe general.
business cycle, is the building industry.

Tho second type of taxpayer made eligible for relief is & member of
an industry which does not have an earnings experionce which can be



200 THE REVENUE BILL OF 1942

segregated into definite cycles, but whose prosperous years occur at
irregular intervals and are dependent upon fortuitous combinations
of advantageous circumstances. If such years are not sufficiently
reflected in the base périod, the taxpayer will be compelled to use as
a measurement of normal earnings a period which does not represent
average earnings. An industry engaged in the preparation and
canning of fruit is a possible example of this class of business. Profits
are dependent upon the size of the pack and the market price obtain-
able. Unless the base period reflects good years as well as poor,
normal earnings are not adequately portrayed. ,

In the class of case described in this paragraph, depression during
the base period resulted solely from circumstances usual in the case of
the industry involved. This fact distinguishes such cases from those
described in paragraph 2 wherein the depression is the result of unusual
conditions. In order to qualify for relief under this paragraph, it is
of course necessary for the taxpayer to show that the conditions which
made the base poriod an inadequate measure for the industry in
general also obtained specifically with respect to the taxpayer.

4, The taxpayer, either during or immediately prior to the base
period, commenced business or changed the character of the business
and the average base period net income does not reflect the normal
operation of the business so commenced or changed for phe entire base
period of such business. No arbitrary temporal limitations can be set
forth upon the commencement of businees or change in the character
of business “immediately prior to the base period.” Generally, an
event can be considered to have occurred “immediately prior to the
base period” if under normal conditions the effect of such event would
not be manifested until sometime during the base period and would be
directly related to such occurrence.  For example, a corporation, which
until 1934 manufactured snufl at a loss, in that year changed to the
manufacture of cigars. Due to normal difficulties in establishing trade
connections and in establishing its product, it did not realize normal
earnings until 1938. Such corporation showld be considered to have
changed the character of its business “immediately prior to the base
period,” However, assume that in 1930 a manufacturer of general
textiles converted its business to the manufacture of automobile uphol-
stery. It enjoyed carnings for 8 years which were reasonable and
atable. In 1938 it made a profitable connection with a large auto-
mobile manufacturer and, as a result, realized larger profits, The fact
of such connection is not related to the change in the character of the
business in 1930, and such change is too remote to have oceurred
“immediately prior to the base period.”

If the business of the taxpayer, so commenced or changed, was
growing so that by the ond of the baso poriod the taxpayer did not
reach the eaming lovel it would have attained had it commenced
business or changed tho character of its business 2 years before it did,
the taxpaycr shall be deemed to have commenced business or made the
chango at such carlier time, Opportunity is thus afforded growing
taxpayers to establish within o period of normal carnings a larger
camings eapacity as a result of tho assumption that such taxpayor
commenced business or changed the character of the business 2 years
earlior than such events actually oceurred, In detormining whether
such taxpayer was growing, considoeration shall be given to the busi-
ness experience of the taxpayer and to its prospects at tho ond of the
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hase period. Events occurring or existing after December 31, 1939,
shall not be considered in ascertaining the growth of the taxpayer,
For example, a concern which had formerly operated abroad com-
mernced business in the United States in October 1939, Its known
market was such that a plant capacity of X units was projécted
although the concern had contracted for only half of these units as of
December 31, 1939, Contracts for the remaining units were placed
in 1940, and the concern was operating X units by the latter part of
1941. If such concern can prove, on the basis of facts existing prior
to January 1, 1940, that it was expanding it will be deemed to have
commenced business in October 1937.  Another example of a growing
business would be a corporation which, in 1938, started a delivery
route selling food products such as peanuts, potato chips, and similar
products. For 1938 it showed a loss, Its earnings for 1939 in¢reased
in each quarter-year period. With a record of steady growth such
corporation might be deemed to have commenced business in 1936.

A “change in the character of the business” includes (a) a change
in the operation or management of the business, (b) .a diff¢grence in
the products or services furnished, (c) a difference in the capacity for
production or operation, (d) a difference in the ratio of nonborrowed
capital to total capital, and (¢) the acquisition before January 1, 1940,
of all or part of the assets of a competitor with the result that the
competition of such competitor was eliminated or diminished. Clas-
sifications (b), (¢), (d), and (e) are recapilulations of definitions of
change in the character and nature of the business found in existing
law. Classification (a) is new, It is designed to make available the
relief provisions to those corporations which have substantially im-
prove(i) business by the introduction of new processes of manufacture,
or through the stimulation of new management running such business.
For example, in 1936, a corporation was roorganizeﬁ and the noew
directors made drastic changes in the management of tho enterprise,
The effect of the changes in sales and production policies initiated by
the new management was not reflected in the company’s earnings
until 1939, A “chango in the character of the business’’ has occurred
warranting rolief under this section. In 1936 a company engaged in
coal mining converted from a system of hand loading, under which it
lost monay, to mechanized loading. As a result of decreased costs
it showed profits for subsequent years. The corporation is entitled
to relief under this section, In 1938 a concern which marketed its
product from door to door changed such sales methods to direct
sales to retailars. As a result, its earnings incroased. Such concern
is oligible for relief. In all of the above cases the changes wore so
substantinl as to warrant the conclusion that a ‘“‘change in the
character of tho business” had cccurred,

Paragraph 4 of the House bill contains a provision that if a corpora-~
tion, prior to January 1, 1940, has made conunitments binding it to
make changes in the capacity for production or operation, and such
changes are offectuated during a taxable year ending after Docomber
31, 1939, the changes shall bo deomed to give rise to a change in the
character of the business December 31, 1939, Your committeo has
mado a clarifying .amendment to this provision to make it manifeat
that the commitments made need not take the form of legally bind-
ing contracts only. The amendment provides that any change in
the capacity for production or operation of the business consummated
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during any taxable year ending after December 31, 1939, as a result
of a course of action to which the taxpayer was committed prior to
January 1, 1940, shall be deemed to be a change in the character of
the business as of December 31, 1939. The change described shall
pot be taken into effect in determining the constructive average
base period net income with respect to any year prior to that in which
the change was completed. A course of action to which the tax-
payer was committed may be evidenced by a contract, the expendi-
ture of money in the commencement of the desired changes, or other
changes in position unequivocally establishing the intent to make the
changes. For example, in 1939 a mining company began the develop-
ment of a new mine and the construction of a new plant to be used
in conncetion with such mine. Considerable sums of money were
experded upon this product during the base period. The mine and
the plant were completed and entered production in November 1941,
There will be considered to be a change in the character of the busi-
ness on December 31, 1939, for the purposes of the constructive
average base period net income to be determined for the year in
which such facilities were completed, and for subsequent years, In
determining -the amount of the coistructive average base period
net income, the extent to which the new facilities entered into the
business of the corporation for the taxable year shall be considered
to be the extent to which the character of the business was changed on
December 31, 1939, It is also contemplated that the constructive
average base period net income will be computed so as not to dupli-
cate any credit inuring to the corporation on account of the treat-
ment as new capital of such portion of the new facilities, or money
or property expended in obtaining such facilities, which may have
been paid into the corporation after the base period. _

5. }l)‘he business of the taxpayer during the base period was ad-
versely affected by any other factor, resulting in an average base

sriod net income which 18 an inadequate standard of normal earn-
mgs, and the taxpayer's claim for relief and the application of the
relief as provided in this scction would not bhe inconsistent with the
principles underlying the eligibility requirements and the conditions
and limitations set forth therein. Thus, corporations which do not
meet the strict cligibility requirements set forth in this section are
not debarred from relief if their case is within the spirit of the statute
and if its application would not be inconsistent with its principles
and conditions and limitations,

An example which your committee believes illustrates this para-
graph would be a taxpayer which shortly before the base period under-
took a business involving the manufacture of a produet requiring an
extensive period for preparation or manufacture, and which had no
stocks of such product on hand at the commencement of such busi-
ness. Since a large portion of the base period would be devoted to
preparation of the product for sale, and since snles would conse-
quently be sinall or nonexistent and would not serve as a measure of
the normal operations of the business, the base period would represent
an abnormal standard by which to compute excess profits.  Although
in guch a case, it might be said that the husiness was not depressed
during the base period since it was operating at full manufacturing
capacity, and thus might not be entitled to relief under paragraph 2,
it would seem clear that such a taxpayer is entitled to relief by way
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of a constructive excess profits net income based upon more normal
operations. For example, assume that a taxpayer was organized in
1935 to distill and sell whisky. It had no reserve whisky stocks on
hand. During 19356 and for the greater part of its hase period, it
was aging the whisky it had distilled. Because of a lack of a market-
able product, the sales of such taxpayer, and consequently its base
period net income, were abnormally low and do not reflect results of
usual operations. Relief should be extended to such taxpayer, the
base period net income of which would not have been distorted if it
had adequate whisky stocks on hand at the beginning of the base
period. :

Taxpayers not entitled to use credit based on average earnings.

Under existing law, a taxpayer not entitled to use the excess profits
credit based on income i8 not entitled to relief, This places in a dis-
advantageous competitive position corporations commencing business
after January 1, 1940, as well as other corporations deprived of such
credit if the business is of a type showing a high return on invested
capital, or if for some reason peculiar to the corporation, the invested
capital is unusually Jow. The privilege of using the oxcess profits
credit based on income is therefore extended to a taxpayer presently
not entitled to use such credit, if the excess profits credit based upon
the invested capital of such taxpayer furnishes an inadequato standard
for the computation of excess profits because of one or more of the
following reasons:

1. The business of the taxpayer is of a class in which intangible
assets not includible in invested capital undor section 718 make
important contributions to income. For example, a corporation,
which was of a class requiring little invested capital but necessitating
the establishment of contacts with the trade which it was its husiness
to supply, commenced business early in 1940, It lost money during
its first 2 YOMB of operations hut by 1942 began to realizo sizable
profits. This company would be cligible to receiva a constructive
average base period net income on the grounds that one of its prin-
cipal s;ssctzs, the goodwill of its cliontele, was not reflected in invested
capital, \

2, The business of the taxpayer is of a class in which capital is not
an important income-producing factor. An illustration would be a
corporation commencing ‘business after January 1, 1940, doing busi-
ness as fashion consultants, Although the corporation operates with
very little capitol, it cannot qualify as a personal sorvice corporation
because it employs a large technical and professional staff, The in-
vested -capital eredit might not be an adequate eredit for such a com-
pany, It would therefore be eligible for relief under this section,

3. The invested capital of the taxpayer is abnormally low, If the
type of business done by the taxpayer is not one in which invested
capital is small, hut the invested enpital of the taxpayer is unusually
low hecause of reasons peculiar to itself such taxpayor is digible for
relief. An illustration would be a corporation which commenced
business in 1941 with a leased plant valued at $1,000,000, but with
invested capital paid in of only $40,000. Since the invested capitnl
of such company is unusually low relative to the size of its oporations,
it would be subject to an unreasonable tax burden if required to com-
pute its excess profits tax under the invested capital maethod, It

T7641°-42--—14
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would therefore be given constructive average base period net income
and wguld be entitled to compute its credit on the average earnings
method. .

The constructive average base period net income computed in the
case of a corporation commencing business after January 1, 1940, ig
likely to duplicate, in some degree, the credit based upon capital
additions. 1t is therefore provided that, for the purposes of adjust-
ments in the excess profits eredit on account of capital changes, the
boginning of the taxpayer’s first taxable year under the excess-profits
tax law shall be the date after which capital additions and reductions
are not taken into account in ascertaining the constructive average
base period nct income. For example, a corporation commenced
business on April 1, 1940, with $10,000 of property paid in for stock.
By November 1, 1940, $20,000 additional had been paid in, and by
the end of its taxable year, December 31, 1940, $10,000 additional
had been paid in. It is determined that the corporation is entitled
to relief under this section, and a constructive average base period
net income of a business of the kind existing on November 1, 1940,
is given to the taxpayer. For the purpose of adjustments to the
excess profits credit on account of capital additions or reductions,
November 1, 1940, rather than April 1, 1940, will be deemed to be the
beginning of the taxpayer’s first excess profits tax taxable year,

Limitation upon amount of relief.

Your committee has deleted those provisions of the House bill
which recapitulate existing law except for a reduction in a rate from 10
percent to 5 percent, and which provide certain limitations to be
applied in determining cligibility for relief and in determining the
final tax liability after relief has been given. The theory supporting
those provisions was that cases involving relatively small tax savings
should be excluded from the provisions of this section in order to
avoid imposing an undue burden of cases upon the administrative
agencies passing upon claims for relief. Your committee believes,
however, that in view of the current hii;h excess profits tax rate, no
" corporation actually entitled to relief should be denied the benefits
of this section because its tax saving did not satisfy fixed standards.

ADMINISTRATIVE PROCEDURR

The administrative procedure presently provided for in section 722
is retained. In addition, however, since your committee has made
the general relief provisions retroactive and applicable to all taxable
years beginning after December 31, 1939, an amendment has been
inserted extending the time for filing an application for relief, in-the
case of taxable ycars beginning after December 31, 1939, but not
after Decomber 31, 1941, to 6 months after the date of the enactment
of the Revenue Act of 1042, If an application for relief for such years
is not timely filed, any relief will be limited, as in the case of a claim
for the current year not timely filed, to the amount of the deficienc;
finally determined without the a‘ppfication‘ of the relief section, It
is contemplated that the Commissioner, under the authority given
to prescribe regulations providing for the extent to which the admin-
istrative limitations of the relief section may be waived for the pur-
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pose of det‘evminin%1 excess profits tax for subsequent taxable years,
will provide that the constructive average base,period net income
determined under this section  shall, in the absence of substantial
evidence requiring a redetermination for future years, be the con-
structive average base period net income of the taxpayer for all such
future years. o - o '

MINING CORPORATIONS

In section 209 your committee has amended the Code by inserting
section 711 (a) (1) (I), section 711 (a) (2) (K), and section 735 so as
to extend rclief to certain mining corporations. Such relief is accom-
plished by exempting from excess profits tax a ‘certain’portion of
current income. This portion:is' determined by multiplying the
normal unit profit during a defined base period by a specified portion
of current production in excess of normal output during such base
period, or in the case of coal and iron mines by multiplying current
excess production by one-half of the current net income per unit of
coal or iron. In case the taxpayer was depressed during the bhase
period, or would otherwise be entitled to relief by way of a constructive
average base period net income under the provisions ‘of section 722
there will exist no adequate unit profit and no normal output during
the base period to be used in computing the special mining rell';gf.
Your committee has therefore added a subsection to section 722 to
provide that if the constructive average base period net income of g
mining corporation to which section 711 (a) (1) (I) or section 711
(a) (2) (K) applies is established under this section, there shall also
be determined the fair and just amount to be used as normal output
and normal unit profit for the purposes of section 735.

DEFERMENT OF PAYMENT OF TAX

. Excoept for a technical amendment made to align it with other
amendments to the Code, subsection (b) is identical with section
213 (b) of the House bill. Although it is believed advisable to require
a taxpayer secking relief under section 722 to compute and pay its tax
without the benefit. of suc¢h section; there are some osses in which it
would be inequitable ta compel:the taxpayer to pay the entire amount
of such tax. Beetion 710-(a) is therefore amended to provide that if
the adjusted excess profits net income (computed without the benefit
of sec. 722) for any taxable year in which the taxpayer claims relief
under such section is in excess:of 50 percent of the normal tex net
income for such year (computed without the <¢redit for adjusted
excess profits net income) the amount of the tax payable at the time
required for payment may be reduced 'by an amount equal to 33
percent of the reduction claimed in the tax. Thus, at the time
required for payment, an cligible taxpayer nced pay ouly 67.percent
of that portion of the tax from which it clajms mﬁcz Any reduction
in tax determined under section 722 in excess of the amount deferred
by the taxpayer will have the effect of producing an overpayment of
tax., Any determination of tax greater than the total amount paid
will produce a deficiency.
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ABNORMAL INCOMHE FOR THE TAXABLE YBEAR

Your committeo has deleted the provisions of section 213 (¢) of the
IHouse bill relating to the treatment under section 721 of the Code of
current abnormal income in ceses whero a constructive averago baso
period net income is detormined under section 722 of the Code.
Provisions with respect to such cases have been provided by your com-
mittee in subsections (d) and (f) of this section and in section 220 (a),
adding subsection ({) to section 721,

BPECIAL DIVISION OF DBOARD OF TAX APPEALS

The provisions appearing in subsection (¢) of this section, which
corresponds to section 213 {ii) of the House bill, have beea changed by
our comuitico from the provisions of the House bilk. The House
ill amendod section 732 of the Code to providoe for ke establishment
within the Board of T'ax Appeals of a special division which would
be the sole division of tho Board hearing and determining and redeter-
mining issues arising under section 711 (b) (1) (H), (1), (J), or (K)
Emluting to abnormal deductions within the base period), section 721
relating to abnormal income in the taxable period), and section 722
gclating to goeneral rolief from discriminalory excess-profits taxes).
Your committee balieves that the burdon upon such division would be
too great wore it required to hear, as well as to determine or redoter-
mine these velief issuces, eapeciaily with the abandonment of the
limitations upon applications for reliof contained in the IHouse bill.
Morcover, your committeo bolieves that the involved oconomic prob-
lems inheront in gection 722 are not present in cases under section 711
bh) (1) (), 1), (), or (K), or scction 721 axcept subsection (a) (2)
C) thereof relating to incomo resulting from exploration, discovery,
prospeeting, research, or development of tangible property, patents,
formulas, or processes, or any combination of the foregoing, oxtendin
over o period of more than 12 months, It believes that although
eases undor section 722 and section 721 (a) (2) (O? should still %o
roviewed by tho special division of the Board established in tho FHouse
bill, guch cnses may bo heard initially by the vegular divisions of the
Board, Abnormality cases under section 711 (b) (1) (I), 1), (),
or (K) or vador section 724, except section 721 (a 32) (C), which
on the whole do not involve problems of the nature of those presentod
by section 722, will, however, bo disposed of without any review by the
specinl division, in the same manner inwhich such casos are currontly
handled undor existing law,

Your commitios hus thorefore amended section 722 80 as to provide
for the cstablishment within the Board of Tax Appoals of a special
division which shall review tho doterminations and redotorminations
by any division of the Boawxl involving any question arising under
pection 721 gu) (2) (C) or section 722,  Buch specinl division shall ho
constituted by the ohairman and shall consist of not less than threo
maembers of the Board,  The decirions of this special division shall not
he reviowable by the Board, and the decisions upon issues under
goction 721 (n) (2) (C) and seetion 722 shall ba deemed to ho decisions
of the Board,

Beenuse of the compliented nature and the cconomie charactor of
the insues involving reliof undor section 722, nnd abnormalitios under
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section 721 (a) (2) (C), and the broad discrotionary powors lodged in
the Board in the determination of such issues, it is cssential that all
such issues be decided by one group familiar with tho probloms in-
volved. Only by this method can a consistent and uniform application
of tho principles established be assured in all cases. At thoe same time
thoere is provided {lexible machinery to coordinate cases involving both
relief and abnormality issues as well as othoer questions.

P et

e Sercran Rewer
BONUS INCOME OF INDUSTRIES WITH DEPLETABLE RESOURCKES

Your committeo has transferred thoe provisions of subscction (¢) of
section 213 of the House bill, relating to bonus income of industries with
depletablo reserves, to section 209, which relates to nontaxable income
from oxompt excess output of mining and from bonus income of mines,

RELIEEF FOR INSTALLMENT BASIS TAXPAYERS AND TAXPAYERS WITH
INCOME FROM LONG-TERM CONTRACTS -

Subsection (d) of this section corresponds with section 213 (f) of
thoe House bill.  Your committee, howover, has made certain changes
in the provisions relating to instaltment basis taxpayers and has added
provisions extending reliof to taxpayers with income from long-term
contracts,

‘ INSTALLMENT BASIS TAXPAYERS

Undoer current business conditions a corporation doing business on the
installiment plan and reporting income undoer the installment method
of accounting may have a current taxable income which is largor than
in previous years, T'his result is possible (1) because with declining
sales incomo will not fall as repidly as operating costs, (2) because
regulation W, adopted by tho Board of (tovernors of the IFederal
Resorve System in August 1941, has tho effeet of inereasing tho size
of down payments and of shortening the payment poriod on installment
contracts, and (3) beeause concerns which have shifted produetion to
war products will roport in the current year income received from
prior installment gales as well as incomo currently aceruing on the war
contraets, .

The House bill added section 735 to the Codo to provide that in
the cago of o taxpayer which reports incomo on the installment hasis
and which establishes that the average volume of credit extended to
purchasers on the installment plan in the 4 preceding taxablo years
was more than 125 pereont of such eredit extonded to such purchasoers
in tho taxable year, such taxpayor for excess profits tax purposes
nuy olect in its initinl roturn for such taxable year to computo its
gross incoma from installmoent sales on the acernal basis,  Your com-
mitteo bas renumbered this section as section 736 (1) and has nmendod
tha cligibility requirements so as to provide an election to taxpayoers
which can establish (n) that the averago volume of credit extendod
to purchasers on tho installment plan in tho 4 taxable years preced-
ing the first taxablo year beginning after Decomber 31, 1041, was
moro than 125 porecont of such eredit extonded to sueh purchasors
in the taxable yoar, or (b) that tho average outstanding installment
accounts recoivablo at tho ond of oach of the 4 taxable years preceding



208 THE REVENUE BILL OF 1943

the first taxable year beginning after December 31, 1041, was mere
than 125 porcent of the average of such accounts receivable wt the
end of the taxable year. If in either case the taxpayer was not in
existence for the 4 previous taxable years, the taxable years during
which the taxpayer was in existence shall be used; in any event only
those years for which the income was computed under the installinent
method provided in section 44 () shall be taken into account.  Undeyr
the amendment of your committee, the election is to compute income
rathor than gross income,  Under the House bill the election extended
by this section, when once made, is irrevocable and applies to all
subsequent taxable years. Your committee has amended this provi-
gion to provide taxpayers with a new election to resume the reporting
of income on the installment basis when the eligibility requirements
of this section are no longer satisfied. Under the House bill the gross
income from installment sales for each taxable year prior to that with
respect to which the election is made to report income on the acerual
basis, but beginning after December 31, 1939, as well as for the tax-
able year in which such election is made, shall be adjusted to conform
to such election, Your committee has provided for the computation
of income, rather than gross income; upon the acerual basis in such
years. However, no amount shall be included in excess profits net
income for any excess profits tax taxable year on account of install-
ment sales made in taxable years beginning before January 1; 1940,
and the average baso period net income shall not be increased f)y any
payment received after the base period and attributable thereto.

{ a taxpayer, which has elected to report income on the accrual
basis under section 736 (a) establishes, in accordance with regulations
prescribed by the Commissioner with the approval of the Secretary,
that in a taxable year subsequent to the year with respect to which
such eclection has been made it would not be eligible to elect the ac-
crual method, the taxpayer may in accordance with such regulations
elect in its return for such year to abandon the accrual method.
When once made, such election shall be irrgvocable and shall preciude
any further elections under section 736 (a). Ior the taxable year in
which the eleetion to resumo the installment method of accounting is
made and for subsequent taxable years, income shall be computed in
accordance with section 44 (¢) of the Code.

TAXVCAYERS WIIH INCOME FROM LONG-TERM CONTRACTS

Your committee has added a new subsection (b) to section 736 to
provide relief to taxpayers reporting income from long-term contracts
upon the completed contract method of accounting. Such income is
bunched in the year in which it is reported and unﬁ:ss it is spread out
over the period of the contract under which the work has H)ecn per-
formed a distorted picture of the taxpayer’s true earnings for such
year is presented.  Since only one excess profils credit would bo
allowed in computing adjusted excess profits net incomo for such
year, wherees several excess profits credits would have been utilized
if the income from the contract were returned in the years during
which the work was being done, an inordinate excess profits tax woul
be collected from such taxpayer upon such income, Your committes
has therefore provided that if it is abnormal for the taxpayer to derive
income from contracts the performance of which requires more than
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12 months, or if the taxpayer normally derives income from such
contracts but the amount of such income included in gross income for
the taxable year is-in excess of 125 percent of the average amount of
the gross income from such contracts for the 4 previous taxable
years, or if the taxpayer was not in existence during all of such: years,
the taxable years during which the taxpayer was in existence, such
taxpayor may clect for oxcess profits tax purposes, in accordance with
regulations prescribed by the Commissioner with the approval of
the Secrotary, to compute in its return for such taxable year its income
from such contracts upon the percentage of completion method of
accounting. When once made this election shall be irrevocable and
shall apply to all other contracts, past, present, or future, the per-
formance of which requires more than 12 months. The net income
of the taxpayer for cach year prior to that with respect to which such
election was made, including the base period years of the taxpayer,
shall be adjusted for excess profits tax purposes to conform to this
election. Income from contracts the performance of which requires
more than 12 months shall not be considered abnormal income under
section 721,

ADJUBTMENT ON ACCOUNT OF CHANGE

Your committee has retained the provisions of the House bill author-
izing adjustment of the excess profitd net income of the years prior to
that with respeet to which the elections under this section have beon
made despito the fact that such adjustments might otherwise have been
prevented by any other provision or rule of law (other than sct forth
in this section and in section 3761 relating to compromises). It has,
howover, broadened the scope of this provision so as to include within
its purview long-term contracts under subscetion (b) and adjustments
in the tax imposed by chaptler 1 stemuing from the operation of this
section,

TECHNICAL, AMENDMENTS

Subscetions (e) and (f) of this section are new, no corresponding
provisions having appearcd in the House bill.  Your committee has
provided that tho amendments by this scetion to section 722 ghall bo
applicable with respect to taxable years beginning after December 31,
1930, The provisions of scetion 721 (a) (2) (B) of the existing law
relnting to abnormalities on account of long-torm contracts, are no
longer necessary in view of the amendments mado by your comnmittee
to scetion 736 (b) with respect Lo income from contracts the perforni-
anco of which requires more than 12 months, and have therefore been
made inapplicable with respect to taxablo years beginning aftor Decom-
ber 31, 1041,

SECTION 222, EXEMPT CORPORATIONS

This scetion is the samo as soetion 214 of tho Iouse bill, and in
addition contains subsoctions (n) and (b) which were not in the
Houso bill.

It amends seetion 725 (relating Lo exemptions of personal servico cor-
porations from oxcess profits tax) and section 727 (relating to corpora~
tions exempt from oxcess profits tax) so as to provide that any cor-
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poration which would otherwise be cxempt from cxcess profits tax
and which is & member of an affiliated group of corporations which
files & consolidated return under section 141 shall not be exempt from
the excess profits tax.

In addition, this soction amonds scction 727 (¢) and (d) (relating
to oxomption of cortain investment companies from excoss profits tax)
80.a8 to conform with amondinents made by soction 172 of the bill;
rolating to the income tax applicable to regulated investmont com-
panics. Undor the amendment an investineiit company that is en-
titled to tho special income tax treatmoent under supplement Q for
its taxablae year is exempt from excess profits tax for the same taxable
yoar. However, in order for such an investment company to bo
exempt from the oxcess profits tax, it is not requirod to comply with
the provisions of section 361 (b) (3) which requires an amount not
less than 90 percent of its net incomo for the taxable year, computed
without rogard to net long-torm and net short-term eapital gains, to
be distributed to shareholders as taxable dividends during tho taxable
yoar.

SECTION 223. EXCESS PROFITS TAX RETURNS

This section, for which thero is no corresponding provision in the
House bill, eliminates the requirement of prior law that the return of
a taxpayer subject to tho excess profits tax must contain two sets of
computations of the oxcess profits credit, one under the income method,
the other under the invested capital method. As a corollary to such
change, this section also repeals the optional provision which permitted
the taxpayer to disclaim cither method of computing its credit. These
amendments are applicable to taxable years beginning after December
31, 1039,

Under the present amendiments, it is intended that a return setting
forth the computation of tho credit under only one of such methods
shall be aceoptable. In the case of such a return, it should be audited
as filed. 'The further question whether the use of the other method
would result in a lessor tax need not be considered in connection with
the audit of the return. Nevertheless, a corporation which files such
o return is not, by reason of tho fact that only one method was em-
ployed, precluded from establishing that such computation resulted
i an overpayient of its exeess profits tax for the taxable year or from
filing a claim for the refund thereof,

Morceover, since the amendments made by section 223 are retro-
active to taxable years beginning after December 31, 1939, previous
disclaimors are rendered ineflective. Thus, if a taxpayer used one
mothod of computing its credit for a prior vear and disclaimed tho
other method, and if it ean establish that the method used resulted
in an overpayment of excess profits tax for such year, it may, within
the applicable period of limitation, file a claim for the refund of such
overpayment.

SECTION 224, CONSOLIDATED RETURNS

This section, which is the same as section 216 of the House bill,
amends section 729 (b) by inserting a cross reference to section 141
which contains provisions relating to the privilege of making con-
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1
solidated income and excess profits tax returns, Section 730 of the
current law, which provides for such returns for excess profits tax

urposes, is therefore unnecessary: for years beginning after Decem-
er 31, 1941, and is made inapplicable with respect to such years.

SECTION 225. EXEMPTION FROM TAX OF MINING OF
STRATEGIC METALS

This section does not appear in the House bill. Tt exempts from
excess profits tax that portion of the adjusted excess profits net in-
come which i8 attributable to the mining by a domestic corporation
in the United States of antimony, chromite, manganese, nickel,
platinum, quicksilver, sheet mica, tantalum, tin, tungsten, and vana-
dium. The tax on the remaining portion of the adjusted excess profits
net income is an amount which bears the same ratio to the tax com-
puted on the entire adjusted excess profits net income (including the
adjusted excess profits net income attributable to the entire adjusted
excess profits net income). The amendment made by this section is
applicable to all taxable years beginning after December 31, 1940,

SECTION 226. AMENDMENTS TO SECTION 734

This section of the bill reenacts section 734 of the Code with appro-
priate amendments proposed by your committec in the interest of
equity and clarity. '

Section 734, added to the Code by the excess profits tax amend-
ments of 1941, authorizes an adjustment to the excess profits tax in
certain cases in which the treatment of an itern or transaction for
excess profits tax purposes is inconsistent with the prior erroncous
treatment of such item or transaction for income tax purposes, and
correction of the error is prevented by some provision or rule of law
such as the statute of limitations, res judicata, etc. Scction 734 is
an equitable provision designed not to provent incomsistency but to
discourage such inconsistoncy by depriving tho guilty party of any
pecuniary benefit thorefrom. This purpose is evidenced by tho fact
that an adjustiment is not authorized if the party maintaining tho
incongistent position ie the party who would derive a pecuniary
benefit from the adjustment.

In view of the criticisms of this section presented to your committeo,
o careful study of the section has been made with special attention
to the following problems:

(1) The effcet of a previous adjustment under seetion 3801. _

(2) The effect of an inconsistent position in a subsequent excess
profits tax taxable year,

(3) Whether consistoncy with the prior year treatment of an item
or transaction is permitted for excess profits tax purposes, although
under currert rulings and decisions such tréatment is crroncous,

(4) Thoe right to withdraw from an inconsistent position,

(6) 'The meaning of the term “predecessor”’ as used in the statute,

(6) The character for tax purposes of that portion of an adjustment.
which represents interest.

(7) Tho proper troatment of the excess of an adjustment represent-
ing a decrease over the excess profits tax for the taxable year.
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(8) The computation of interest in determining the amount of an
adjustment, ,

(9) The burden of proof as to whether an inconsistency exists.

With respect to the matters noted under (1), (2), (3), and (4) above,
your committes finds that the Commissionor has, by regulations,
provided appropriate rules which correctly reflect the purpose and
effect of the statute. These regulations provide (@) that a previous
adjustment under seéction 3801 shall be taken into account in deter-
mining the amount of the adjustment under section 734; (b) that no
adjustment is authorized by reason of an inconsistent position in an
excess profits tax taxable year if an adjustment under the scction
has been made because of a similar position with respect to the same
item or transaction in a prior excess profits tax taxable year; (c)
that the taxpayer is not required to take an inconsistent position
for excess profits tax purposes because of the fact that under current
rulings and decisions the previous income tax treatment of the item
was incorrect. 1f the Commissioner in such case requires the correct
treatment of the item for éxcess profits tax purposes, no adjustment
18 authorized unless such adjustinent would result in a reduction of
the excess profits tax; and (d) that a taxpayer which has taken an
ineonsistent’ position may, upon notice to the Commissioner in
writing, withdraw from such position. In view of these provisions
-of the regulations, your committee feels that legislation with respect
to these matters is unnecessary.

With respect to the matters noted under (5), (6), (7), (8), and (9)
-above, your committee has proposed the amendments described in the
succeceding paragraphs. '

Scction 734 authorizes an adjustment where the treatment for
excess profits tax purposes is inconsistent with the treatment for
income tax purposes cither by the taxpayer or by a ‘“predecessor.”
The term “predecessor”’ is not defined in the statute. The definition
contained in the regulations finds support from the statement and
oxample contained in the Committee Reports (Rept. No. 75, Senate
Finance Commattee, 77th Cong., 1st sess., pp. 18 and 20). But ycur
committeo feels that it is too broad and operates to authorize some-
what inequitable adjustments in eases in which the taxpayer could
not he charged with respongibility for the inconsistency. 'The defini-
tion provided by your committeo includes only n person which is a
component corporation of the taxpayer within the meaning of section
740 and a person which on April 1, 1941 (tho date of enactment of
see. 734), or at any time thercafter controlled (as defined in seec.
112 (h) of the Code) the taxpayer and any person which is a predecessor
of a person which is a predecessor of the taxpayer under the definition,
Tor the purpose of scction 734 a component corporation of the tax-
payer within the meaning of section 740 is a predecessor of the tex-
payer even though section 740 is not applicub{c in the determination
of the excess profits tax liability of the taxpayer, It is believed that
the definition provided by your committeo will include only those
cases in which there is sufficient identity of interest between the
- parties to warrant their treatment as one for the purpose of the
section and to require an adjustment where the treatment of an item
for excess profits tax purposes by the one is inconsistent with the
treatment of the item by the other for income tax purposes. The
definition will cover most of the cases in which the excess profits tax
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liability of the taxpayer is determined by reference to the base period
experience of its predecessor or by reference to the basis of property
in the hands of its predecessor. 'The limitation of the dofinition to the
abovo cases; and the resulting exclusion of other cases, should not be
construed to affect the established judicial doctrines commonly known
as estoppel, recoupment, set-off, etc., which may be applied by the
courts In appropriate cases, :

- Section 734 is amended by tho addition of a now subsection (o) to
permit a deduction for that portion of an adjustment representing an
merease in tax which consists of interest and also to require the inclu-
sion in gross income of that portion of an adjustment representing a
decrease in tax which consists of interest. Under the existing provi-
sions, there has been some doubt as to whethet such interest retains
its character for tax purposes and the amendment is proposed to re-
solve this question and to provide appropriate treatment. Under
this amendment, such interest will be included in the gross income or
allowed as a deduction in computing net income, as the case may be,
for the taxable year in which falls the date prescribed for the payment
of the tax for the taxable year in respect of which the adjustment is
made. This will mean that such interest will be taken into account
in computing income for the succeeding taxable year since the date
prescribed for the payment of the tax is the 16th day of the third
month (15th day of the sixth month in the case of a nonresident alien
or nonresident foreign corporation) following the close of the taxable
year,

Y A further amendment with respect to interest relates to the proper
method of computing the interest which forms a part of the adjust-
ment. Becauso of tﬁe ambiguity in the statute, it was necessary to
prescribe by rogulations the correct method of computation in such
cases, The proposed amendment embodies in the statute the rule
prescribed in the regulations which provides that interest shall bo
computed to the 16th day of the third month following the close of
the excess profits tax taxable year for which the determination is mada.

Section 734 (¢) is mncnde(Y hy the addition of a new paragraph (4)
to provide for the carry-over to exhaustion in subsequent taxable yoars
that portion of an adjustment representing o deerease in the excess
profits tax which exceeds the amount of the excess profits tax com-
puted without regerd {o the adjustment. Under section 734 tho
amount of the adjustment is added to or subtracted {rom, as the case
may be, the excess profits tax determined without regard to the adjust-
ment. If the amount of such adjustment represents an increase in the
tax, the statute provides that “the tax imposed by this subchapter
shall in no case beless than the amount of such aggregate net inerenso,”
ITowever, in the case of an adjustment representing a net decrease tho
statute made no provision respecting trecatment of the excess of such
decrease over the amount of t‘m tax computed without regard to the
adjustment, 'This distinetion would appear o be inequitni)le and has
been remedied by your committee amendment. If it should happen
that such cxcesses result from adjustiments in two or more excess
profits tax taxable years, the amounts to be carrvied over to subsequont
taxable years should be applied in the order of their oceurronce.  Kor
instance, if excesses oceurred in both 1942 and 1043, the excess from
1942 should ho carried over to 1944 and subsequent years beforo
applying the excess from 1943,
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Section 734 (b) has been amended by the addition of paragraph (3)
to provide an appropriate rule respecting the burden of proof in any
casc in which thore may be a dispute as to whether the treatment of
an item or transaction is inconsistent with the treatment of such
item or transaction in a prior taxable year, The rule provided places
tho burden of proof upon the Commissioner in those cases in which
the net effect of the adjustments would be an increase in the income
taxes previously determined for the prior taxable year or years and
upon the taxpayer in those cases in which the net effect of the adjust-
ment would be a decrease in the income taxes previously determined
for the prior taxable year or years. It is not intended that this
provision shall be construed to relieve the taxpayer from liability for
the penalties imposed for a false or fraudulent return or for a willful
failure to supply the information required by law or regulations made
under authority of law,

SECTION 227. RULES FOR INCOME CREDIT IN CONNEC-
TION WITIH CERTAIN EXCHANGES

This section corresponds to section 216 of the bill passed by the
House. However, it amends only certain sections of supplement A
of the Jixcess Profits Tax Act instead of amending the whole of supple-
ment A and renumbering the sections therein as was done in section
216 of the House bill.

1. BECTION 740 (C)

Under the present amendments to supplement A of the Iixcess
Profits Tax Act, an acquiring corporation computing its average base
eriod net income under such supplement is given the benefit of the
ase period experience of any component corporation actually in exist-
ence before January 1, 1940, irrespective of whether such component
was in existence (either actually or constructively through another
component corporation) at the beginning of the acquiring corporation’s
base period. Henee, the concept of a “qualified component corpora-
tion”’ has bheen abandoned, except for the purposes of section 742 (d).
Accordingly, the provision defining the term “qualified component
corporation’” has been eliminated from the general definitions in seetion
740 and imcorporated in section 742 (d) as the last sentence thereof.
New subsection (¢) of seetion 740 is, in general, designed to prevent
more than one corporation from using the saume base period experi-
ence and the snine capital addition or reduction of a particularcor-
poration. The amendments to section 740 (¢) made in the bill
passed by the House, however, have been substantially revised in
your committee bill. As revised, section 740 (c¢) contains three
principal rules which are set forth in new paragraphs (1) and (2) of
gection 740 (¢) and in & new sentence added at the end of such section.
Paragraph (1) of section 740 (e¢) corresponds to the whole of scetion
740 (¢) as amended by the bill passed by the IHouse, but in your
committee bill is subject to the further rule of paragraph (2) of
section 740 (¢). Paragraph (1) applies only to taxable years begin-
ning after December 31, 1941, Under paragraph (1), if a corporation
is & component corporation in, for example, a transaction described
in section 740 (a) (1) (A), oceurring within the basoe period, and if the
existence of such corporation is not terminated in connection with.
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such transaction, its hase period expericnce on the day of and before
such transaction is, for the purposes of excess profits tax taxable
yoars boginning after December 31, 1941, given exclusively (except
for the purpose of applying the growth formula in computing the
credit of such component corporation) to the acquiring corporation
in such transaction or to an acquiring corporation of which the first
acquiring corporation is a component corporation,

T'he exception in paragraph (1) just referred to, with respect to the
application of the growth formula to the component corporation, has
been added by your committee bill. If a component corporation
continues in existence after the supplement A transaction, it is
allowed to take into account, its entire base period experience (exce" t
as provided in paragraph (2)) for the purpose of the growth formulea
under scctions 713 (f) and 742 (h), except that it cannot take into
account such base period experience for the purpose of determining
thoe greatest amount of excess profits net income for any base period
year to which the average base period net income or supplement A
average base period net income is limited under the growth formula.

Your committee bill also has more clearly defined in section 740 (c)
the allocation of base period experience and capital additions and-
reductions between component and acquiring corporations with
respeet to the time of the transaction. With the exceptions pre-
viously noted, no account is to be taken of the excess profits net
income of the component corporation for any period before the day
after the supplement A transaction, or of the cxcess profits net income
for any period before the day aftor such transaction of its component
corporations in any supplement A transaction before such transaction,
and no account is to be taken of the capital addition or eapital reduc-
tion of such component corporation either immediately before the
supplement. A transaction or for any prior period, or of the capital
addition or capital reduction either immediately before such supple-
ment, A transaction or for any prior period of its component corpora-
tions in any such transaction before such transaction. .

Consequently, assuming that such component corporation remains
in existence and continues business with properties acquired after such
transaction, except as provided in paragraph (2) of scction 740 (c)
and except for the purposes of the growt.‘h formula, as previously ox-
plained, 1t will not receive any benefit from its base period oxperience
for any time before tho day after such transaction nor from its capital
additions or eapital reductions immediately before such transaction
and for any prior period, nor can such experionce or such capital addi-
tions or reductions be passed on to another ncquiring corporation in
a subsequent transaction. 'The samoe rules will be applied to each
successive transaction described in scction 740 (a) to which the cor-
poration is a party as a component corporation and in connection with
which its existence is not terminated. Although the provisions of
section 740 (c) are primavily intended to apply to trausactions in
connection with which the complote liquidation of the component
corporation is not specifically required, such provisions are not by
thelr terms confined to such transactions and arve, therefore, applicable
to all transactions described in section 740 ga).

Paragraph (2) of section 740 (¢) provides that in case the supplement
A transaction oceurs in a taxable year of such component corporation
beginning after Decomber 31, 1941, for the purposes of computing the
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excess profits credit of such component corporation for such taxable
year, the amount of its average base period net income or supplement
A average base period net income, as the case may be, shall be limited
to an amount w&nich bears the same ratio to such average baso period
net income or supploment A average base period net incomo, ‘as the
case may be, as the number of days in such taxable year before the
day after such transaction bears to the total number of days in such:
taxable yoar. For the purpose of this limitation, the average base
period net incomeo or supplement A average base period net income in
the ratio, is computed without regard to paragraph 52) but with the
application of paragraph (1) in case of a prior supplement A trans-
action with respect to such component corporation or a component
corporation thereof. Paragraph (2) applies only to taxable years
beginning after December 31, 1941,

A new sentence is added at the end of section 740 (¢) providing that
for the purpose of computing supplement A average base period net
income of an acquiring corporation (or of an acquiring corporation of
which such acquiring corporation becomes a component) no account:
shall be taken of tho excess profits net income of such component
corporation for the day after the supplement A transaction in which it
became & component or for any period thereafter. 'This provision is’
applicable for the purpose of computing the tax for taxable years
beginning after December 31, 1939. ‘ ,

The application of the provisions of section 740 (¢) may bo illus-
trated by the following example:

Example: A, B, and C, corporations on the calondar year basis,
were in existence on January 1, 1936, aud have beon in existence since
that time. On December 31, 1938, B acquired the properties of A in-
a transaction deseribed in section 740 (a) (1) (A). A converted into
cash the stock in B which it received in such transaction, and with the
proceeds of such stock acqumred new properties. 1t operates such
proporties continuously down to the time C acquires such properties
from A on October 19, 1943, in a transaction deseribed in section 740
(a) (1) (A). A continues in business throughout 1943, operating
properties which it purchased with the proceeds of the stoek in C
received in the second transaction. ‘The operation of section 740
(¢) under ciremnstances outlined in this examplo is as follows:

(n) As to B.—In determining its average base period net income for
tho purposes of the excess profits taxes for 1942 and 1943, B may take
into nccount A’s base period experionce for 1936, 1937, and 1038.
Inasmuch ag tho transaction involving I3 occurs within the base period,
theroe is no capital addition or reduction of A to be transferred to B.
See seetion 743, - -

(b) As to A.—In dotormining its average haso poriod net income
under the genoral averago mothod for the purposes of its oxcoss profits
tax for 1042, A may tako into account its base 1)01"10«1 oxporiotico for
1939, but is doniod the right to use its base poriod exporionco for 1936,
1937, and 1938, Howover, in determining its avorage base poriod not
income undor tho growth formula, for pur{)oms of its oxcoss profits
tax for 1942, A may take into account its baso poriod experionco for
1036, 1937, 1938, and 1939, excopt that such average cannot excecd
its oxcess profits not income for 1939. Whon A detorminoes its oxcoss
profits tax for 1943 it will be permitted to take into account for tho
purpose of its average base period net income under the general aver-
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ago mothod only four-fifths (the ratio of the number of days in Jan-
uary 1, 1943-October 19, 1943, inclusive (282), over the number of-
days in 1943 (365)) of its baso poriod experience for 1939; for the
purpose of the growth formula it will be able to take into account onl
four-fifths of its avorago base period exporience determined under such
formula. It will not be pormitted to take into account for tlie pur-
posoe of its tax for 1943 any of its capital addition or roduction attribut--
able to the time immediatoly beforé ¢he transaction. Its base poriod .
experionco for 1936, 1937, and 1938 1s given to B and one-fifth of its
base period oxpoerionce for 1939 is given to C. See section 742 (f) (2).
A wiﬁ, howovor, bo entitled to use the credit basod on investod capital,

(c) As to C.—Section 740 (c) is first applicable to C with respeet
to 1943. In determining its average base period net income for the:
purposes of its excess profits tax for that year C may take into ac-
count one-fifth of A’s base period experience for 1939, In determining:
C’s average base period net income for the purposes of its excess-
profits tax for 1944, C may take into account all of A’s base period -
experignce for 1939. Moreover, as the transaction involving C
occurs after the close of the base period, A’s daily capital addition
and reduction as of the time immediately beforo the transaction will:
be transferred to C. Seo section 743. :

2. BECTION 740 (d)

Under existing law, the base (Feriod of an acquiring corporation
computing its average base period net income under supplement A is
determined by reference to its current taxable year. ~ So.long as the
corporation remains on the same taxable year basis, either calendar
or fiscal, its bade period remains the same; but if the corporation
changes its taxable year, or if it is acquired by a corporation with a
different taxablo year, the base period for the entiro enterprise changes
accordingly. The amendment to section 740 (d) is designed to pre-
vent this shifting jn the base period. Under the amendment, for.
taxable years beginning after December 31, 1941, the base period is
ermanently anchored to the 4 calendar years 1936--39. It will not
¢ affected by the fact that the acquiring corporation hereafter changes
its taxable year or by the fact that it is acquired by another corpora-
tion having a different taxable ycar.

8. srcrioN 740 (f)

Under existing law, an acquiring corporation was not qualified to
use supplement A unless it was in' existence (cither actunhy or con-
structively) at the beginning of its base period, The new require-
ment is that, if the acquirmg corporation was in existence before
January 1, 1940 (cither in its own right or through a component
corporation), it may compute its average base period net income under
supplement A.  Section 740 (f) is amended to aceord with such change.

4. BECTION 740 (g)

The changes mado in section 740 (g) are of a technical character
and are necessitated by the amendments made in section 743 (relating
to net capital changes). The changes made in the House bill by the
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renumbering of section 742 are stricken from your committee bill
since this bill does not renumber the sections in supplement A.

6. REPEAL OF FORMER BECTION 741

Section 712 of the Code applies to any domestic corporation and
provides that any such corporation in existence before January 1, 1940,
shall compute its excess profits credit on the basis of its average base
period income or on the basis of invested capital, whichever credit
results in the lesser tax. Now that supplement A is extended to ac-

uiring corporations in existence (actually or constructively) before
3 anuary 1, 1940, all acquiring corporations entitled to use supplement
A {all within the scope of section 712. Accordingly, there is no longer
any necessity for a separate provision in supplement A authorizing
corporations to use the income or invested capital method of determin-
ing their excess profits credits. Hence the provisions of section 741 (a)
and (b) of the Code were climinated in their entirety in the House bill.
Your committee, however, has merely made such provisions inappli-
cable to taxable years beginning after December 31, 1941, and thus
has avoided the renumbering of subsequent sections in supplement A.

6. SECTION 742 (FIRST PARAGRAPH)

Section 742 eliminates the express election in the case of acquiring
corporations actually in existence before January 1, 1940, Further-
more it no longer contains the mandatory provision as to corporations
not actually in existence before such date to the effect that their aver-
age base period net income must be computed under supplement A,

nder section 742, any corporation entitled to the benefits of supple-
ment A is required, for the purposes of the credit under section 713,
to compute its average base period net income under section 713 or
under supplement A, whichever is the greater,

In the case of an acquiring corporation which desires to computo
its average base poriod net income under supplement A, section 742 is
not intended to require such corporation to include in its return the
computations of base period income under section 713 for the purpose
of showing that the computations under supploment A result in the
greater average base period net income, In other words, it is in-
tended that a return setting forth one set of computations of base-
period income shall be aceeptable.  If a return setting forth only one
set of such computations is filed, it should be audited as filed.  T'he
further question whether the use of the other computations would
result in a greatoer base period income need not be considered in con-
nection with the audit’of the return, If a corporation files a roturn
which containg only one set of computations of base period income, it
is not thereby precluded from establishing that the computations used
resulted in an overpayment of excess profits tax or from filing a claim
for the refund thereof,

7. BECTION 742 (@) (1)

Section 742 (a) (1) is a consolidation of paragraphs (1) and (2) of
former section 742 (a), In addition, it liberalizes the former rules as
‘to the taxable years which may be taken into account in determining
the average base period net income under supplement A, Scction
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742 (a) (1) now provides that an acquiring corporation may take into
account (&) its own base period expericnce for its taxable years begin-
ning with or within base period years, and (b) the base period experi-
enco of its comgonent. corporations for their taxable yoars beginning
with or within base period years. Under these rules, each acquiring
corporation will be given the benefit of all excess profits net income
which can properly be attributed to its base period.

Section 742 (a) (2) of your committee bill is the same as section
742 (a) (3) of existing law with certain technical amendments necessi-
tated by the consolidation of paragraphs (1) and (2) of section 742
(a) into paragraph (1) of section 742 (a), as amended by your com-
mittee bill.

The provisions of section 742 (a), added by the House bill, for
placing on an annual basis the excess profits net income for 2 or
more taxable years of the taxpayer or the component corporation, as
the case may be, beginning with or within a base period year, have
been modified in your committee bill. Instead of the requirement
that the excess profits net income (or deficit in excess profits net in-
come) for such 2 or more taxable years in such cases be placed on an
annual basis, your committee bill provides that such amounts shall
be adjusted to such extent as the Commissioner, under regulations
prescribed by him with the approval of the Secretary, prescribes as
necessary in order that such base period year shall reflect income for
a period of 12 months. The specific situations requiring adjustment
are complex, requiring detailed rules for adjustment where it is
necessary. Accordingly, it seems desirable-to authorize the Com-
missioner to prescribe the manner and the cases in which adjustment
is to be made. A rule for guidance has, however, been inserted by
your committee to the effect that o taxable year of a component cor-
poration (beginning within the base pcriog) which begins with or
within the taxable year of the acquiring corporation in which the
acquisition occurred, or which begins with or within the same base
period year with which or within which such taxgble year of the
acquiring corporation begins, shall be considered a taxable year of the
acquiring corporation, and such taxable year shall be considered to
have begun in the base period year with which or within which such
taxabloe year of the acquiring corporation began.

8. sucrioN 742 (b)

Section 742 (b) has been changed by your committee bill so as to
apply in determining supplement A average base period net incomo
the same rule provided in section 713 (e) (1) as amended by section 214
of the bill, UIn(lei' this rule, if the excess profits tax is being computed
for a taxable year beginning after December 31, 1941, an adjustment
is to be made in the amount of the group excess profits net income (or
deficit in oxcess profits net income) for 1 base period year which is
less than 75 porcent of the average for the other three years. This
avorage is the sum of the group excess profits net income for the other
base period years, reduced by the sum of the group doficit in excess
profits net income for tho other base period years, divided by three.
The low base period year is to be increased to 756 percent of this
average. '

77611°—42——186
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9. SECTION 742 (d)

For the reasons given above in connection with section 740 (c), the
definition of the term ‘qualified component corporation’” is incor-
porated in section 742 (d) as the last sentence thereof.

10. BECTION 742 (e) (1), (2), AND (3)

Section 742 (e) (1), (2), and (3) accomplishes two purposes: (a) It
provides a method for building up income for the enterprise for the
part of basec period during which neither the acquiring corporation
nor any of the component corporations absorbed by it was in exist-
ence, comparable to the method provided in section 713 (d) (2); and
(b) it eliminates the provisions of paragraph (1) of section 742 (e) of
the prior law,

The rule of section 742 (e) (1), as amended in the bill passed by
the House, is changed into paragraphs (1) and (2) of scction 742 (e)
so as to provide clearly for building up of income for “vacant” base
period years in the case of a component, which became such in its
last taxable year beéginning in 1939 but on a day in a taxable year of
the acquiring corporation beginning in 1940, on the basis of the in-
vested capital of such component. _

Section 742 (¢) (2) of the bill passed by the House is renumbered
gection 742 (e) (3) in your cominittee bill, and as such is changed to
state more clearly the standard for adjustment under regulations
prescribed by the Commissioner with the approval of the Secretary
for preventing doubling up upon the factor of invested capital for
the purposes of section 742 (e) (1) and (2) in cases of cross ownership
of stock between corporations.  The application of this section from
the standpoint of its purpose may be illustrated by the following
example: '

O Corporation and P corporation came into existence on
January 1, 1938. Both corporations have at all times been
on the calendar year basis. On Janyary 1, 1939, O cor-
poration purchased for cash all of the stock in P corporation
from the stockholders of the latter corporation. It holds
this stock continuously until January 1, 1942, at which time
it acquires P corporation in a transaction described in section
740 (a) (2). In view of the fact that assets (cash) left the
gystem in connection with the acquisition of the P corpora-
t'on’s stock, adjustments in the daily invested capital of the
corporations for January 1, 1940, must be made in order to
prevent a doubling up of such capital. Under section 742
(e) (3) the Commissioner has full authority to preseribe such
regulations as may bhe necessary to eliminate duplication
and properly to reflect the invested capital of the corpora-
tions as a unit. :

Under your committee bill, section 742 (e) (4) is thie same as section
742 (e) (3) as it appeared in the House bill.

- 11, sEcTioN 742 () (1)

Improper duplications of base period income and capital additions
and reducticus result in cases in which, prior to the transaction which
constitutes a corporation an acquiring corporation for the purposes of
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supplement A and after December 31, 1935, such corporation uses
its assets to acquire stock in the corporation which becomes the
component corporation of such acquiring corporation. This section
contemplates that, under the detailed rules of the regulations, after the
absorption of the corporation whose stock was so acquired, the part of
its base period income and deficits for the base period years before the
acquisition of its stock which is' attributable to such stock shall be
excluded by the taxpayer (i) in determining its average base period net
income, (i1) in applying the “growth formula” provided in section 742
(h), and (iii) in building up income for ‘“vacant’’ base period.years, and
that, in determining the amount of the daily capital addition and re-
duction of the corporation whose stock was acquired which is to be
transferred to the corporation into which the other corporation was ab-
sorbed, such daily capital addition and reduction shall be reduced
by the portion thereof attributable to the previously acquired stock:
T}{w specific situations presented are complex, requiring detailed rules
for the necessary adjustments in the computations. The Commis-
sioner is therefore authorized to prescribe in regulations approved by
the Secretary the specific situations in which specified adjustments
under this section are to be made. If the acquisition of such stock
by the corporation is in exchange solely for its own stock, no elimina-
tions or adjustments -are necessary, and, accordingly, section 742 (f)
(1) is made inapplicable. In case the acquisition is in exchange
partly for its own stock and partly for other property, section 742
(f) (1) is applicable only to the part of the acquisition attributable to
such other property. our committee bill also takes out of the opera-
tion of this provision cases in which the taxpayer acquires stock
which has in the hands of the taxpayer a basis determined with
reference to the basis of stock previously acquired by the issuance of
the taxpayer’s own stock, ' o '

12. 8EcTION 742 (h)

This section provides a growth formula for acquiring corporations
using supplement A similar to the growth formula provided in section
713 (f), with such modifications as supplement A makes necessary,

13. S8ECTION 743

This scction corresponds to section 743 under existing law. This
section of existing law applies to .each ‘acquiring corporation in &
supplement A transaction. The new scction applies to such an ac-
quiring corporation only if it computes its average base period net
income under supplement A, o

This section also clarifies the rules to be applied in determining the
net capital changes resulting’ from a supplement A transaction to an
acquiring corporation using such supplement,

14, TAXABLE YEARS TO. WHICH AMENDMENTS APPLICABLRE

Generally speaking, the amendments to supplement A are applicable
only to the computation of the excess profits tax for taxable years
“beginning after December 31, 1941, However, the amendment, made
by the ]ast sentence of section. 740 (c) -is made retroactive to taxable
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years beginning after December 31, 1939. Each taxpayer is also
given the right to elect to have such other amendments (except those
which by their terms are limited to taxable years beginning after
December 31, 1941), apply retroactively to taxable years of the
taxpayer beginning after December 31, 1939, If a taxpayer elects to
have the amendments apply retroactively, each such amendment shall
apply to each taxable year of the taxpayer heginning after December
31, 1939. Such election must be made within the time and in the
manner and subject to such regulations as the Commissioner with
the approval of the Secretary may prescribe, :

SECTION 228. TERMINATION OF SUPPLEMENT B

Although this section corresponds to section 217 of the House bill,
‘your commitice has made substantial changes in the provisions there
contained. The House bill provided that since section 752, relating to
highest bracket amount, became unnecessary with the climination of
graduation in excess profits tax rates, such section should not apply to
any taxable year beginning after Decomber 31, 1941. Your com-
mittee, believing that such section has served its purpose of discour-
aging avoidance of éxcess profits taxes through corporate split-ups and
desiring to eliminate any inequities inherent in its provisions, has
repealed section 762 as of the date of the enactment of the Second
Revenue Act of 1940, It has also repealed as of such date section 710
(a) (2) which related to the application of the highest bracket amount
in the computation of the excess profits tax. Under the House bill, sec-
tion 751, relating to determination of propert,fy Eaid in, ete., in connec-
tion with certain exchanges was repealed as of the date of enactment of
the Revenue Act of 1940, and section 760 was added by such bill in
replacement. In order to avoid any injustice latent in the retroactive
application of section 760 in place of section 751, your_committee has
made sections 760 and 751 inapplicable with respect to any taxable
year beginning after December 31, 1941.

SECTION 229. INVESTED CAPITAL IN. CONNECTION WITH
CERTAIN EXCHANGES AND LIQUIDATIONS

This section covers the same subject matter as is covered in section
218 of the House bill; your committee, however, has made substantial
amendments to the provisions there contained. Supplement C is
added to the Code to replace Supplement B with respect to years
beginning after December 31, 1941, It contains the rules for deter-
mining invested capital as the result of certain tax-free exchanges and
“intercorporate liquidations.”

SECTION 760

Section 760 provides that in the application of section 718 (a) to a
transferee upon an exchange, in determining the amount paid in for
stock, or as paid-in surplus, or as a contribution to capital in connec-
tion with such oxchange, such amount shall be deemed to be the excess
of the basis in the hands of the transferee of the property so received
from the transferor over the sum of (1) the amount of any liability
of the transferor assumed upon the exchange and of any liability
subject to which the property was so received; (2) the amount of any
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other liability of the transferee constituting consideration for the
property so received; and (3).the aggregate of the amount of any
money and the fair market value of any other propert{r‘tmnsferred to-
the transferor. - Your committee has revised and simplified the defini-
tion of “exchange’ and ‘‘transferee upon an exchange'’ and has added
the term ‘‘transferor.”” It has provided that the term ‘‘éxchange’
means a transaction by which one corporation, called : the ‘‘trans~
feree,” receives property of anotheér corporation, called the transferor,
and the basis of the property so received, in the hands of the transferee,
for the purposes of section 718 (a) (relating to the definition of equity
investes capital) is determined by reference to the basis in the hands
of the transferor.. Your committee has also specifically provided that
the basis in the hands of the transferee of the property received upon
the exchange from the transferor is to be determined in accordance
with the provisions of section 718 (&) (2), namely, the basis (unad-
Lusted) for determining loss, adjusted, with respect to the period
before its receipt by the transferee upon the exchange, by an amount
equal to the adjustmont proper under section 115 (1) for determining
earnings or profits. If the property was not disposed of hefore the
taxable year, such unadjusted basis is that prescribed by the law
applicable to the taxable year. If the property was disposed of before
the taxable year, such unadjusted basis is that prescribed by the law
applicable to the year of disposition without regard to March 1,
1913, value. -

Since the aggrepato of the liabilities to which the transferee was
subject, or which 1t assumed or created, and the mongy and property
transferred to the transferor may be in excess of the basis in the hands
of the transférce of the property acquired from the transferor, it is
provided that the daily investcd capital of the transferee for any dah
after the exchange shall be reduced by an amount equal to sucy
excess, Section 719 (a) (1) is amended so as to include in borrowed
capital the liabilitics arisirg upon an exchange to which section 760 is
applicable, and which under existing law are excluded from borrowed
capital, Existing rules are applicable with respect’ to the interest
deduction and computation of borrowed invested capital with respect
to such liabilities. Believing that it would be inequitable, in many
instances, to apply the provisions of this scction retroactively, your
committee has provided that section 760 will be applicable only to
taxable years beginning after December 31, 1941,

SECTION 761

The amendment made by your committec in scction 761 makes
numerous  technical changes in section 761 of the House bill, and
provides certain basic rules for the computation of the adjustment
to invested capital. 4

Under section 718 (a) (5) and (b) (4) of existing law, an adjustment
is made in equity invested capital in the case of property received by a
taxpayer in a complete liquidation under section 112 (b) (6) (other
than one to which the provisions of the second sentence of see. 113 (a)
(15) are applicable) in order'to reflect in the invested capital the ad-
Lusted basis of the property so received. Section 761 of the House

ill makes (in terms of equity invested capital) substantially the same
adjustment, but only in certain cases. Typical of such cases is the case
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of property so received with respect to stock of the liquidated corpora-
tion having a substituted basis in the hands of the taxpayer by reason
of having been acquired by the taxpayer from individual shareholders
in exchange for its own stock in a transaction described in section 112
(g) (1) (B) or the corresponding provision of the prior law. Section
761, as amended by your committee; makes (in terms of adjusted
basis) substantially the same adjustment in such cases as is made
under existing law. : ' . _

. In other cases (typical of which is the case of property so received
with respect to stock acquired by the taxpayer in a cash purchase)
section 761 of the House bill changes existing law by providing that a
very different adjustment in equity invested capital is to be made;
namely, (1) the adjusted basis of the property of the liquidated cor-
poration 18 to be changed as of the time of the acquisition of control
of such corporation by the taxpayer so as to reflect in the adjusted
basis of such property at such time the price paid for the stock, (2) a
recomputation is to ge made (using such changed adjusted basis) of
the earnings or profits (or deficit in earnings or profits) of the liquidated
corporation attributable to such stock, for the period beginning with
the acquisition of control by the taxpayer and ending with the liquida-
tion, and (3) after certain technical adjustments, the amount resulting
from the recomputation under (2) is to be treated as an increase or
decrease in the earnings and profits ef the taxpayer.. Sectiocn 761, as
amended by your committee, makes (in terms of adjusted basis)
substantially the same adjustinent in such cases,

The principal differences between section 761, as amended by your
committee, and section 761 of the House bill, are as follows:

(1) The term “intercorporate li(}uidation“ has been substituted for

- the term “liquidating transaction’”” and defined so as to make.it-clear
that (a) only a comf)lot,o liquidation which is wholly or partially tax-
free is included (including a liquidation referred to in the second sen-
tence of sec, 113 (a) (15) and not excluding a liquidation the property
received in which has a basis described in sec. 113 (b) (2) (B)); (b) a
complete liquidation to which is applicable’ section 112 (b) (7), (9,
or (10) is excluded, as is one to which is applicable the provisions deal-
ing with reorganization stock or securities, or the stock or securities of
specified corporations.

(2) The basic computation to be used in ascertaining the amount
gf the adjustment is set forth in subsection (b) in terms of adjusted

asis,

(3) Certain basic rules are specified in subsection (c¢) to be used in
determining the adjusted basis which the property of the liquidated
corporation is considered to have; and ‘“control” is defined. The
term ‘‘cost basis’’ is used in order tliat it may be clear that all cases
of a basis determined under the initial clause of section 113 (a) are
included.

(4) Authority is given the Commissioner in his discretion to make
an adjustment priorito the completion of the liquidation, in order to
provide a rule for cases in which circumstences beyond the control of
the taxpayer cause the liquidation to extend over a long period, or
cases in which the period 1s prolonged for the avoidance of tax, and

(6) An election 18 given the taxpayer under which the section
g?c(;mes applicable to all taxable years beginning after December
31, 1039.
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Subsection (f) (as did the House'bill) makes provision for the case of:
a statutory merger or consolidation in which one of the corporations:
merged or cansolidated owns stock in the other corporation merged or
consolidated. - In such case, a rule is necessary in order to determine
whether such stock, or the properties of the other corporation at-
tributable to-such stock, have been acquired by the corporation re-
sulting from the merger or consolidation. If such stock represents a
ciash investment by its owner, it seems inappropriate that the corpor-:
ation resulting from the statutory merger or consolidation should be’
deprived of that part of the equity invested capital represented in the
purchase price of such stock which is not reflected in the adjusted basis
of the property of the other corporation. Subsection (f) therefore
provides that the corporation resulting from the statutory merger or
consolidation shall be considered to have acquired such stock in such
statutory merger or consolidation with a basis in its hahds of such
stock determined under section 113 (a) (7), with the result that, to the.
extent to which under sections 718 and 760 such stock is considered
to have been paid in for stock of the resulting corporation, the cash
investment will be reflected in the equity invested capital of the re-
sulting corporation. The subsection further provides that the

roperties attributable to such stock shall be considered as having
geen received by such resulting corporation as a transferee from suc
other corporation as a transferor in an intercorporate liquidation,
with the result that the adjustments prescribed by subsection (d)
become applicable. : . . o

The secction, as amended by your committee, contemplates (as did
the House bill) the application of the section under regulations which
the Commissioner is dirccted to prescribe. Because of the variety of
situations in which stock or property may he acquired, to which must
be applied the general rules of the section, the provisions of subsection
(g) haveo been somewhat expanded in order to make it clear that the
subsection contemplates rules on the following matters: :

(1) ‘A series of transferees of the property’”: The extent to which, if
the transferor is in a prior transaction a transferce, such transferor is
to stand in ‘the shoes of his {ransferor in the preceding transaction
in determining acquisition of control, adjusted basis, otc.; the appli-
cation of subsections (¢) and (e) in such cases.

(2) “The stock of the transferor is acquired by the transferce from
another corporation’”; The extent to which the transferce is to be
regarded as standing in the shoes of such other corporation, in deter-
mining cost basis, acquisition of control, adjusted basis, etc.; the
application of subsections (c) and (e) in such cases,

(3) “Basis and adjusted basis’”: The application of the terms
“cost basis’” and ‘‘basis other than a cost basis’”; the application
of the rules preseribed in the last two sentences of section 718 (a) (2)
as amended by the bill; the application of the excess profits tax basis
if it be different from the income tax basis; the nonapplication of
adjustments authorized in section 113 (a) (11), or other adjustments
inappropriate in the computation of equity invested capital; the ap-
plication.of other adjustments necessary to reflect invested capital, or
prevent duplication or distortion; the basis to he used under scction
720; the assignment to specific property of the aggregate adjusted
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basis under subsection (¢), adjustments to be made, and the account-

3

ing principles to be used in such assignment, or adjustment.

Ezamples illustrating provisions of section 761 (b), (o), and (d)

I

- Corporation P buys all the stock, consisting of 100 shares, of corporation 8
raying $11,000 cash therefor. Corporations P and B file consolidated returns
or 3 years, during which time the parent operated at a gain but the subeidiary
had a loss totaling $300 for 2 years and a gain of $400 for 1 year. At the time
:‘orpor?tilclm P bought the stock of 8, the latter corporation had assets and liabili-
on as follows:

Cash e cecmmcm—eme e $500
Operating assets. .. - oo el 10, 600

TObAY - - e e e e e e e e e e e e e mm e em e $11, 100
T T $1, 000
Capital stock and earningsand profits_. ... _____.___ 10, 100

e S TS 11, 100

- At the end of the 3-vear period corporation 8 is liquidated under the pro-
visions of seotion 112 (b) (8) of the Code. The assets and liabilities of corpora-
tion‘S were as follows on the date of the liquidation:

Cashe e e ————————— 800
Operating a88ets. .. oo oot memcicceea 10, 400
—— $11, 200
Liabilities . _ ... ...l o.__ s $1, 000
Capital 8600k equity . - - oo i e 10, 200
— 11, 200

The adjustment to the earnings and profits account of the parent at the time
of the liquidation is equal to the “plus adjustment’” computed under section 761
(h) (1)—(see, 761 (d) (1)), If it is assumed that the excess ($900) paid by
corporation P for the stock of S over the book value represented goodwill, not
ghlcl)wn on the books of corporation §, the “plus adjustment’ is computed as
ollows:

g!ecane); and other property ($11,200 plus $000) ... ... __._._ e $12, 100
uct: '
Cost basls of stock Y. . e memeeecaaa $11, 000
Liabilities assumed . . . .. .o e 1,
) 12, 000
Plus adjustmont, sec, 761 (b) (1) - . oo i 100

1 The basis of the stock should not be reduced on account of losses of the subslidiary reported on the con-
solidated return, II

Corporation P, which owns 5 shares of $100 par value of stock of corporation 8
acquired at a cost of $600 in cash, exchanges shares of its own stock for the remain-
ing 95 shares of stock of corporation 8, he latter stock takes a substituted basis
(a basis other than a cost basis) of $110 per share in the hands of corporation P.

The books of S et the time of the acquisition of control by corporation P showed

~the following: .

Cash . o e e m $500
Depletable assets (net) . . _ oo coom oo 8, 000
Other asBet8_ _ . . o e ———— 4, 600
Total . o o e m e m e m— e ——mm $11, 100
Liabilitles . - . o oo e ——ian $1, 000
Capital 8toek . . . oo e e e s 10, 000
UFPIUB . e m 100
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One year later the assets and liabilities of corporation § were as follows:

Cash . e mctcc e ecmaaaaas $800
Nat depletable assets_ .. ... el 5, 400
Other assets. _ .. oo eecceca————a- 5, 000

Total . oo cmecmc e cmcmememmmecmc e m—mm—— o $11, 200
Liabilities. . . ... . .
Capital stock. - o oo -
Surplus. e caicmecmcmme—an————-

S R 11, 200

In computing profit and loss, corporation 8 had depleted its depletable assets
at 10 percent. '

Corporation P liquidates corporation 8 under the provisions of section 112 (b)
gﬁ; tzti )t;hie Internal Revenue Code (an intercorporate liquidation under sec. 761
[:) .
~ In determining the plus or minus adjustment to the invested capital of corpo-
ration P, it is necessary to make two computations, in view of the special rule
contained in section 761 (c), for determining the adjusted basis of property ap-
plicable to the shares of stock havin? a “‘cost basis.” B T

(a) The first computation (i)erta ning to those shares having a ‘‘basis other

than a cost basis’’) (see sec. 761 (b) (2) p,nd (3)) follows: -

Aggregate adjusted basis of 95 shares stook . ___.__ ... .... $10, 450 .

Liabilities assumed ($1,000 X 96/100) -~ .. _____ e 950 -

Deduct: Basis of property ($11,200%95/100) - - - - - oo cccumooo- . .10, 640
Difference “minus ad{uatment” ‘(sec. 761 (b) (2) and (3)).--.._. 760

(Pertaining to 95 shares having a basis other than cost.)

(b) The second computation (pertaining to those shares having a ‘“cost basis’
of $120 per share) involves the ascertainment of the })roperty, other than money,
held by the transferor applicable to those shares of stock, Under the formula
provided by section 761 (¢) (1) (A) the property applicable to those 5 shares is
computed as follows: . :

Cost per share._ . .. .-l S e - $120, 00
Multiply by share units_ ... ... . ©'100
Produot._..... e e e dma e e 12, 000
Deduct: Cash. ..l ieaiaaa 500
BAlanCe - - - - o oo 11, 500
Add: Liabilities. . ..t e ~ 1,000

Total . ot e 12, 500
$12,600-+ 100 (property applicable 1 share) ... ... _.... 125
$125X5 (property applicable 5 shares) . ... . .o 625

Assuming that the excess paid for the stock of corporation 8 over the hook
value thereof ($95) was applicable to the depletable assets, the assets on hand at
thett{lme control was acquired had values attributable to the cost of the stock
as follows: . . .

Cash (5/100 of $500) - -+ oo e e $25

Depletable assets 2 (6/100 of $6,000) +395) - ... 3956
Otherassets. oo e e e e e e e me——————— 230

Total (reflecting basis of stock plus allocable portion of lia-
(031113 1Y) S USRI 6560

3 Proportionate basis of asset plus excess pald for stock.
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Upaon the liquidation of "corporatio'n S ‘the assets applicable to the 5 shares of
stock (having a cost basis) were as follows (sec. 761 (¢) (1) (C)): )

Cash (5/100X800) . - . o o o e e $40. 00
Depletable assets 3 ($396.00—8$39.50) . ... o oo oeo---.. 3bb 50
Other assets (35,000X5/100) . . _ ... ... ... 250. 00

Total money and other property. ... .. ...___..__._._. 646. 50
3 Adjusted basis minus-1 year depletion at 10 percent, :

Computation of adjustment pertaining to 5-shares (éec. 761 (b)):

‘ Baisis of stock (5 shares at $120 per share) .. ... _..o.... $600. 00
Liabilities ($1,000X56/100) _ . _ . __ .. ... e m e m e —————— - 50. 00
TOtaY - - - oo o i BE0.00
Total money and other property (see above) . __________________..___ © 645. 50
Minué adjustment (sec. 761 () (2) and (dy 69 S " 4.50

Under the provisions.of section 761 (d) (1) the above ‘“‘minus adjustment’’ of
$4.50, applicable to stock having a cost basis constitutes:a reduction of the earnings
and profits account of the parent upon liguidation of the subsidiary——whereas
the “minus adjustment’”-($760) pertaining to those shares having a substituted
’lz)_aisizéd():o(m;t)itutes an amount ‘“‘includible in the sum specified in 718 (b)"" (sec.

6 2)). . . '

If Corporation S had earned $3 per share the adjustment to the parents earnings
account attributable to the 5 shares of stock would have been a “plus adjustment”
of $5.50. In such case the assets would have been increased to $655,60, or the
liabilities would have been decreased to $45.50, thus changing the figures entering
into the foregoing computation,

SECTION 250. POST-WAR REFUND OF EXCESS PROFITS
TAX '

Section 250, added by your committee to the House bill, adds to
subchapter E of chapter 2 of the Code a new part relating to post-war
refund of excess profits tax, consisting of sections 780, 781, 782, and
783.

1. SEctION 780 |

Section 780 provides for the repayment to taxpayers of part of the
excess profits tax paid by them for taxable years beginning after
December 31, 1941, but-not after the date of cessation of hostilities in
the present war. For each such taxable year, the Secretary of the
Treasury is authorized and directed to establish a credit to the account
of the taxpayer of an amount equal to 10 percent of the tax imposed
by subchapter E of chapter 2 for such taxable year. Within 3 months
after the payment in full of the amount of the excess profits tax for
any such taxable year, as shown to be due on the return of the tax-
payer, bonds of theé United States are required to be issued to the tax-

ayer in an aggregate amount equal to 10 percent of the tax paid.
he credit for each such taxable year is specifically made available
for the purchase of such bonds on behalf of the taxpayer.

The bonds will be issued under the Second. Liberty Bond Act, as’
amended, and the purposes for which bonds may be issued under such
act are expressly extended to the purpose for which bonds are required
to be issued under section 780.

It is provided that such bonds shall bear no interest, shall be non-
negotiable, shall not be transferable by assignment, pledge, or other-
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wise, and shall be redeemable after the date of cessation of hostilities
in the present war and before maturity (at the option of the United
States) in whole or'in partupon 3.months’ notice. - It is further pro-
vided that the proceeds of any such bond upon redemption shall ridt be

included in gross income. L o
 Bonds purchased -with. the credit for any faxable"year-beginnin
within the calendar year 1942 mature on the last day of the secci’n’%
calendar year beginning after the date of cessation of hostilities:
Bonds purchased with the credit for any taxable year beginning
within the calendar year 1943, within the calendar year 1944,
and after December 31, 1944, mature, respectively, -1 year, 2
years, and 3 years, after the date of maturity of bonds purchased
with the credit for a taxable year beginning within the calendar year
1942.

2. SecrioN 781

Section 781 prescribes special technical rules for the application of
the provisions of section 780.  These rules relate to the following:
(1) Effect of a deficiency in the excess profits tax for any taxable year
for which a credit is provided under section 780; (2) effect of a refund
or credit of an overpayment of the excess profits tax for any such year;
(3) manner of payment to taxpayers in cases in which tax payments
are made by them after or shortly before the date of maturity of
bonds; and (4) over-all limitation upon the credit under section 780,

3. SecrioN 782

Section 782 authorizes the Secretary of the Treasury to prescribe,
from time to time, such rules and regulations as may be necessary to
carry out the provisions of sections 780 and 781. ' S

4, SECT;ON 783

Section 783 provides in effect for the current use by the taxpayer
of a portion or all of the post-war crédit urnder sectioni 780 (a) for an
taxable year ending after September 1, 1942, in certain cases in which
there is a net reduction in the taxpayer’'s indebtedness during the

ear. 'The section provides for a credit against the excess profits tax
or & taxable year in which the taxpayer pays an amount in repay-
ment of principal of indebtedness, equal to 40 percent; of such amount,
Certain Yimitations are prescribed with respect to the credit against
tax, including the limitation that it shall exceed neither the amount
of the post-war credit with respect to the taxable year (exclusive of
any amount accumulated in prior dyears), nor 40 percent of the net
decrease in indebtedness computed in the manner provided in the
section, The term ‘‘indebtedness” is defined for purposes of the
section to mean any indebtedness of the taxpa?rer or for which the
taxpayer is liable evidenced by & bond, note, debenture, bill of ex-
change, certificate, or other evidence of mdef)‘tedneas, mortgage, or
deed of trust. It is notintended that the term include any obligation
of a bank to a depositor.
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TITLE III. CAPITAL-STOCK AND DECLARED
VALUE EXCESS-PROFITS TAXES

| SECTION 301. CAPITAL-STOCK TAX TERMINATED

Section 301 of the House bill provides. for annual declarations of
capital-stock.value in making, capital-stock tax. returns. Your com-
mittee is of the opinion that the capital-stcck tax should he repealed.
Accordingly, by amendment of section 301, the capital-stock tax is
made inapplicable with respect to the year ended June 30, 1942, and
subsequent years,

SECTION 302. DECLARED VALUE EXCESS PROFITS TAX
TERMINATED

Section 302 of the House bill made technical amendments to
sections 600 and 601 of the Code relating to the declared value excess-
profits tax to conform these sections to the amendments made by
section 301 to allow annual declarations of capital-stock value. The
purpose of the excess-profit4 tax is to obtain reaspnable declarations
of capital-stock value. The committee amendment of section 301
which terminates the capital-stock tax makes the declared value
excess-profits tax nugatory. Therefore your committee has amended
section 302 to make the declared value excess profits tax inapplicable
to years ending after June 30, 1942, to correspond to the committee
amendment of section 301 making the capital-stock tax inapplicable
to the year ended June 30, 1942, and subsequent years,

SECTION 303. DECLARED VALUE EXCESS PROFITS TAX
FOR TAXABLE YEARS OF LESS THAN TWELVE MONTHS

Although ‘section 302 of this bill makes,the declared value excess
profits tax inapFlicable to years ending on or after June 30, 1942, your
committee is of the opinion that the provisions of section 303 of the
House bill, relating to the declared value excess profits tax for taxable
years of less than 12 months, should be applicable to those income
tax taxable years beginning after December 31, 1939, to which this tax
is applicable. This section, applicable to such years, is identical with
section 303 of the House bill, except that in the House bill this section
was not retroactive, It amends section 601 of the Code by striking
the provision for the proration of the declared value in the case of a
short income tax taxable year, and inserts instead a new section 605 (a)
for placing the income for such a short taxable year on an annual basis,
determining the tax thercon, and prorating a part of the tax so deter-
mined to the short income tax taxable year. Since the short income
tax taxable year may not involve complete months, as in the case of a
corporation which incorporates after the first day of the month, and
files its return for a taxable period ending on the last day of the month,
the income is Flaced on an annual basis, and the tax thereon prorated,
on the basis of the ratio of the number of days in the short income tax
taxable year to the number of days in a full year, rather than on the
basis of the ratio of the number of months in the short income tax
taxable year to 12 months.
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In general, section 605 (b), relating to the manner in which®the
taxpayer may obtain relief from the tax computed under section 605
(a), contains provisions similar to those contained for income tax
purposes in section 136 of the bill, and for excess profits tax purposes
in section 212 of the bill.

TITLE IV—ESTATE AND GIFT TAXES
| PArT 1—EstaTE TAX

SECTION 401. ESTATES TO WHICH AMENDMENTS
APPLICABLE

This section of the bill, which is the same as section 401 of the
House bill, provides that, except as otherwise expressly provided, the
amendments made by this part, relating to estate taxes, shall be
applicable only with respect to estates of decedents dying after the
date of enactment of this act. '

~

SECTION 402, COMMUNITY INTERESTS

This section, which corresponds to section 402 of the bill passed by
the House, eliminates special estate tax privileges enjoyed by virtue
-of the community property system. The corresponding section of the
House bill amended only section 811 (e) of the Code, relating to joint
interests, Your committee bill adds an amendment to section 811 (d)
relating to revocable transfers, A new paragraph (5) is added to
section 811 (d), providing that for the purposes of section 811 (c)'and
(d), a transfer of property held as community property by the decedent
and surviving spouse shall be considered to have been made by the
decedent, except such part thereof as may be shown to have been re-
ceived as compensation for personal services actually rendered by the
surviving spouse or derived originally from such compensation or from
sc(afmrate property of the surviving spouse, A new paragraph, (2) is
added to section 811 (e) after the existing paragraph dealing with joint
estates and estates by the-entirety, which is now made })amgraph (1),
Such paragraph (2), relating to community property of husband and
wife, provides that such property is includible in the gross estate with
‘the exception of such part thereof as may be.shown to have ‘been
received-as compensation for personal services actually rendered by the
surviving spouse or derived originally from such compensation or from
separate property of the surviving spouse, ,
The amendments thus make due provision for the exclusion from
the gross estate of that portion of the community property which is
economically attributable to the survivor. Section 811 (e) (2), how-
ever, is subject to the provision that in no cese shall the value of the
property included in the gross estate of the decedent be less than the
value of such part of the community property as was subject to the
decedent’s power of testamentary disposition, Property “derived
originally from” compensation or from separate property of the sur-
viving spouse includes (1) property acquired in exchange for property
reccived as compensation or in exchange for separate property, (2)
community income yiclded by such property and property acquired
with such income, and .(3) property which may be traced back to
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.property received as compensation; scparate property, income from
roperty received as compensation, or income from separate property.
he statute establishes a uniform Federal rule for apportioning the

-respective contributions of the spouses regardless of varying local rules

of apportionment. State presumptions are therefore not operative
against the Commissioner. '

SECTION 403. VPOW.ERS OF APPOINTMENT

This section is essentially the same as section 403 of ‘the bill as
passed by the House. 1t revises extensively section 811 (f) of the
Code, which has been found to be extremely inadequate in-scope and
an outstanding device for the avoidance of estate .tax. The amend-
ment provides that property with respect to which the decedent has
at the time of his death a power of appointment is includible in the
gross estate whether or not such power is exercised. '
~ Section 811 (f), as amended, defines a power of appointment to
mean any power {o appoint with the exception of two designated types
of powers. In the House bill it is provided that if either of the cx-
cepted powers to appoint is exercised by the creation of another power
to appoint, the power which is exercised shall not be considered as
excepted from the definition of a power of appointment. Your com-
mittee bill makes this provision applicable, however, only to the extent
of the value of the property subject to the seccond power to appoint.
For the purposes of this rule, the value of the property subject to such
second power to appoint shall be its value unreduced by any precedent
or subsequent interest not subject to such power to appoint. Thus, if
the decedent has a power to appoint a fund of $100,000 within a class
consisting only of his children (which is one of the excepted powers)
and by his will exercises such power by giving one child a power to
appoint $25,000 of such fund and by making an outright appointment
of $75,000, only $25,000 is includible in the decedent’s gross estate.
If, however, the decedent had appointed the income from the entire
fund to such child for life with power in such child to appoint the
remainder in his will, the whole $100,000 would be included in the
decedent’s gross estate. It will be noted that under the statute this
proviso applies regardless of whether the newly created power to
appoint, falls within either of the two excepted types of powers.

Ihe term: ‘“‘power of appointment’ includes all: powers which are
.in substance and effect powers of appointment regardless of the
nomenclature used in creating the power and local property law
connotations. The term includes powers to. appoint, exercisable
only during the decedent’s lifetime and terminable at his death. A
power of appointment is deemed to exist at the date of the decedent’s
death where the time for the exercise of the power is determined by
the date of his death.

The first excepted power to appoint provided in the House bill
.is a power to appoint within a class which does not include any others -
than the spouse of the decedent, descendants of the decedent or of his
spouse, spouses of such descéndants, and charitable donees described
in sections 812 (d) and 861 (a) (3). As used in this exception, the
term “descendant’” includes adopted and illegitimate descendants, and
the term ‘‘spouse” includes former spouse. Your committee bill ex-
pands this class so as to include also in the group (1) the spouse of the
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creator -of the power, (2) descendants (other than the decedent) of
the creator of the power or of his spouse, and (3) spouses of such
descendants. The limitation excluding the decedent from the ex-
cepted group of descendants of the creator of the power or his spouse,
is not intended to exclude from the excepted group the spouse of the
decedent, who is expressly included in the group. The description
of these persons as an excepted class is intended to be construed so as
to give uniform Federal application. The treatment of adopted and
illegitimate descendants as descendants is intended to include adopted .
and illegitimate children (and their descondants and their adopted
and illegitimate children) as descendants, if such children would be
descendants had they been born as natural legitimate children in the
station to which they are adopted or born.

The second excepted power to appoint is a power to appoint within
a restricted class if certain other conditions are present. This provi-
sion applies to a power possessed by a disinterested trustee or one
occupying a similar status to appoint within a relatively small class.
For example, a power to appoint within a class composed of A’s
children would be a power to appoint within a restricted class: On the

-other hand, a power to appoint to anyone oxcept A and his family
would not be a power confined to a restricted class. Moreover, a
power to appoint is not confined to-a restricted class because the power
1s not exoreisable in favor of the decedent, his estate, his creditors, or
the creditors of his estate, or all of them.

Section 811 (f) (1) of the new provision imposes a tax with respect
to a power of appointment which is released in contemplation of death
or by a disposition intended to take effect in possession or enjoyment
at or after death or retaining for the decedent certain control or
enjoyment of the income of the property. A release of a power of
appointment need not be express or formal in character. For oxaraple,
the failure to exercise a power of appointment within a specified time,
resulting in the termination of the power of appointment, is taxable
if other conditions imposed by section 811 (f) (1) are: present.

This section provides that property includible in the gross estate
under section 811 (f) shall, for the purposes of the subsections relat-
ing to deductions for contributions to charity, be considered & béquest
of the decedent. The rules governing the deduction. of bequests to
charity are thereby made applicable to property required to be in-
cluded in the gross estate under section 811 (f) as ameonded, where
such property 18 appointed to charity or is received or held by charity
upon the release or nonexercise of the power. This amendment 18
clarifying with respect to property passing to charity under a dgeneral
power of appointment excrciséd by the decedent and includible in
the gross estate. A similar provision is contained in section 407
amending sections 812 (c) and 861 (a) (2) of the Code relating to the
deduction for property previously taxed which was received ‘i)y gift,
bequest, devise, or inheritance. :

new subsection (d), added to section 826, entitles the executor
to recover from the recipient of appointive property the portion of
tax-allocable to such property. The decedent, however, may provide
otherwise in his will, This:section applies where the recipient takes
or holds the property upon the decedent’s excrcise, nonexercise, or
release of the power, regardless of local rules with respect to the
receipt of the property from the creator of the power. The purpose



234 THE REVENUE BILL OF 19042

of this amendment is to achieve a fair and equitable apportionment
of the tax burden attributable in part to appointive property. Your
committee bill'makes a technical change in this provision to coordinate
it with section 826 (c) relating to the liability of life insurance bene-
ficiaries, as amended by section 404 (b) of your committee bill.

- Your committee bill revises extensively the rules for existing
powers with respect to which the amendments made by this section
are not applicable. The amendments made by this section are not
applicable to powers of appointment; other than general powers,
created on or before the date of enactment of this act, unless such
power is exercised after such date. This provision replaces the pro-
vision in the House bill exempting such powers only if released within .
2 years after the date of enactment of the act or if exercised on or
before such date. A power exercised by a decedent dying after the
date of enactment of this act in a will executed prior to such date is
eonsidered to be exercised after such date. A new provision has also
been added by your committee making such amendments inapplicable
with respect to general powers of appointment created on or before the
date of enactment of this act if at such date the donee of such power
is under a legal disability to release such power. In such cases the
amendments become applicable upon the expiration of 6 months
after the termination of such legal disability. Such legal disability
is generally determined under local law; it may include the disability
of an insane person, a minor, or an unborn child. For the purpose
of this provision, it is expressly provided that an individual in the
military or naval forces of the United States at the date of enactment
of this act shall, until the termination of the present war, be con-
sidered under a legal disability to release a power to appoint. As
vnder the House bill, the amendments are also inapplicable to all
pl;)wers of appointment released prior to the date of enactment of
-this act.

SKECTION 404. PROCEEDS OF LIFE INSURANCE

This section is designed to clarify the status of proceeds of life in-
surance under the estate tax. The phrase ‘‘policies taken out by the
decedent’’, which has produced confusion and unnecessary litigation,
has beon oliminated. The section retains the classification under
existing law of life insurance proceeds (1) paﬁable to the executor
and (2) payable to all other beneficiaries, The $40,000 exemption
applicable under existing law to the latter class of proceeds, which
was eliminated in the House bill, is restored in your committee bill,
along with the $40,000 specific exemption under the additional estate
tax, which had been replaced by a $60,000 specific exemption in
section 413 of the House bill.

Proceeds payable to the executor are includible in the decedent’s
gross estate regardless of whether the decedent or another person paid
the premiums or other consideration for the life insurance policy.
Proceeds are payable to the executor if they are receivable by the
executor or administrator or payable to the decedent’s estate, or in
fact reccivable by or for the benefit of the estate,

The-inclusion in the gross estate of proceeds which are payable to
beneficiaries other than the executor is to be determined for the pur-
poses of this section by criteria set forth thercin, These criteria are
(1) the payment of premiums or other considcration by the decedent
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for the insurance, and- (2) incidents of ownership possessed by the de-~
cedent at death, If either of these criteria is satisfied the proceeds are
includible in the gross estate. The section provides with respect to the
premium payments test that insurance purchased with premiums, or
other consideration, paid directly or indirectly by tho decedent, shall
be included in the gross estate in proportion that the amount-so paid
by the decedent bears to the total premiums paid for the insurance,
The section also contains.a formula for determining the portion of
proceeds includible in the gross estate where the decedent transfers,
by assignment or otherwise, a policy to another. It is, however,
expressly provided that the proceeds receivable under a transferred
policy are not includible in wliole or in part, by virtue of the premiums
or other consideration paid by the decedent, if the transfer did not
constitute a gift, in whole or in part, under chapter 4 relating to the
gift tax, or, in case the transfer was made at a time when chapter 4
was not in effect, would not have constituted a gift, in whole or in
part, under such chapter had it been in effect at such time. Thus, if
the decedent transferred a policy to creditors in consideration of the
dischargeé of his obligations, and there was no element of donative
intent in the transfer, no part of the proceeds would be includible in
the gross estate. If the. transfer is a gift in whole or in part within
the meaning of chapter 4, the formula for deteimining the portion of
proceeds includible in the gross estate is applicable,
Payments of premiums or other consideration by the decedent
include payments made by him directly or indirectly. This provision
.is-intended to prevent avoidance of Whe estate tax and should be con-
strued in accordancé with this objective. For example, if the decedent
transfers funds to his wife so that she may purchase insurance on his
life, and she purchases such insurance, the payments are considered
to have been made by the decedent even though they are not directly
traceable to the precise funds transferred by the decedent. A dece-
dent similarly pays the premium or other consideration if payment is
made by a corporation which is his alter ego or by a trust whose
income 18 taxable to him, as, for example, & funded insurance trust.
Payment is also made by the decedent if the decedent's employer
makes iRla.ymentz as compensation for services. These examples
merely illustrate the concrete application of the provision.
There is no specific enumeration of incidents of ownership, the
possession of which at death forms the basis for inclusion of insurance
roceeds in the gross estate, as it is impossible to include an exhaustive
ist.  Examples of such incidents are the right of the insured or his
estate to the economic benefits of the insurance, the power to change
the beneficiary, the power to surrender or cancel the policy, the power
to assign it, the power to revoke an assignment, the power to pledge
the policy for a loan, or the power to obtain from the insurer a loan
against the surrender value of the policy. Incidents of ownership are
not confined to those possessed by the decedent in a technical legal
sense. KFor example, a power to change the beneficiary reserved to a
corporation of which the decedent is sole stockholder is an incident of
ownership in the decedent, Your committee bill las added a pro-
vision designed to take reversionary interests out of the category of
““incident of ownership’ for the purpose of applying section 811 (g)
(2) (A). This provision seems necessary in view of the treatment of
17611°—42——16
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a reversionary interest as an incident of ownership under existing law
and under subsection (c) of this section of the bill.

Subsection (c) states that the amendments made by this section
are applicable only to estates of decedents dying after the date of the
enactment of this act. 'The House bill contains a special rule with
respect to payments made by the decedent on or before January 10,
1941, the date of approval of Treasury Decision 5032. Your com-
mittee bill clarifies the language of the House provision in order to
continue in effect the rule provided in such Treasury Decision. Under
this rule if the decedent at no time after January 10, 1941, possessed
an incident of ownership, in determining the proportion of the pre-
miums or other consideration paid directly or indirectly by the
decedent (but not the total premiums paid) for the policy, the amount
so paid by the decedent on or before January 10, 1941, shall be ex-
cluded. A reversionary interest is an incident of ownership in accord-
ance with the treutment of such an interest under existing law.

This section, like the present provisions in section 811 (g), does not

constitute the only section under which life insurance is includible in
the gross estate. For example, a decedent who does not pay any of
the premiums upon a policy upon his own life but who possesses inci-
dents of ownership therein may not escape tax by a transfer of all
rights in such policy in contemplation of death or by a transfer reserv-
-ing a reversionary interest whereby the insurance proceeds are made
payable to the estate of the decedent if the beneficiaries of the polic
do not survive him. In both cases the insurance proceeds are includ-
ible in the gross estate under seetion 811 (¢) of the Code.
- This section contains a paragraph with respect to premiums or other
consideration paid with community property. The provision is simi-
lar to the amendment made by section 402 relating to community
property. 'The same paragraph also provides that the term “inci-
dents of ownership” includes incidents of ownership possessed by the
decedent at his death as manager of the community.

A new provision is added by your committee bil{as subsection (b)
of this section, amending section 826 (c) of the Code, relating to
liability of life insuranee bencficiaries, The amendment made by
this subsection replaces the amendment made by section 413 (b) of
the House bill. Your committee bill makes a number of technical
amendments to section 826 (c), the principal one providing that the
anortionmmt of liability for the tax against life insurance beneficiaries
shall be in the ratio which the insurance proceeds in excess of $40,000
bear to the sum of the act estate and the amount of the exemption
allowed in computing the net estate, determined under section 935 (c).

SECTION 405. DEDUCTININS NOT ALLOWABLE IN EXCESS
OF CERTAIN PROPERTY OF ESTATE

This section, which, except for a clerical change, is identical with
section 405 of the House bill, amends section 812 gb) of the Code in
order to overcome the construction of existing law that the full
amount of the claims against a decedent’s estate is deductible in
computing the statutory net estate without reference to the value of
the property subject to payment, Since the gross estate determined
for estate tax purposes containg many items of property which are
not in the hands of the executor for local probate purposes, the
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allowance as deductions of claims in excess of the value of property
subject thereto reduces the statutory net estate by claims which do
not actually reduce the gross estate and permits the tax-free transfer
of assets to the decedent’s beneficiaries. ,

Under section 812 (b), as amended by this section, amounts other-
wise deductible under scction 812 (b) are disallowed to the extent
that they exceed the value at the time of the decedent’s death of
property subject to claims. ‘‘Property subject to claims’ is defined
as property includible in the gross estate of the decedent which,
or the avails of which, would, under the applicable law, bear the
burden of the payment of such deductions in the final adjustment
and settlement ofy the estate. For example, if the decedent’s estate
includes a piece of property valued at $1,000 upon which there is a
mortgage for $2,000, the excess of which is not enforceable against
other prope_rt?; of the estate, the mortgage will be allowed as a deduc-
tion only to the extent of $1,000. Likewise, in a case where the gross
estate is composed of real estate valued at $500,000, and proceeds of
life insurance in the amount of $500,000 which is exempt from general
claims, if the only deductions under section 812 (b) are clains of cred-
itors totaling $600,000, only $500,000 of such claims will be allowed
as deductions. 1f deductible losses are incurred during the settlement
of the estate from fires, storms, shipwrecks, or other casualties, or
from theft, in determining the value of property subject to claims,
the value of the property is first to be reduced by the amount of such
deductions attributable to such property.

The same principles are applied in amending sections 812 (c¢) and
861 (a) (2), relating to the deduction for property previously taxed.
Under existing law, in order to prevent double deductions, the amount,
otherwise deductible under section 812 (c¢) for property previously
taxed is reduced by the proportionate part of-other deductions allow-
able against the gross cstate (under section 812 (a), (b), and (d)).
The amendments made by this section are designed to give effect to
the fact that, under the applicable law, in the final, adjustment and
settlement of the estate some deductions under scction 812 (b) are
claims enforceable only against specified property and some property
is exempt from claims of creditors,

Generally, the amount otherwise deductible is to be reduced, under
this section, by an amount which bears the same ratio to the amounts
allowed as deductions under gé¢tion'812 (a) and (d) and the amount
of general claims allowed as a deduction under section 812 (b) as the
amount otherwise deductible bears to property subject to general
claims. This general rule may be illustrated by the case of a gross
estate consisting of Blackacre valued at $100,000, Whiteacre valued
at $120,000, and insurance procceds, exempt from creditors’ claims,
in the amount of $100,000, and deductions allowed under section 812
(a), (b), and (d) totaling $170,000, including a $20,000 mortgage
enforceable only against Blackacre. If the estate is entitled to a
deduction under section 812 (¢) by reason of the inclusion of White-
acre in the cstate of the prior decedent at a value of $120,000, under
section 812 (c), as amended, the amount allowable as the deduction is

$30,600, computed by rc(llt,lcing $120,000 by %gg’-ggg of ‘$12"0,000.

In some cases, however, the l)reviously taxed property (or the
property received in exchange therefor) itself may not be wholly
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subject to general claims. In such cases it is first necessary to»
reduce the deduction by the amount of the deductible items under
section 812 (b) which, under the applicable law, in the final adjust-
ment and settlement of the estate may be enforced only against such
property. Then the balance, if any, of the deduction is to be reduced
as previously indicated, this time, ixowever, substituting for the full
amount of ‘“‘the amount otherwise deductible’’ only that part of such
amount which is subject to general claims. Thus, if in the example
previously given, Blackacre instead of Whiteacre were the property
previously taxed, the deduction would be $20,000, computedp by first,
reducing the $100,000 otherwise deductible bf' $20,000, the amount
of the mortgage enforceable only against Blackacre, and then by

reducing the balance, $80,000, by :—;—g%———’g(())g of $80,000.

Frequently the value included in the gross estate with respect to
property previously taxed is different from the amount otherwise
deductible because of changing property values. In such cases a pro-
portionate part of any exemption from creditors’ claims or of specific
claims with respect to such property is attributed to the amount
otherwise deductible,

SECTION 406. CHARITABLE PLEDGES

“This section is the same as section 406 of the House bill. At
the present time a claim founded upon a promise or agreement of
the «Yecedcnt to make a contribution or gift to or for the use of any
donee described in section 812 (d) or section 861 (a) (3), and en-
forceable against the estate of the decedent, is not deductible to
the extent that such claim was not contracted for an adequate and
full consideration in money or money's worth (Taft v. Comm.,t304
U. S. 351 (1938)). Section 812 (b), as amended by this section,
permita the deduction of such claim to the extent that it would be
allowable as a deduction under section 812 (d) if the promise or agree-
ment constituted a bequest. Section 861 (a) (1), relating to estates
of nonresidents not citizens of the United States, is similarly amended.
These amendments do not change the law with respect to other
promises or agreements, which must be supported by an adequate
and full consideration in money or money’s worth, and are therefore
not deductible if thby are essentially donative in character.

SECTION 407. DEDUCTION ON ACCOUNT OF PROPERTY
o PREVIOUSLY TAXED o

This scetion, which is identical ‘with section 407 of the House
bill, except for a minor change described below, provides a number of-
technical amendments to section 812 (c) and section 861 (a) (2),.
relating to the deduction for property proviously taxed. ' ’

A provision is added with respect to })roperty proviously taxed under-
the power of appointment provisions of the Code, sections 811 (f) and
1000 (¢). This provision states that for the purposes of the deduc-
tion, property includible in the gross estate of the prior decedent or in
total gifts of the donor under such sections, received by the decedent.
described in section 812 (c¢) or section 861 (a) (2), shall be considered
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& bequest of such prior decedent or & gift of such donor, Of course,
the decedent described in section 812 (¢) or 861 (a) (2) must be the
appointee under the exercise of the power or taker (or remainderman)
in default upon the release (or nonexercise) of the power by the prior
decedent or donor in order to be entitled to the deduction. The only
change made by your committee is a technical change in'the above-
mentioned provision, designed .to correct a reference to property
includible in gifta of the donor under section 1000 (c), relating to -
powers of appointment under the gift tax, from ‘“net fift,s” to ‘“total
gifts.”” This continues the construction of existing law that ‘‘pre-
viou:g' taxed property’’ does not embrace ani portion of & gift ex-
cluded under the provisions of section 1003 (b) of the Code or the
corresponding provisions of prior gift tax statutes. :

This section is also designed to correct a defect originating in
section 606 (a) of the Revenue Act of 1932, amending section 303
(a) (2) and (b) (2) of the Revenue Act of 1926, and carried over into
the above sections of the Code. The above sections of the Revenue
Act of 1926, as previously amended, literally do not allow the deduc-
tion for property previously taxed where only the additional estate
tax im d by the Revenus Act of 1932 was paid by the estate of the
prior decedent. The above sections of the Code similarly allow the
deduction where the basic estate tax under subchapter A of chapter 3
of the Code, the Revenue Act of 1926, or any prior act of Congress
was paid by the prior estate but not where only the additional estate
tax under subchapter B of chapter 3 was paid. By these amendments
the deduction is also allowed where only the additional estate tax was
paid by the estate of such prior decedent. ' SO

The corresponding amendments to the Revenue Act of 1926, as
amended, are made effective with respect to the estates of decedents
dying after the enactment of the Revenue Act of 1932, and the
amendments to the Internal Revenué Code are made efféctive as if
such amendments had been part of the Internal Revenue Code on the
date of its enactment, February 10, 1939. Refund or credit of any
overpayment resulting from the ap'piico,tion of the amendments made
by this section of the bill will be made with interest in accordance with
the usual procedure for refund or credit of erroneously collected estate
taxes. If the refund or credit of any overpayment, to the extent
resulting from the application of the amendments made by this section
of the bill, is prevented on the date of enactment of this act or within 1
year from such date by any provision of law or rule of law (such as
the expiration of the period of limitations for filing claims for refund)
then, notwithstanding such provision or rule of law (other than the
limitations provided in this section of the bill and other than the

rovisions of law relating to compromises), such overgayment shall
ge refunded or credited in the same manner as in the case of an
estate tax erroneously collected if claim therefor is filed within 1
year from the date of enactment of the act, :

This section also makes technical amendments designed to dis-
allow the deduction for property previously taxed in every case
where a deduction on account of property previously taxed was
taken with respect to the same Ofropert.y (or property given in
exchange therefor) in the estate of the prior decedent, A clerical
amendment, retroactive to the date of enactment of the Code, is
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also (n;ade in the first sentence of the second paragraph of &ection
812 (e). ' : B '

SECTION 408. DEDUCTION FOR DISCLAIMED LEGACIES
- PASSING TO CHARITY '

This section amends sections 812 (d) and 861 (a)-(3) to provide
that any interest falling into a bequest, legdoy, devise, or transfer to
charity by recason of an irrevocable disclaimer of such interest by
another beneficiary is deductible from the gross estate as a part of
such bequest, legacy, devise, or transfer to charity, if the disclaimei
is made prior to the date prescribed for the filing of the estate tax
return. A disclaimer is a complete and unqualified refusal to accept
the rights to which one is entitled. If the beneficiary uses these
" rights for his own purposes, as by receiving a consideration for his
formal disclaimer, he has not refused the rights to which he was en-
titled. There.can be no disclaimer after an acceptance of such rights,
expressly or impliedly, Your committee has changed the House
draft of this section to provide that the disclaimer, if otherwise proper,
need not be irrevocable prior to the date prescribed for the filing of
the estate tax return, provided that it becomes irrevocable (for ox-
ample, in cases in which the disclaimer by a beneficiary not under
disability is not irrevocable when made, by a distribution of the be-
quest from the estate to the charity) before the expiration of the
applicable period of limitations for the redetermination of the estate
tax. : :
The amendment made by this section is applicable to estates of
decedents dying after February 10, 1939, that is, all estates subject
to the provisions of the Code. !

SECTION 409, DENIAL OF DEDUCTION" ON BEQUEST TO
CERTAIN PROPAGANDA ORGANIZATIONS

‘This section is the same as section 409 'of the House bill.
'~Bections 812 (d) and 861 (og -(3), rolating to' the deduction for be-
quests, etc., to charity, provide that such deduction is allowed only
if the donee corporations therein described do not engage to a sub-
stantial extent in carrying on propaganda, or otherwise attempting,
to influence legislation, This section amends these sections by
adding similar provisions with respect to the other types of donees
described therein, This amendment is declaratory of existing law,
under the provisions of which a bequest, etc., to an organization
carrying on propaganda or otherwise attempting to influence legisla-
tion is not considered a bequest for the charitable purposes described
in these sections. : :

SECTION 410. PRIORITY OF CREDIT FOR LOCAL DEATH
‘ TAXES

This section is the same as section 410 of the House bill.

Under existing law the credit against the basic estate tax for death
taxes paid to the States is deducted after deducting the credit allow-
able for payments of Federal gift taxes. The priority thus accorded
the deduction of the credit for gift taxes reduces the ‘'amount of the
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basic éstate tax against which is then applied the credit for the local
death taxes, theregy in some instances materially reducing the amount
of the latter credit. - In order to eliminate this inequity the order of
the two credits is reversed. This section provides that the credit for
local death taxes shall be deducted before, rather .than after, the
deduction of the credit for payments of gift taxes. With respect to
the priority of the credit for the gift taxes paid under the Revenue
Act of 1924 and gift taxes paid under the Revenue Act of 1932 and
chapter 4 of the Code, this section provides for allowance of the credit
for the gift taxes under the 1924 act first after the allowance of the
credit for State death taxes paid. The amendments made by. this
section are effective only with respect to estates of decedents dying
after the date of énactment of this act. ‘

SECTION 411. LIABILITY OF OERTAIN TRANSFEREES

This section, which is identical with section 411 of the House hill,
clarifies and amends provisions of the Internal Revenue Code relat-
ing to the estate tax ﬁen and transferee liahility. Section-827 (a) of
the Code imposes a lien upon the gross estate of tlhie decedent. The
following subsection provides for a like lien upon assets received by
certain persons. The latter provision is unnecessary and it is there-
fore eliminated. Subsection (b), as amended, contains a cross refer-
encei. toblthe lien imposed by subsection (a), which continues to be
applicable. L

ection 827 (b), as it now appears in the Code, in imposing personal
liability for the tax refers only to transfers in contemplation of death
or intended to take effect in possession or enjoyment at or after
death, and life insurance in favor of a specific beneficiary, However,
all thie assets referred to in section 811 are treated equally for pur-
poses of inclusion in the gross estate and the holders or recipients of
all such assets are accordingly placed on the same plane of personal
liability for the tax. .

This section also makes more specific the definition of ‘“transfcree’”
in section 900: (e) of the:Internal Revenue Code, which, however, is
not all-inclusive,

SECTION 412. EXEMPTION OF ESTATES OF NONRESI-
DENTS NOT CITIZENS

This section is idenfical with section 412 as passed by the House,
except for a clerical change made by your committee.

Under existing law there is no alﬁ)wance of a specific exemption in
computing the net estate of a nonresident not a citizen of the United
States. The revenue yielded by very small estates does not com-
pensate the Government for the cost of administration imposed by
such estates, This section, therefore, amends section 861 (a) of the
Internal Revenue Code by adding a new paragraph (4) allowing a
specific exemption of $2,000. At the same time section 864 (a) (1) is
amended to provide that the executor of an estate of a nonresident not
a citizen of the United States is required to file a return if any part of
the gross estate situated in the United States exceeds the amount of
such specific exemption. There is also included a related technical
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amendment with respect to the computation of the deduction for
previously taxed property.

SECTION 413. PERIOD FOR FILING PE’I‘ITION EXTENDED
' IN CERTAIN CASES

This section does not appear in the House bill.

Under existing law-if a notice of deficiency in estate tax is mailed to.
an executor he has 90 days within which to file his petition with the
Board of Tax Appeals. In the case of an executor In remote places,
such as Hawaii or Alaska, this time limit may possibly work a hardship
due to delays in transporting mail which may occur during the
present hostilities. To correct this hardship section 871 (a) (1) of
the Code has been amended to increase the period to 150 days if the
notice is mailed to an executor outside the States of the Union and
the District of Colunibia. This extension applies only to such defi-
ciency notices mailed after the date of enactment of the act.

SECTION" 414, OVERPAYMENT FOUND BY THE BOARD

This section, which is identical with section 414 'of the House bill,
amends section 912 of the Code, relating to overpayments found by
the Board, to provide that the period within w ic% the portion of
the tax credited or refunded must have been paid is measured from
the mailing of the notice of deficiency and not from the filing of the
petition, gl‘his will avoid the confusion which now exists as to
whether the term ‘the filing of the Ketition” means the filing of the
_origliqal %etition or the amendment thereto in which the overpayment
is claimed,

Part II—Girr Tax

SECTION 451. GIFTS TO WHICH AMENDMENTS
APPLICABLE,

This section, which is identical with section 451 of the House bill
rovides that the amendments to the gift tax made by the bill shall
e applicable only with respect to gifts made in the calendar year

1943 and in succeeding 'caﬁmdnr years, except in the case of any
amendment containing an express provision to the contrary.

SECTION 452. POWERS OF APPOINTMENT

This section, which corresponds to section 452 of the bill as passed
by the House, amends gection 1000 of the Code by adding a new
subsection relating to powers of appointment. This amendment is
coextensive with the estate tax amendment by section 403. In view
of the provision that an exercise or release of & power of appointment
shall be deemed a transfer of property by the individual possessing
such power, there is no need to include an amendment similar to
subsection (b) of section 403, relating to the deduction of appointive
property under section 812 (d) or section 861 (a) (3).

our committee bill has made some technical changes in this
gection in accordance with changes made in section 403 of your com-
mittee bill amending the estate tax provisions with respect to powers
of appointment. Particularly, the rule with respect to powers to
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which the amendments made by this section are applicable has been
modified in accordance with the corresponding provision of section 403,
It is further provided in section 451 that the amendments do not
apply to powers of appointment released or exercised-before January 1,
1943, ’l'll))g future applicability of the amendments made by this
section, and the limitations upon the amendments miade by section
403, however, should not be construed as a limitation upon the applica-
tion of the existing gift tax law with respect to the exercise or release
of a power of appointment. :

SECTION 453. GIFTS OF COMMUNITY PROPERTY

This section amends section 1000 of the Internal Revenue Code
by adding a new subsection relating to gifts of community property.
This amendment is similar to the estate tax amendment made by
section 402. Your committee has made a' technical change in thig
section in order to make its provisions correspond more closely with
the estate tax amendment relating to community property.

SECTION 454, EXCLUSION FROM NET GIFTS REDUCED

HThis section corresponds to section 454 of the bill as passed by the
ouse..

Under existing law the first $4,000 of gifts (other than gifts in trust
or of future interests in property) made to any person by the donor
during the calendar year 1939 and subsequent calendar ycars is
excluded from the total amount of gifts made during such years in
computing net gifts. This section of the House bill limits the applica-
tion of the $4,000 exclusion to sueh gifts made after 1938 and prior to
1943 and reduces the exclusion in the case of gifts made in 1943 and
thereafter to $3,000. Your committee bill adopts these amendments
and adds an additional amendment to section 1000 (b) (3), as added
by the House bill, so as to allow the exclusion in the case of gifts in
trust made in 1943 and thereafter. Since the Supreme Court has
decided, in Helvering v. Hutchings (312 U. S. 365 5)1941) ), that the
beneficiaries of the trust rather than the trustee or the trust are the
donees of a gift in trust, it is no longer necessary to discriminate
against gifts in trust by disallowing the exclusion in such cases (except
in cases of ﬁifts of future interests in property) to prevent gift tax
ngidance through the device of multiple trusts for the same bene-

ciary. -

SECTION 455. SPECIFIC EXEMPTION OF GIFTS REDUCED

This section, which is the same as section 455 of the House bill,
makes the specific exemption allowed in computing net gifts for the
urpose of the tax for 1943 and subsequent calendar years $30,000,
mstead of $40,000 which is allowed under existing law, Tho policy
of existing law is continued by reducing the exemption by the aggre-
gate of the amounts claimed and allowed as specific exemption in
the computation of ﬁift taxes for the calendar year 1932 and all
calendar years since that date and by applying the $30,000 exemption
in all computations in respect to the calendar year 1942 and previous
calendar years for the purpose of computing the tax for the calendar

year 1943 and any calendar year therecafter.
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SECTION \456. PERIOD FOR FILING PETITION EXTENDED
: IN CERTAIN CASES '

. This section does not appear in the House bill. .

Under existing law if a notice of deficiency in gift tax is mailed to a
donor he has 90 days within which to file his petition with the Board
of Tax Appeals. In the case of a donor in remote places, such as
Hawaii or Alaska, this time limit may possibly work a hardship due
to delays in transporting mail which may occur during. the present
hostilities. To correct this hardship section 1012 (a) (1) of the Code
has been amended to increase the period to 150 days if the notice is
mailed to a donor outside the States of the Union and the District of
Columbia. This extension applies only to deficiency notices mailed
after the date of enactment of the act.

SECTION 457. OVERPAYMENT FOUND BY THE BOARD

This section, which is the same as section 456 of the House bill,
amends section 1027 (d) of the Code, relating to overpayments
found by the Board, to provide that the period within which the
portion of the tax credited or refunded must have been paid is meas-
ured from the mailing of the notice of deficiency, and not from the
filing of the petition. 'This will avoid the confusion which now exists
as to whether the term ““the filing of the petition’”” means the filing of
the original petition, or the amendment thereto in which the over-
payment is claimed,

SECTION 458. DEFINITION OF PROPERTY IN THE
UNITED STATES

This section, which is the same as section 457 of the House bill,
makes a technical amendment to section 1030 (b), relating to the
definition of property within the United States, by changing the
term ‘“‘nonresident’’ to the term used in sedtion 1000 (b), “nonresident
not a citizen of the United States.” The amendment does not affect
the proper interpretation to be accorded related estate and gift
tax sections.

TITLE V—-AMENDMENTS TO PRIOR REVENUE
ACTS

SECTION 501. ADDITIONAL CREDITS FOR
UNDISTRIBUTED PROFITS TAX

This section is the same as in the House bill, except that a new
paragraph to section 26 (¢) has been added, providing for an additional
credit in cases of corporations having a deficit in accumulated ecarnings
and profits and prohibited by law from paying dividends, and except
that a new subscction has been added providing for a stock redemp-
tion credit,

Section 501 amends section 14 (a) (2) of the Revenue Act of 1936,
relating to the definition of undistributed net income, and section 26
of that act, relating to credits of corporatious, and grants relief from
the undistributed-profits tax for taxable years beginning after Decem-
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ber 31, 1935, and .prior to January 1, 1938, by allowing as an addi-
tional credit in computing undistributed net income the portion of
the adjusted net income'which, in certain instances, could not be
distributed as a taxable dividend. = Relief is also granted in the situa-
tion where, for example, the Y corporation in February; 1936, sold
stock upon condition that the proceeds of the sale be used to retire
certain preferred stock, and could not secure any deduction for the
amount so used in computing its undistributed-profits tax. To the
extent that the.amounts.paid may have been a dividend under; section
27 (f) of the Revenue Act of 1936, no credit could be allowed since the
distribution was a preferential dividend under section 27 (g) of that
act., The sale and retirement were consummated prior to the Presi-
dent’s message of March 3, 1936, to Congress, which was the first
suggestion of an undistributed-profits tax applicable to the ycar 1936,
After the enactment of the undistributed-profits tax the corporation
did not have sufficient assets remaining which could be used to make
distributions so as to prevent the application of such tax. ;

Under section 14 of the Revenue Act of 1936 corporations in general
were subject to surtax at various rates from 7 to 27 percent of their
undistributed net income. In some instances State law or an order
of a public regulatory body. prohibited payment of dividends during
the existence of a deficit even though the corporation had current
carnings and profits which would constitute undistributed net income
under the definition thereof in section 14 (a) (2). Such corporations
were, therefore, subject to undistributed profits surtax even though
they were prohibited by law from paying dividends. The addition
of the new paragraph 3 to subsection (c) of section 26 to provide an
additional credit in the amount of the deficit in accumulated earnings
and profits as of the close of the preceding taxable year is intended to
give relief in certain of these cases. \
~ Also under section 14 of the Revenue Act of 1936, it was possible
that the undistributed net income of a corporation might exceed
accumulated and current earnings and profits, In such case the tax
could not be avoided even if distributions were made to shareholders.
This result was primarily due to the fact that section 117 (d) of the
Revenue Act of 1936 limited capital losses to $2,000 and section 27 (a)
and (b) operated to disallow any credit where a distribution did not
constitute a taxable dividend. Section 115 of the act provided that
the term ‘‘dividend’” means a distribution from earnin%;s or profits
cither those accumulated after February 28, 1913, or those realize
during the current taxable year, The purpose of the undistributed
profits tax was to force the payment of taxable dividends. Where
8 corgoration has.no earnings or profits, it cannot make a taxable
distribution ‘which would constitute a dividend allowable as a divi-
dends-paid credit in computing the undistributed net income subject
to the surtax.

The application of the deficit credits provided by these amendments
may be illustrated by the following examples:

1) The X corporation for the calendar year 1936 had an adjusted
net income of $200,000 but had a deficit in accumulated earnings and
groﬁts as of the closec of the preceding calendar year of $20,000.

y reason of a State law in effect prior to May 1, 1936, with respect
to deficit corporations, only $180,000 of this adjusted net income could
be distributed as dividends. Under section 14 of the Revenue Act
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of 1936, X corporation would be subject to undistributed-profits
surtax on $20,000 even though it paid out the entire amount which
it could have distributed without violating the State:law—namely,
'$180,000, as taxable dividends. Under the amendment to section
26 (c), X corporation would be allowed a credit of £20,000, and would
not be liable for any undistributed-profits tax for the caiendar'year
1936, : ‘
(2) Assume in the above example that the deficit in accumulated
earnings and profits is $20,000 for income tax purposes, but the deficit
in accumulated earnings and profits on the corporation’s books by
reason of a prior capitaﬁiation of surplus in the course of a nontaxable
reorganization amounts to $260,000. In this case, although the State
law would probably prohibit payment of any dividends, the credit
allowed under the amendment to section 26 (c) is limited to $20,000,
which is the deficit in accumulated earnings and profits for income tax
purposes. X corporation, therefore, will be liable for undistributed
profits surtax on $180,000 of its adjusted net income,

- (3) If in the example (}1) above there was in addition to the deficit
of $20,000, a contract prohibiting the payment of dividends in excess of
$150.000, under the existing paragraph (1) of section 26 (¢) the corpo-
ration would be entitled to a credit of $50,000, that being the amount
of adjusted net income in excess of the net income which may be
distributed without violating the contract. Since the credit of
$50,000 allowable under paragraph (1) is greater than the credit of
$20,000 allowable under paragraph (3) in the section as amended, the
{m)-mer credit is the one to be used as provided in amended paragraph

4),

(4) The X corporation for the calendar year 1936 had a gross
income of $300,000, miscellaneous deductions of $98,000, and capital
losses of $100,000, but only $2,000 of the capital losses were deductible
due to the J)rovisipns cf section 117 (d) of the Revenue Act of 1936.
Its adjusted net income was therefore $200,000 ($300,000 less $98,000
less $2,000) while its earnings or profits were $102,000 ($300,000 less
$98,000 less $100,000). Assuming that the X corporation had no
accumulated earnings or profits as of the beginning of the calendar
year 1936 and in 1936 paid the entire amount it could distribute as
taxable dividends, namely, $102,000, its undistributed net income
subject to tax under section 14 of the Revenue Act of 1936 would be
$98,000. Under subsection (f) of this amendment the X corporation
would be allowed an additional credit of $98,000, the.amount by which
the adjusted net income of $200,000 exceeded the earnings and profits
of the taxable year of $102,000, and would not be liable for any
undistributed-profits tax for the calendar year 1936.

Q If in the above example there was a contract in existence prior
to May 1, 1936, under which the X corﬁoration could not distribute
dividends in excess of $150,000 during the calendar year 1936, section
26 (c) (1) of the Revenue Act of 1936 is applicable and allows a credit
of $98,000, namely, an amount equal to the excess of the adjusted net
income, $200,000, over the aggregate of the amounts which can be
distributed within the taxable year as dividends, $102,000. Accord-
ingly, the new deficit credit is unnecessary in such a case, as the X
corporation would not be liable to any undistributed-profits tax for
the year 1936 under existing law,
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(6) Assume in examJ)le (4) that X corporation had a.deficit of
$20,000 in accumulated earnings and profits as of the close of the
calendar year 1936, and the State law.prohibited dividend distributions
during the existence of a deficit in accumnlated earnings and profits.
X corporation distributed only $82,000 as taxable dividends, that bein
the total amount which was available for distribution by reason o
the capital losses and the prohibition of the State law. In addition
to the deficit credit of $98,000 provided in this amendment by sub-
section (f), paragraph (3) of section 26 (c) of this amendment provides
a credit In the amount of the deficit in accumulated earnings and
profits as of the close of the preceding taxable year or, in this case,
$20,000. Thus corporation }g) by distributing as taxable dividends
the sum of $82,000 would be relieved from payment of undistributed-
profite surtax. A

The section contains a provision permitting the refund or credit
with interest of any overpayment for the taxable years involved to
the extent resulting from the application of the section, if claim is
filed within 1 year from the date of enactment of this act. Such
refund or credit is to be made notwithstanding the fact that some other
provision of law or rule of law (other than compromise)—{for example,
statute of limitation, closing agieement, board decision, or rule of res
judicata, etc.—would, on the date ot enactment of this act, or within
1 year from such date, prevent such refund or credit.

SECTION 502, STAMP TAX ON CERTAIN INSURANCE
' POLICIES

This section broaderns section 1804 with respect to stamp taxes on
insurance policies to include indemnity, fidelity, and surety bonds, and
insurance with respect to hazards, risks, losses, or liabilities,

The tax is imposed at the rate of 8 cents, instead of 4 cents as pro-
vided in the House bill, on cach dollar, or fractional part thereof, of
the premium charged for indemnity, fidelity, and surety bonds, and
for insurance other then life, and at the rate of 1 cent on each dollar,
or fractional part thereof, of the premium charged for life insurance,
accident policies, annuity contracts, or contracts of reinsurance.
The tax is based upon the premium charged for the making, continu-
ing, or renewal of the insurance or obligation. Merely continuing
a policy or bond in effect after the effective date of the amendment
does not give rise to any tax unless there is a premium charged for
continuing the insurance or obligation, as in the case of a premium
charged annually if the insurance is to be kept in effect from year
to year.

SECTION 503. SUIT AGAINST COLLECTOR BAR IN OTHER
SUITS

This section, which is the same as section 503 of the House bill,
amends section 3772 of the Code to provide that a suit against a
collector, whether instituted before or after the effective date of this
act, will be treated the same as a suit against the United States in
applying the doctrine of res judicata in all suits and proceedings
instituted after June 15, 1942, in respect of any'internal |revenue
tex. This amendment is designed to overcome the decision of the
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Supreme Court in United States v. Nunnally Investment Co., decided
May 11, 1942, that a judgment in a suit against a collector is not a
bar in a subsequent action upon the same claim against the United
States. In the interest of reciprocity, the rule is made available to
taxpayers as well as to the United States. This amendmont will
apply in the case of suits against a collector, an acting collector, a
former collector and the personal representatives of any such persons.
It is nof nescssary to provide by -statute for the converse situation
where the firat suit is against the United States, in view of the decision
of the Supreme Court in Tait v. Western.Maryland Ry. Co. (289 U. S.
620 (1933)). '

SECTION 504. REQUIREMENT OF FILING NOTICE OF LIEN

This section is the same as section 505 of the House bill.

The Treasury Department has consistently taken the position that
section 3672 of the Code and the corresponding provisions®of, prior
law authorize the State or Territory only to designate the local office
for the filing of, the notice of the lien. This section of the bill, which
clarifies section 3672 (a), as amended, by expressly providing that the
lien shall not be valid as against any mortgagee, pledgee, purchaser,
or judgment creditor until notice thereof has been filed in the office
in which the filing of such notice is authorized by the law of the State
or Territory in which the pro;l)erty subject to the lien is situated, if
the State or Territory has by law duthorized thé filing of such notice
in an office within the State or Territory, is merely declaratory of the
existine procedure and in accordance with the long-continued practice
of the '"reasury Department, which has been questioned in the courts.

SECTION 5%5. MISCELLANEOUS AMENDMENTS TO STAMP
TAX PROVISIONS . :

This section ns it .passed the House was section 507 and amended
scetion 1808 of the Code by adding theréto a new subsection (g)
which conferred stamp tax exemption in connection with certain
orders of the Securities and Exchange Commission. Your committee
has enlarged this scction so that it now consists of subsections (a)
to (h) inclusive, the original scction now appearing as subsecction
(e) in which subsection your committee has also included a provision
relative to common trust funds not included in the House bill.  Sub-
section (h) states when the other subsections become effective. The
purposes of the other subsections are as follows: .

(a) Bonds, eic., issued by receiver.—Subsection (a) of this scction
amends Code seetion 1801 which makes bonds and other instruments
issued by corporations taxable. To overcome court decisions holding
instruments issued by receivers of corporations not taxable because
not issued by the corporations, the amendment provides that obli-

ations described in scetion 1801 issued by any receiver, trustee in
ankruptey, assignee, or other person having custody of property
or charge of the affairs of any corporation shall for the purposes of
the chaptor be deemed to be issued by the corporation. Subscction
(h) (1) limits the application of subscetion (a) to obligations issued
after the date of passage of the act. IHowever, under the language
of seclion 3481 (a) of the Code, all transfers of such obligations



THE. REVENUE BILL OF 1942 249

after such date will be taxable whether issuance of the obligations
occurs before or on or after such date.

() Transfers by operation of law.—Subsection (b) of this section is
intended to avoid legal and administrative difficulties which have
developed out of the rule administratively established in connection
with the stamp taxes on transfers of stocks and bonds and similar
instruments that tax does not apply to transfers wholly by operation of
law. Subsection (b) adds subsection (¢) to Code section 1802
applicable to transfers of caé)itul stock and similar instruments, and
also adds subsection (b) to Code section 3481 applicable to transfers
of bonds. These additions to the Code abolish operation of law as a
basis of exemption and allow certain specified exemptions which
appear appropriate. Included among the exemptions are transfers
from a foreign country or national thereof to the United States or any
agency thereof, including transfers by vesting in a designated agency
or person, and transfers to the Government of any foreign country,
as may be directed by the President, pursuant to the authority
conferred upon him by section 5 (b) of the Trading with the Enemy
Act as amended by the First War Powers Act, United States Code,
supn’enent 1, title 50, appendix, section 5 (b) (1). '

By subseétion (h) (2) of this section the amendments made by
subsection (b) thereof are made applicable in respect of deliveries
and transfers made on or after the thirticth day after the date of
passage of the act. This postponement is pecessary because of the
provision of subsecction (b) that for the exemption to apply the
transfer or delivery must .be covered by a certificate setting forth
such facts as regulations shall prescribe.

(¢) Stamp tax exemption of cooperative banks, elc.—Subsection (c) of
this scction amends Code section 1808 (¢) which now extends an
exemption from stamp tax with respect to stocks and bonds issued by
certain domestic building and loan associations. As amended, section
1808 (c) exempts from stamp tax the issuance and transfer of stocks
and bonds issued by building and loan associations, savings and
loan associations, cooperative banks, and homestead associatidns, if
substantially all the {;usiness done is confined to making loans to
members,

(d) Stamp lax exemption of railroad and corporate reorganizations in
bankruptey, etc.—Subsection (d) of this section amends Code scction
1808 (e) and (f) of the Code, which now exempt from the stamp taxes
imposed by Federal law the use of documents to make effective the
reorganization ‘under the - National Bankruptey Act of railroads
engaged in interstate commerce and certain other corporations. The
amendment made by subsection (d) of section 505 combines subsec-
tions (e¢) and (f) of Code section 1808 as subsection (e), and extends
the exemption from Federal stamp taxes to the issuance, transfer,
cte., of instruments after the date of enactment of the act, in reorgani-
zations and adjustments approved in equity receivership prcceedings
either hefore or on or after the date of passage of the act.

Under the amendment, an issuance, transfer, ‘ete., after the effective
date of the act, to be exempt must occur within 5 years from the dato
of confirmation ‘or approval of the reorganization or adjustment,
whether such canfirmation or approval is prior to or on or after the
cffective date of the act. 'The 5-year limitation applies whether the
issuance, transfer, ete., would have been exempt without the amend-
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ment or not, Section 267 of the. National Ba.nkruptcy Act, United
States Code, title 11, scction 667, confers exemption, in corporate
reorganizations under the National Bankruptcy Act, from Federal
and State stamp taxcs. To make sure that the 5-year iimitp.tion shall
a.rply not only to section 1808 (e) as amended but to section 267 and
all other applicable exemption provisions, it is provided by section
505 (h) (4) that in case of issuance, transfer, etc., after the effective
date of the act,sany other provisions, to the extent that exemption
from starp tax is thereby conferred after 5 years from the date of
confirmation or approval, shall be inapplicable.

(e) Ezemptions in connection with certain orders of the Securities and
Ezxchange C'I;mm’ission and in the case of common trust funds.—Sub-
section (e) of this section adds to Code section 1808, a new’ subsection
(f) which exempts from documentary stamp tax liability the issuance,
transfer, or exchange of securities and the making or delivery of con-
veyances to make effective an order of the Securities and Exchange
Commission pursuant to the Public Utility Holding Company Act.
Legislation alleviating the hardship of income-tax liability arisi
from compulsory transactions pursuant to orders of the Securities alrlllg
Exchange Commission has already: been ‘enacted in supplement R,
chapter 1, of the Code. The eranting of relief from stamp taxes
arising from such transactions has been proposed by the Sccuritics
and Exchange Commission and approved by the Treasury Depart-
ment. Subsection (h) (5) (A) of this section makes subsection (e)
applicable only where the issuance, transfer, or exchange of securi-
ties or making or delivery .of conveyances occurs after the date of
passage of the act, _

One of the conditions upon which the exemption is granted is that
the order of the Securities and Exchange Commission specifies and
itemizes the securities and other property ordered to be issued, trans-
ferred, ete. 'This may require amendment of prior orders to secure
exemption with respect to subsequent transactions.

Subsection (e) of this section also adds to Code section 1808 a new
subsection (g) which exempts shares or certificates of a common trust
fund as defined in Code section 169 from the stamp tax imposed b
Jode section 1802 (a) on original issue of shares op certificates of stoc
or of profits or of interest in property or accumulations by any corpo-
ration or investment trust or similar organization holding or dealing
in stocks, bonds, and other enumerated instruments, %ode section
169 (a) defines a ‘““common trust fund” as a fund maintained by a
bank exclusively for the collective investment and reinvestment of
moneys contributed thereto by the bank in its capacity as a trustee,
executor, administrator, or guardian. Common trust funds as enti-
ties are exempt from income tax (participants in a fund being required
in computing their net income to include income of the fund), and it
seecms consistent that -they should also be exempt from stamp tax on
issuance of the instruments indicated.

(f) Ezemption of United States, efc., from stamp taz.—Subsection (f)
of this scction is intended to settle questions of stamp tax liability in
cases where an agency of the United States is a party to a taxable
instrument to which a private person is also a party. In such situa-
tion the subsection holds: the private party or partigs only liable for
the tax. However, it is expedient in some cases for the governmental
agency Lo attach the stamps. 'To prevent a person able to pay the tax
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from shifting the burden thereof to the Governiment it'is provided that
affixing of stamps by the governmental agency without payment or
reimbursement, therefor by a party liable for the tax shall not relieve
the private party or parties from liability for the tax.

(9) Transfer of bonds on reorganization tarable.—Subsection (g) of
this section strikes out language of Code section 3481 (a) extending an
-exemption in respect of bond transfers and deliveries in connection
with a reorganization as defined in section 112 of the Revenue Act of
1932 if gain or loss is not recognized under the income-tax law applica-
ble to the year in which the delivery or transfer is made. This
exemption, now dependent upon a definition of the Revenue Act of
1932, and application of presont income-tax provisions of the Code,
becomes more incongruous as time passes. Any stamp-tax exemption
dependent upon absence of liability under the income-tax laws is
incongruous, Tho stamp tax on delivery or transfor of instruments
is duo at the timo the delivery or transfor occurs. Whether income-
tax liability arises from the transaction is ordinarily not determined
until a considerable timo after the ovent. Under subsectian (h) (7)
of this section the withdrawal of the exemption is effective as to
deliveries and transfers made after the date of passage of the act.

SECTION 506. TIME FOR PERFORMING CERTAIN ACTS
POSTPONED BY REASON OF WAR

The provisions of this section for the most part have the same
purpose and offcet as the corresponding provisions contained in sec~
tion 508 of the House bill. Your committeo recommends that
section 506 of the House bill be stricken, and that tho subject matter
of such section be included within thoe scope of this section. Section
506 of the House bill would have relieved certain alien nonresident
individuals and cortain foroign corporations from jntorest upon income
tax for taxable years beginning after December 31, 1939, for a period
boginning with the date of enactment of tho bill, It-is bolioved that
such'taxpayers should ‘be rolicved from interest for the poriod bogin-
ning with Docoember 7, 1941, which may bo accomplished under this

-section as roported by your committoa.

This section has for its purpose the susponsion of time limitations,
running against the Government, taxpayers, and others in certain
cases where, by reason of the war, timely performance of acts affecting
Federal tax liabilities and rights is impossible or impracticable. For
example, in the case of individuals outside the Amecricas, both the
individuals and the Government in many cases find it difficult or
impossible by reason of impairment or stoppage of transportation or
communications to perform acts affecting taxes of such individuals
within the time prescribed therefor. In some cases, assets and essen-
tial records of taxpayers are in an enemy country or enemy controlled
territory, which circumstance may preclude timely compliance with
certain tax requirements, Similarly, it may be impossible for members
of the military or naval forces of the United States who are stationed
within some parts of the Americas, or serving on sea duty therein, to
perform such acts.

The section affects all Federal taxes, those imposed by the Code
as well as by prior internal-revenue laws,

77611°—42——17
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Subsection (a) of this section adds sections 3804 and 3805 at the
end of chapter 38 of the Code. Subsection (b) relates to the effect
of the new section 3804 upon periods fixed under laws other than the
Code. Subsection (¢) relates to the retroactive effect of sections 3804
and 3805, and provides for certain refunds and credits.

Section 3804 (a), as amended, relates exclusively to the tax linbility:

of individuals who are continuously outside the Americas (as defined
in sec. 3804 (e) (1)) for more than 90 days at any time after December
6, 1941. It provides that any period of time after such date during
which the individual is continuously outside the Americas for more:
than 90 days, and the next 90 days thereafter, shall be disregarded
in making certain determinations under the internal-revenue laws.
with respect to the performance of certain listed acts. These acts
include, among others, filing returns and making payments of income
tax (with certain exceptions), filing certain petitions with the Board
of Tax Appeals, filiag claims for credit or refund of any tax, and assess-
ing or coﬁecting any tax. Acts not listed in the section may be added
by regulations prescribed therecunder. It is intended that the date
of departure be excluded and the date of return be included as an
entire day in determining the duration of any period during which
an individual is continuously outside the Americas. The provision
of section 3804 (a) of the House bill relating to individuals within a.
locality in the Americas besieged or occupied by the enemy has been
deleted therefrom by your committee and a substitute provision
having a similar purpose inserted in section 3804 (b). ,
. Section 3804 (b), as it is recommended that it be amended, provides.
that, under regulations which may be prescribed pursuant thereto, a.
period of time may be disregarded in determining whether any of the
acts specified in section 3804 (a) (1) (including acts not expressly
listed but authorized to be specified under section 3804 (a) (1) (K))
was performed within the time prescribed therefor, in cases in which
a period of time would not be disregarded under section 3804 (a),
The periods of time to be disregarded, and the persons (including
individuals, trusts, and corporations) with respect to whom and cir-
cumstances under which such periods are to ge disregarded are left
to regulations. The authority under section 3804 (b) is, however,
limited to cases in which it is impossible or impracticable, as deter-
mined by the Clomnmissioner, to perform one of the listed acts (1) by
reason of any individual being outside the Americas, or (2) by reason
of any loeality (within or without the Americas) being an area of
enemy action or control, as determined by the Commissioner, or (3)
by reason of an individual in the military or naval forces of the
United States being outside the States of the Union and the District
of Columbia.

Section 3804 (c) prescribes a limitation on the time disregarded
under scetion 3804, geared to the termination of the war, and, in the
case of an individual, the qualification of an executor, administrator,
or conservator of the estate of such individual. This section, as it is.
recommended that it be amended, adds one more day which may be
disregarded under the limitation, having the effect of permitting
timely performance on the fifteenth day of the month. Under the
House bill, the limitation would have caused the period for timely
performance to have expired at the expiration of the fourteenth day
of the month. A clerical change is also made in this section,
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The changes made by your committee in section 3804 (d) are of a
clerical nature. This section contains exceptions permitting the
Commissioner to make jeopardy and transferee assessments andto
close the taxable year in the case of a.person to whom subsection (a)
or (b) applies. The scope of section 146 is broadened so as to make
it possible to collect tax thereunder for years earlier than the-year next
preceding the taxable period declared closed under the section. In
addition, section 3804 (d) (1) authorizes steps to be taken to protect
the Tevenue, as, for example, by collection by distraint, or by making
8 demand for payment and filing a notice of lien, in cases where after
the making of an ordinary assessment the Commissioner finds that
collection would be jeopardized by delay, A method for giving or
making notice or demand is provided where the person’s address is in
an area for which, by reason of the war, post offices refuse to accept
mail for delivery. Another exception would validate proceedings to
collect taxes from a person where it has not been ascertained that he is
entitled to the benefits of section 3804.

Section 3804 (d) (3) provides that section 3804 (a) and (b) shall
not operate to extend the time for the assessment of tax, the giving
or making by the Government of notice or demand, collection of tax,
or the bringing of a suit by the Government in respect of a tax, if
such time under the law in force prior to the date of enactment of the
section expired prior to such date.

Section 3804 (e) (1) defines the term “Americas”’ to mean North,
Central, and South America (including the West Indies but not
Greenland), and the Hawaiian Islands. For oxample, the Aleutian
Islands, Newfoundland, and Bermuda are included, but not Iceland.

Section 3804 (o) (2) and (3) in certain cases suspends, until notice is
received by the Commissioner, the running of time limitations against
the assessment or collection of tax, the giving or making by the Gov-
ernment of notice or demand, and the bringing of a suit by the Gov-
ernment in respect of a tax, The purpose of the change recommended
by your committee in scction 3804 (e) (2) is to make cloar that notice
need be given tho Commisgioner by an individual only if a period of
time is disregarded under the section. 'The-.change In section 3804
(e) (3) is clerical.

Section 3805 fixes new income tax due dates in case of China Trade
Act corporations, o

Subsection (b) of section 508 of the House bill provided that section
3804 of the Code, added to the Code by subsection (a), shall not be
construed to shorten any period fixed under certain provisions of law.
Those provisions are contained in sections 13 and 14 of the act ap-
proved March 7, 1942 (Public Law 490, 77th Cong.) (relating to the
time for filing income-tax returns and paying income tax in case of
certain members of our armed forces serving on sea duty or outside
the continental United States, and in case of certain civilian employ-
ees of the United States detained by enemy governments or besieged
by enemy forces), and in section 513 of the Soldiers’ and Sailors’
Cyi'vil Relief Act of 1940 (authorizing the deferment of collection of
income tax from any member of our armed forces whose ability to
pay the tax is materially impaired by reason of his service in such
forces). Section 506 (b) (1) and (2) (A), as recommended by your
committee, contains the same provisions as in the House bill, except
for formal changes.
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No provisions correspondin% to section 5068 (b) (2) (B) and (C)
were included in the House bill. Such subparagraphs (B) and (C),
respectively, add a new section 207 and a new section 701 to the
.Soldiers’ and Sailors’ Civil Relief Act of 1940. Such section 207 pro-
vides that section 205 of the Relief Act (providing for disregarding
the period of military service of an individual in computing periods
of limitations applicable to suits and procecedings before courts and
governmental agencies) shall not apply with respect to any period
of limitation prescribed by or under the internal revenue laws of the
United States. Thus, for Federal tax purposes the extent to which
periods of time arc to be disregarded because of the war, including
cnses involving persons in the armed forces, would be left to section
'3804 of the Code, added by section 506 (a) of the bill, which is directly
%eare.d to Federal tax procedures and under which ample relief may
be provided, from the standpoint of both the taxpayer and the Goy-
ernment. The new section 701 of the Relief Act would require appli-
cations to courts for Federal tax relief under such act to be made in
the Federal courts only, '

Section 506 (¢), added by your committee to the House bill, pro-
vides that scctions 3804 and 3805 shall take effect as of December 7,
1941, and provides for the refund or credit of interest, penalty, addi-
tional amount, or addition to the tax, where amounts thercof are
collected, but iiability therefor was in reality not incurred by reason
of such scctions, No interest may be allowed or paid by the United
States upon any amount so refunded or credited.

SECTION 507. MITIGATION OF EFFECT OF DISALLOW-
ANCE OF REIMBURSEMENT ON CONTRACTS WITH THE
UNITED STATES

In I. T. 3577, 1. . B. 1042-37, page 5, the Bureau of Internal
Revenue has taken the position that in cases in which Government war
contracts are renegotiated by reductions applied retroactively to prior
taxable yecars for which returns have been filed, no refund or abate-
ment of the Federal income and excess profits taxes for such prior
years shall be made by reason of such renegotiation and that such taxes
are to be applied as a credit or offsct against the amounts to be
repaid pursuant to the renegotiation. By such ruling a similar
position is taken in respect of cases involving a cost-plus-a-fixed-foe
contract where an item }or which the taxpayer has been reimbursed is
disallowed as an item of cost chargeable to such contract and the tax-
R‘ayer is re(\uired to repay to the United States the amount disallowed.

he general purpose of the amendment made by this section is to make
certain that the rule applied by the Bureau shall be applicable in the
cases involving cost-p}us-a-ﬁxed—feo contracts, to provide specifically
for the method of computing the amount of taxes to be credited in
respect of barred years, to provide a rule as to interest, and to authorize
a credit or refund of taxes allowable but not allowed as a credit against
the amount to be repaid to the United States,

Section 3805, as added by this section of the bill, provides that
where an item for which the taxpayer has been reimbursed is dis-
allowed as an item of cost chargeable to a cost-plus-a-fixed-fee contract
‘and in a taxable year beginning after December 31, 1941, the taxpayer
is required to repay to the United States the amount disallowed (or
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the amount disallowed is applied as an offset against other amounts
duc the taxpayer) the amount of the recimbursement previously re-
ceived or accrued by the taxpayer shall be reduced by the amount
disallowed ; but the amount repaid to the United: States does not con-
stitute a deduction for the year in which it is paid or incurred. For
example, if in the ycar 1942 a taxpayer having a cost-plus-a-fixed-fee.
contract received reimbursements in the amount of $1,000,000 and in
the year 1943 an item of $100,000 which is included in the $1,000,000
is disallowed and the taxpayer is required in 1943 to repay the $100,000
to the United States, the reimbursements for the ycar 1942 are con-
sidered to be only $900,000. No part of the $100,000 is deductible
in 1943. The reduction in the amount of the reimbursements for the
year 1942 will result in & corresponding decrease in the amount of tax
for such year. Assuming that such decrease in tax amounts to
$60,000, such $60,000 is to be credited against the $100,000 repay-
ment due from the taxpayer, and the taxpayer will pay to the United
States the net amount of $40,000.

If at the time the taxpayer makes the repayment to the United
States, refund or credit of the Federal dncome and excess-profits
taxes for the prior ycar is prevented (except for the provision of-
section 3801) by any provision of the internal revenue laws other.
than section 3761 (relating to compromises), or by rule of law, the
amount by which the tax for the prior year is decreased is to be
computed in accordance with certain specified rules which require
that the amount of the decrease in tax shall be determinable only
by reference to the amount of the item which is disallowed as cost
and which is repayable to the United States on account of the dis-
allowance,

No interest is to be allowed on the amount of the Federal taxes
in determining the amount thereof to be credited against the amount
which the taxpayer is to repay to the United States as a result of
the disallowed item of cost, except that if interest is charged by the
United States on account of the disallowance, intorest is allowable
in respect of thoe taxes in accordance with the special rule provided
in section 3805 (b) (3). , ,

If the amount of taxes allowable as a credit under the procedure
described above exceeds the amount allowed, provision is made for a
refund or credit by the Burcau of Internal Revenue of the amount
of such excess. The statutory period of limitation for such refund
or credit begins to run at the time the taxpayer is required to repay
to the United States the amount disallowed as an item of cost.

SECTION 508. AMENDMENT TO THE PUBLIC SALARY
‘ TAX ACT OF 1939

This section does not appoar in the House bill. .

Title 1 of the Public Salary Tax Act of 1939 imposed Federal income
tax on the compensation of all State and local officers and employees
for taxable years boginning after Decomber 31, 1938. Inasmuch as
rules provided by the applicable revenue laws as to the period for
which income must be reported were .unaffected by any provision of
the Public Salary Tax Act of 1939, it followed that where the taxpayer
was on a cash basis, compensation of a State or local officer or employee
received in a taxable year beginning after December 31, 1938, was
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taxable notwithstanding the fact that such compensation was for
services rendered prior to January 1, 1939. Your committee has
amended section 203 of the Public Salary Tax Act of 1939 by adding
a new subsection (b)'thereto which provides, in substance, that such
compensation (other than pensions, retirement pay, or other similar
allowances) is not taxable if the collection or retention of tax on such
compensation would result in the application of the doctrine of the
Therrell, Gerhardt and O'Keefe cases., Where, however, such com-
pensation was subject to tax apart from the doctrine of these cases
prior to the enactinent of the Public Salary Tax Act of 1939, no
reliof i8 given,

SECTION 509. TAXATION OF OBLIGATIONS OF UNITED
STATES AND ITS INSTRUMENTALITIES

This section is a correlative to sections 112 and 510 of the bill, all
of which relate to the elimination of the exemption of interest on public
obligations. Under subsection (a) the United States consents to the
taxation, under an income tax imposed by any duly constituted taxing
authority, of intercst upon obligations and income from evidences of
oewnership, and gains from the sale or other disposition of such obliga-~
tions an(}) evidences of ownership, issued after December 31, 1942, by
the Federal Government. The same consent applies to obligations
issued after Deccember 31, 1942, by any Territory, possession, or
political subdivision of the United States, the District of Columbia,
or any agency or instrumentality of any one or more of the foregoing
or of the United States. Any duly constituted taxing authority
having jurisdiction may tax such interest, gnins, or other income, 1f
such tax does not discriminate against such income hecause of its
source., This section, together with section 510, will effectively
eliminato for the future tax exemption which may have been accorded
to any obligations by an act of Congress. It is provided, however,
that obl'gations issued in the future by the Maritime Commission
and the Kederal Housing Administration in’ compliance with guaranty
contracts entered into prior to January 1, 1942, are to be treated as
obligations issued boforo that dato and are not to be affected by this
consont,

At present section 5 of the Second Liberty Bond Act, as amended,
Frovi( es that no loss from the sale or other disposition of Treasury
ills shall be allowed as a deduction or otherwise recognized for the

urpose of any tax imposed by any of the possessions of the United
States. The disallowance of such a loss for the purpose of the Fedoral
income tax was eliminated by section 4 of the Public Debt Act of 1941,
and scction 509 (a) removes such limitation for the purpose of tax laws’
of any possession of the United States,

Subsection (b) amends section 4 (n) of the Public Debt Act of 1941
to make intorest upon obligations and income from evidences of owner-
ship, including gain from the sale or other disposition-of such obliga-
tions and evi(fenms of ownership, issued after December 31, 1042, by
Territorios or possessions of the United States, the District of Colum-
bia, or any political subdivision thereof, or by any agency or instru-
mentality of any one or more of the foregoing, subject to taxation by
the Kedorul (Rovernment to the same extont as obligations and evi-
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.dences of ownership issued by the United Siates or an agency orinstru-
mentality of the United States.

Section 509 prescribes the same tests for determining the date of
issuance of obligations and evidences of ownership as are provided in
-section 112 of the bill. An obligation or evidence of ownership is
-considered as issued after December 31, 1942, if any part of the pay-
ment therefor is received or delivery thereof is made by the obligor
after such date. It is further provided, as in section 112, that obliga-
tions shall not be considered as different from obligations which they
replace in the case of certain formal exchanges and replacements,

Subsection (¢) provides that this section shall, with respect to any
-obligation, be considered as amendatory of and supplementary to
respective acts or parts of acts authorizing the issuance of such
obligation, as amended and supplemented.

SECTION 510. TAX STATUS OF OBLIGATIONS ISSUED
UNDER AUTHORITY OF THE UNITED STATES HOUSING
ACT OF 1937

This section, which does not appear in the House bill, is necessary
in order to climinate prospectively the tax exemption of interest upon
-obligations issued by certain public housing agencies.

Section 5 (o) of the United States Housing Act of 1937 (50 Stat. 890)
rovides that obligations, including intercst thereon, issued by public
ousing agencies mn connection with low-rent-housing or slum-clear-

anco projects, shall be exempt from taxation imposed by the United
States. This section amends such section 5(e) so as to hunit the tax-
exemption privilege to such of these obligations as are issued prior
to January 1, 1943, : ,

An obligation is considered as having been issued after Decomber
31, 1042, if any part of the payment therefor is received by the obligor
after such dato, or if delivery thercof is made by tho obligor after such
-dato. Obligations issued after Decomber 31, 1942, merely to replace
‘obligations oxisting on or before such date are considered as having
been issued on or before such date.

SECTION 511. JOINT COMMITTEE ON COMPULSORY
SAVINGS

This section, which is added to the House bill, provides for a joint
.committee of five members of the Committee on Finance of the Senate,
five members of the Committee on Ways and Means of the House of
Ropresentatives, and the Secretary of the Treasury, to study and
investigate all plans for compulsory savings and other plans by
which money may be raised to assist in the conduct of the war and the
avoidance of inflation. The committee is to report the results of its
study and its recommendations to the President and the Congress by
December 1, 1942. Provisions are made for the committee to hold
hearings, obtain evidence and information, employ assistance, and
make such expenditures as if, deems advisable. The committee may
use the services, information, facilities, and personnel of the depart-
ments and agencies of the Government. Kor carrying out the pro-
visions of this section, the sum of $10,000 is appropriated.

~
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SECTION 512. ABOLITION OF BOARD OF REVIEW AND
TRANSFER OF JURISDICTION TO BOARD OF TAX
APPEALS

On June 22, 1936, the Congress enacted title VII of the Revenue
Act of 1936, providing an administrative procedure for the refund of
amounts paid by or collected from persons as tax under the Agricul-
tural Adjustment Act. The premise of title VII of the Revenue Act
of 1936 1s that those persons who paid taxes under the Agricultural
Adjustment Act may sccure refunds only to the extent that the
establish that they bore the burden of such taxes and did not shift
such burden to others. Section 906 (b) of title VII of the Revenue
Act of 1936 created in the Treasury Department a Board of Review
composed of nine members to review the allowance or disallowance by
the Commissioner of claims for refund, and to determine the amount
of refund duc claimants with respect to such claims.

The provisions of this amendment (1) abolish the Board of Review
and transfer the jurisdiction vested in it by section 906 (b) to the
Board of Tax Appeals with respect to all matters pending before the
Board of Review as of the close of business on December 31, 1942,
and with respect to all future petitions for review involving the allow-
ance or disallowance by the Commissioner of claims for refund of
amounts paid by or co]%,ccted from taxpayers as processing tax; and
(2) conform, as nearly as may be, the applicable procedure to the
present procedure of the Board of Tax Appeals in cases over which
it now has jurisdiction. It is provided that the time allowed for the
filing of a petition with the Board of Tax Appeals shall be governed
by existing law if the Commissioner has prior to January 1, 1943
mailed notice by registered mail that the refund has been disallowe
in whole or in part. Provision also is made to retain the existing
procedure applicable to appeals as to all cases decided by the Board
of Review prior to January 1, 1943, or pending in appellate courts
on such date, If, however, any such case is remanded by an appellate
court for further proceedings, the procedure of the Board of Tax
Appeals, as provided for in the amendment, is to prevail.

SECTION 513. DEFINITION OF MILITARY OR NAVAL
FORCES OF THE UNITED STATES

This section, for which thoere is no corresponding provision in the
House bill, amends the definition of military or naval forces of the
United States contained in section 3797 (a) (15) of the Code so as
to include the Women’s Army Auxiliary Corps and the Women's
Reserve branch of the Naval Reserve. By this amendment it is
made clear that the additional allowance for military and naval
porsonnel provided for in section 117 of your committee bill will
apply to the Women’s Army Auxiliary Corps and the Womeon’s
Resorve branch of the Naval Reserve. ‘

SECTION 514, JOINT COMMITTEE ON INTERNAL
REVENUE TAXATION—POWER TO OBTAIN DATA
This section, which has been added to the bill by your committeei.

relates to the powers of the staff of the Joint Committee on Interna
Revenue Taxation in obtaining information, data, estimates, and
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statistics for the purpose of making investigations, reports, and studies
relating to internal revenue taxation.

TITLE VI—EXCISE TAXES
SECTION 601. EFFECTIVE DATE

This section, which is the sime as section 601 of the House bill,
fixes the effective date of title VI, which relates to excise taxes. Since
the excise taxes are paid monthly and covered by monthly returns, it
is desirable that changes with respect thereto shall take effect on the
first day of a selected month. It is also desirable that there shall be
reasonable opportunig for preparation by taxpayers, as well as by the
Bureau of Internal Revenue, to conform to the new requirements.

~ Accordingly section 601 provides that title VI shall take effect on the
first day of the first month which begins more than 10 days after the
date of enactment of the act.

SECTION 602, 603, AND 604. DISTILLED SPIRITS,
FERMENTED MALT LIQUORS, AND WINES

Sections 602, 603, and 604 of the House bill increase the rates of
tax on distilled spirits, fermented malt liquors and wines, respectively,
and impose floor stocks taxes in respect of such articles equal to the
differences between the present and proposed rates. Section 602 also;
(1) increases the rate of tax on imported perfumes containing distilled
spirits; (2) makes such tax applicable to imported bitters of all kinds
containing distilled spirits; and (3) increases the rate of draw-back

~on distilled spirits for export in original packages to keep pace with
the tax increase. The rates of tax and draw-back contained in the
House bill are retained without change. Kach of these sections pro-
vides that persons required to pay the respective floor stocks taxes
shall, on or before the 1st day of the third month following the effective
date of title VI of the bill, make their returns and pay the tax. .Your
committee was of opinion that the making of the returns should not
be delayed for as long as 3 months because of the hazard to the revenue
“inherent in such a delay, and further, that if the returns are made
as soon after the effective date of the floor stocks tax as is practicable
the problems of the revenue officers charged with the checking of
the returns will be simplified. Your committee has, therefore, re-’
ported sections 602, 603, and 604 with amendments requiring the
filing of the floor stocks tax returns within 30 days after the cffective
date of title VI. No change is made, or recommended, in respect of
the present requirement of the sections that the floor stocks taxes
.due shall be paid on or before the 1st day of the third month following
the cffective date of the title unless, upon the filing of a bond, such
payments are extended to a date not later than the 1st day of the
tenth month following the effective date of the title.

Section 603 (b) of the House bill, in respect of fermented malt
liquor, provides for an exemption from the floor-stocks tax of $1 per
barrel of 31 gallons in favor of retail stocks of fermented malt liquor
held by a person on premises as to which such person has incurred
.occupational tax as retail dealer in liquors or retail dealer in malt
liquors for a period beginning on July 1, 1942, but as to which premises
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no other occupational tax with respect to dealing in distilled spirits or
fermented malt liquors has been incurred by such person for a period
beginning on such date; in other words, an exemption in favor of
retail dealers. Your committee was of opinion that the exemption in
respect of retail dealers should be eliminated.

é)ection 604 of the House bill increases the rate of tax on sparkling
wines from 7 cents on each one-half pint or fraction thereof, to 10
‘cents; your committee has retained the present rate of tax.

A new subsection lettered (e) has been added by your committee-
to section 602 of the House bill to amend part 11 of subchapter C of-
chapter 26 (relating to industrial alcohol) of the Code by the addition
of a section numbered 3125 to permit the withdrawal from customs
custody of imported alcohol of 160° proof, or greater, under regula-
tions, and in bond, without payment of the internal-revenue tax
imposed upon the act of importing such alecohol. The purpose of the:
section is to relieve any shortage in industrial alcohol for the duration
-of -the emergency by permitting the importation of foreign alcohol
without payment of tax., The section provides that the alcohol so
imported shall be subject from the time of its withdrawal from cus-
toms custody to all the applicable provisions of part I1 of subchapter
C of chapter 26 of the Code. Provision is made for the withdrawal
of the alcohol, in bond, from customs custody, without payment of’
the internal-revenue tax, for transfer to industrial alcohol plants,
alcohol bonded warehouses, and denaturing plants for redistillation
or denaturation and withdrawal, or withdrawal without redistil-
lation, either free of tax or upon payment of the tax, as the case
might be, for all the purposes authorized by the said part II. Since
alcohol imported for nonbeverage purposes is subject to a customs
duty of 15 cents per gallon zm(f alcohol which is imported for
beverage purposes is subject to a duty at a higher rate, provision is.
made in the section that ii alcohol imported into the United States
and introduced into industrial alecohol plants, alcohol bonded ware-
houses, or denaturing plants is withdrawn from such plants or ware-
houses for beverage purposes, that is, upon payment of the tax, there
shall be {)aid in respect of such aleohol upon such withdrawal an
additional tax equal to the duty which would have been paid had:
such spirits been imported for beverage purposes, less the duty
already paid thereon.

Subsection (b) of the proposed new section provides that imported
" alcohol may be withdrawn from customs custody by the United States
or any governmental agency thereof for its own use free of internal-
revenue tax, under such regulations as may be prescribed.

Provision is further made that notwithstanding the provisions of
section 601 of the House bill, that title VI of the bill, relating to excise
taxes, shall take effect on the 1st day of the first month which begins
more than 10 days after the enactment of the act, subsection (¢) of
section 602 shall take effect on the day following the date of the enact-
ment of the act.

Your committee added another subsection lettered (f) to section
602 of the House bill for the purpose of amending section 3250 of the:
Code by adding at the end thereof a new subsection lettered (1), which
will establish a tax differential in favor of the users of fully tax-paid
distilled spirits (either imported, or domestically produced), wheu such
tax-paid distilled spirits are used in the manufacture or production of’
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medicines, medicinal preparations, food products, flavors, or flavor-
ing extracts which are unfit for use for beverage purposes and which
are sold or otherwise transferred for use for other than beverage pur-
poses, upon filing of & claim as set forth in the section. The section
rovides that the persons so using the fully tax-paid distilled spirits
in the manufacture or production of the article mentioned shall be
eligible for a draw-back at the rate of $3.75 on each proof gallon used
as provided in the new section, when they have paig a special tax of
$100 per annum, Paragraph 2 of the section requires claimants under
the section to register annually with *the Commissioner; to keep such
books and records as may be necessary to establish the fact that dis-
tilled spirits purchased by them and fully tax-paid were used in the
manufacture or production of medicines, medicinal preparations, food
Eroducts, flavors, or flavoring extracts which were unfit for use for
evorage purposes and were sold or otherwise transferred for use for
other than beverage purposes; and makes such persons (claimants)
subject to such rules aud regulations in relation thereto as the Com-
missioner, with the approval of the Seccretary, shall prescribe to
secure the Treasury of the United States against frauds. ~
Paragraph 3 of the added section authorizes the Commissioner
operating through any officer or employee of the Bureau of Internal
Revenue, including the field service, designated by him for that pur-
pose, to examine any books, papers, records, or memoranda bearing
upon the matters required to be alleged in the claim, and to require
the attendance of the person filing the claim or of any officer or em-
ployee of such person, or the attendance of any other person having
knowledge in the premises, and to take the testimony of such dpernsons,
officers, and employees with reference to any matter covered by the
claim, with power to administer oaths to such person or persons. The
powers given to the Commissioner by this paragraph will enable him
to make the necessary investigations to prevent frauds upon the reve-
nue through false claims under the section. The authority granted
to the Commissioner is similar to the authority now vested in the
‘Commissioner by sections 3614 and 3615 of the Code in respect of
his inquiries in determining the liability of taxpayers and transferees.
Paragraph 4 establishes the draw-back or refund at the rate of
$3.75 on each proof gallon of fully tax-paid distilled spirits used as
provided in the section; requires the filing of a proper claim (i. e., &
claim in the manner and form required by the Commissioner in his
regulations); provides for the payment of the claims on the basis of
the quarters of the fiscal year (every 3 months), and provides that
po, claim under the section shall be allowed unless filed with the
Commissioner within the 3 months next succeeding the quarter of &
fiscal year for which the draw-back or refund. is claimed.

SECTION 605. CIGARS AND CIGARETTES

Section 605 of the bill as passed by the House amends section 2000
of the Code tc increase the rates of tax with respect to smoking tobacco,
cigars, cigarettes, and cigarette papers, and to eliminate the present
exemption from tax of cigarette papers made up into packages con-
taining 25 papers or less,

Subsection (a) of the Houso bill increases the rate of tax on smokin
tobacco from 18 to 24 cents per pound. Your ccmmittee has elimi-
nated this increase.
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Subsection (b) of the House bill, changed to subsection (a) by your
committee, increases the rates of tax with respect to cigars weighing
more than 3 pounds per thousand. Your committec has reduce
some of the rates fixed by the House bill. The rates fixed by the
House, by your committec, and by the present law, are as follows:

Tax rates approved by House Tax rates approved by committee Prescnt tax rates
Made to retail at | Rate Made to retail at | Rate Made to retail at | Rate
Class (cents) per M [[Class ' (cents) per M ||Class (cents) per M
A | Not more than 2.5 | $2.50 A | Not xlnore than 2.5 | $2.00
cach, each.
B | Morethan 28and | 3.50 |} B | Morcthan26and | 3.00{| A | Not more than 5| $2.00
not niore than 4, not more than 4. each,
O | Moro than 4 and | 6.00 C | More than 4 and | 4.00 B More than 5§ and 3.00
not niore than 0, not more than 6. not moro than 8,
D | More than 6 and | 7.00 D | More than 6 and | 7.00
not more than 8, not more than 8.
E Mg“;‘g !:IE:?:U?M?'I‘? 10.00 More than 8 and | 10.00 || C | More than 8 and | 5.00
¥ More than 1 and | 13. 50 E not more than not more than
not more than 14, 16. 15.
G | Moro than 15 and | 18.00 F | Moro than-15 and | 15.00 D | More than 16 and 10. 50
not more than 20. not more than not more than
. . 20. 20.
H | More than 20 and | 25.00 || .
not tore than 30. G | More than 20...... 20.00 E More than 20_..... 13. 50
1 Moro than 30....... 35.00

Subsection (c) of the House bill, changed to subsection (b) by your
committee, increases the rate of tax on small cigarettes from $3.25
to $3.50 per thousand and on large cigarettes from $7.80 to $8.40 per
thousand. :

Subsection (d) of the House bill increases the rate of tax on cigarette
papers and imposes the tax on all papers made up into packages, books,
or sets, regardless of the size, thereby climinating the present tax
exemption of packages, books, or sets containing 25 papers or less,
Your committee has eliminated this amendment, thus allowing the
present law to remain unchanged.

Subsection (e) of the House bill, changed to subsection (¢) by your
committee, imposes a {loor-stocks tax equal to the increase in tax made
by the bill as it passed the House on smoking tobacco, large cigars
and cigarettes, and small cigarettes, held for sale on the day the in-
crcased rates of tax on such articles take cffect. Your committee has
chminated the floor-stocks tax on smoking tobacco to correspond to
the climination by it of the increase in tax imposed on smoiiing to-
bacco by the House bill,

Subsecction (f) of the House bill, changed to subsection (d) by your
committee, amends section 2100 (a) (1) of the Code, relating to the
sizes of tobacco and snulf packages, to permit packages with one-
cighth ounce gradations between 2 and 3 ounces.

Subsection (e) added by your committee amends Code section 2197
(b) to include cigarette papers and tubes among the articles listed
therein which when shipped or delivered for consumption beyond the
jurisdiction of the internal revenue laws of the United States are
decemed to be exported within the meaning of the internal revenue
laws applicable to the exportation of such articles without payment of



THE ‘REVENUE BILL OF 1942 263

internal revenue tax. Code section 2135 (a) (3) provides for tax-free
exportation of cigarette papers and tubes. This will make it possible
to procure cigarette papers and tubes tax-free for use as sea stores.

SECTION 606. TELEPHONE, TELEGRAPH, ETC.

This section increases the rate of tax on tclephone toll charges to
20 percent of the amount paid for such service, and puts the taxon a
straicht ad valorem basis. On investigation it doveloped that the
ad valorem base is much simpler of administration. While the new
rate of 20 percent is higher than the effective rate of the present tax,
the present tax is measured by the charge for cach separate converso.-
tion, message, ctc., scparately, whereas the now tax, where a bill is
rendered, is measured by the sum of all such charges included in the
bill. A similar provision for computing the tax on the basis of the
total charges covered by a bill is included as to the tax on telegraph,
cte., messages also. owever, your committeec has made changes
relative to the tax on telegraph, cable, and radio dispatches and
messages, The House bill increased the present rate of 10 percent
to 15 percent. Your committee restored the present rate of 10 percent.
with respect to international dispatches or messages, and provided
for 'separate com[:umtion with respect to domestic and international
messages in case both are covered by a single bill.

In computing the tax upon telephone-toll service for which payment
is made by inserting coins in coin-operated telephones, one-half or a

eater fraction of 5 cents shall be treated as 5 cents, and a smaller
raction shall be ignored.

Under existing law, which taxes each conversation, message, ete.,
originating in the United States, irrespective of the place where pay-
ment is made, there is a “charge without a tax’ with respect to
collect calls coming into the United States, and a “tax without a
charge’” in the case of collect calls going outside the country. The
amendment imposes a tax on amounts paid within the United States
for toll-telephone service. In the case of telegraph, cable, and radio
messages the tax is also made applicable to amounts “paid within the
United States” for such service rather than to messages which origi-
nate within the United States.

The rate of tax with respect to leased wire, teletypewriter, and
talking circuit special service has been increased from 10 to 15 percent.
The tax applicable to wire and equipment service, including stock
quotation and information services, burglar-alarm and fire-alarm
gervice, and all similar services, is continued at the 5-percent rate.
It is specifically provided that the 15-percent tax shall not apply to
an amount paid for leased wire, teletypewriter, or talking circuit
special service used exclusively in rendering wire and equipment
service subject to the 5-percent tax, and it is also provided that the
5-percent tax shall not apply to leased wire, teletypewriter, or talking
circuit special service subject to the 15-percent tax,

The rate of tax with respect to loca{ telephone service has been
increased from 6 to 10 percent, With respect to semipublic coin-
operated telephone service the “local service” tax is made applicable
only to the amount of the subscriber’s guaranty, plus any fixed
periodic charge.
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SECTION 607. PHOTOGRAPHIC APPARATUS

Section 607 of the House bill amends Code section 3406 (a) (4)
relating to tax on photographic apparatus. Under present law the
tax is 10 percent of the price for which sold by the manufacturer
producer, or importer. By amendment made by the House bi
there was exempted from the tax cameras weighing more than 4
pounds, exclusive of lens and accessories. The rate on lenses, photo-
graphic apparatus and equipment, and any apparatus or equipment
designed especially for use in the taking of photographs or motion

_pictures or in developing, printing, or enlarging photographs or mo-

tion pictures, was increased from 10 to 25 percent, and ths tax on
unexposed photographic films (including motion-picture film but not
including X-ray film), photographic plates and sensitized paper was
increased from 10 to 15 percent. Your committee has amended the
section to eliminate the exernption as to cameras weighing more than
4 pounds exclusive of lens and accessories, decrease the 25-percent
rate to 10 percent, and exempt from tax under section 3406 (a) (4)
sensitized paper manufactured expressly for use in the reproduction
of drawings, specifications, records, and other documents.

SECTION 608. LUBRICATING OILS

This section, which is the same as section' 608 of the House bill,
amends section 3413 of the Code to increase the present rate of tax
on lubricating oils sold by the manufacturer or producer from 4%
cents per gallon to 6 cents per gallon,

SECTION 609. TRANSPORTATION OF PERSONS

This section, which corresponds to section 609 of the House bill,
amends section 3469 (a) and (c¢) of the Code to increase the rate of
tax imposed with respect to the transportation of persons and berths
and seats connected therewith from 5 to 10 percent of the amount
paid. Code section 3469 (f) (2) grovidcs a limited exemption from
these taxes in the case of United States Army, Navy, Marine Corps,
and Coast Guard personnel, including authorized cadets and mid-
shipmen, traveling in uniform at their own expense when on official
leave, furlough, or pass.  Your committee has amended section 3469
() (2) of the Code to extend a like exemption to members of the

military and naval forces of any of the United Nations traveling in uni-
form of such nation.

SECTION 610. ORGANS UNDER CONTRACT BEFORE
OCTOBER 1, 1941

This section, which is the same as scetion 610 of the House bill
exempts from the 10-percent tax on musical instruments, organs sold
under written contracts entered into prior to October 1, 1941, which
is the effective date of the tax. ‘
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SECTION 611. TERMINATION OF CERTAIN EXCISE TAXES

This section, which is identical with section 611 of the House bill,
terminates the following excises: '

1. The tax with respect to neon-tube signs, electric signs, and
-ge(&tric advertising devices, imposed by section 3406 (a) (5) of the

ode. . o

2. The tax with respect to articles of which rubber is the component
8agerial of chief weight, imposed by section 3406 (a) (7) of the
‘Code. . ~ o

3. The tax with respect to washing machines of the kind used in
commercial laundries, imposed by section 3406 (4) (8) of the Code.

4. The tax with respect to optical equipment, imposed by section
3406 (a) (9) of the Code. !

SECTION 612. AFFIXING OF CIGARETTE STAMPS IN
FOREIGN COUNTRIES

This section is the same as section 612 of the House bill.™ -

Under the amendment of section 2112 (c) of the Code made by this
section the importer of cigarettes into this country may have the
United States internal-revenue stamps attached in the foreign country
if in case of importation into such foreign country of cigarettes of
United States manufacture, the foreign country allows its revenue
stamps to be attached in this country,

SECTION 613, EXEMPTION OF INSIGNTA, ETC., USED IN
CONNECTION WITH UNIFORMS OF THE ARMED FORCES
FROM JEWELRY TAX

This section as it passed the House amended Code section 2400,
which imposes a tax on jewelry and other articles sold at retail, so as
to exempt from the tax a smoker’s pipe if the only parts of the pipe
which consist of precious metals are essential parts not used for
ornamental purposes, and buttons, insignia, cap devices, chin straps,
and other devices officially prescrii)ed for use in connection with the
uniforms of the armed forces of the United States, Your committee
has amended section 613 so as to add to the articles exempted from
the tax, watches designed especially for use by the blind.

SECTION 614. REFRIGERATORS, REFRIGERATING APPA-
RATUS, AND AIR-CONDITIONERS

Section 614 of the bill as it passed the House amended Code section
3405 so as to oxempt from the tax on the sale or lease of refrigerators,
refrigerating apparatus, etc., imposed under that section, the lease or
renewal of a lease of a water cooler loased;)’y a manufacturer, producer
or importer prior to October 1, 1941. Your committce has deemed
it advisable to limit:still further the scope of section 3405, Accord-
ingly, section 614 has been redrafted so as to limit the application of
the tax imposed under Code section 3405 to mechanical refrigerators
of the household type, certain components of such refrigerators, and
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self-contained air-conditioning units, including in each case parts and
accessories therefor sold on or in connection with the sale thereof.
The amendment removes water coolers from the scope of the tax.
The special provision of the House bill relative to water coolers is
therefore unnecessary and is eliminated. The amendment made b
section 614 will take effect on the effective date of title VI of the bill.
The amendment will afford no basis for exemption from taxes due under
section 3405 prior to the effective date of the amendment.

1

SECTION 615. EXEMPTION OF CERTAIN CASH REGISTERS

- 'This section, which is identical with section 615 of the House bill,
amends section 3406 of the Code, to cxempt from tax cash registers
of the type used in rezistering over-the-counter retail sales.

SECTION 616. EXEMPT TRANSPORTATION OF OIL BY PIPE
LINE

This section, which is the same as section 616 of the House bill,
amends section 3460 of the Code by limiting the meaning of the term
“transportation,”’ and thereby exempting from the tax on transporta-
tion of oil by pipe line any movement through lines of pipe within the
premises of a refinery, bulk plant, terminal, or gasoline plant, if the
movement is not a continuation of a taxable transportation.

SECTION 617. COIN-OPERATED AMUSEMENT AND
| GAMING DEVICES |

Section 617 of the House bill amends subsection (b) of Code section
3267 added by the Revenue Act of 1941, Section 3267 imposes
special (annuair) taxes with respect to the operation of coin-operated
gaming and amusement devices. The present law imposes a tax of
$10 per year with respect to so-called pinball and other similar amuse-
ment machines aoperated by means of the insertion of a coin, token, or
similar object, and $50 a year with respect to so-called slot machines
which operate by means of insertion of a coin, token, or similar object
and which, by application of the element of chance may deliver, or
entitle the person playing or operating the machine to receive, cash,
premiums, merchandise, or tokens, 1e amendment, of section 3267
(b) made i)y the House bill subjected to the $10 instead of the $50 tax
rate o vending machine operated by means of insertion of a 1-cent coin
which when it dispenses a prize, never dispenses a prize of a retail value
of, or entitles a person to receive a prize of a retail value of, more than
5 cents, Your committco has retained this amendment, but has
added a requirement that in the case of such machine the only prize
dispensed shall be merchandise and not cash or tokens. The amend-
ment made by the House bill also added to section 3267 a new sub-
section (e) which made inapplicablo to coin-operated gaming devices, -
i. e., all those sibject to the $50 rate, Code section 3275 which requires
each collector of internal revenue to maintain conspicuously in his
office for public inspection an alphabetical list of all persons who shall
have pai(i) special taxes within his district, and requires him upon
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apl)licati_on of any prosecuting officer of any State, county, or munici-

pality to furnish a certified copy thercof for a prescribed fee. Your
committeo has eliminated from section 617 the provision adding sub-

section (e) to section 3267, thus leaving section 3275 applicable to

persons operating coin-operated gaming machines the same as to other

special taxpayers, and has increased the tax rate applicable to such

machines to $100. , ’ .

A clarifying amendment has been made to section 617 (¢). In the
case of machines on which the rate of tax is increased, the amendment
is applicable beginning July 1, 1943. Where machines have not been
subgect to tax prior to these amendments, no tax shall be payable
with respect to any period before the effective date of the act. {?Vith
respect to machines, if the limitation on the amount of the prize dis-
pensed is 5 cents, the amendment shall be applicable beginning July 1,
1942.

SECTION 618. SALE UNDER CHATTEL MORTGAGE ;

This section, which is the same as section 619 of the House bill,
amends section 2405 of the Code to allow the taxpayers, in the case
of articles sold under chattel mortgage arrangements, to pay the re-
tail sales tax as installments of the purchase price are paid. This
treatment is similar to that now allowed in the case of articles sold
under conditional and installment sales contracts. A similar amend-
ment is made with respect to section 3441 (c) (1) relating to the
manufacturers’ sales tax.

SECTION 619. REPEAL OF CERTAIN PROVISIONS RELAT-
ING TO MIXED FLOUR

This section, which is identical with section 620 of the House bill,
repoals chapter 18 and part IV of subchapter A of chapter 27 of the
Code, imposing taxes relating to mixed flour.

SECTION 620. EXEMPTION FROM PROCESSING TAX OF
PALM OIL USED IN MANUFACTURE OF IRON OR STEEL
PRODUCTS

This section, which does not appear in the House bill, amends sec-
tion 2477 of the Code. The latter section relates to the tax,imposed .
by section 2470 of the Code on the first domestic processing of coco-
nut and various other oils. Section 2477 provides that the term
“first domestic processing’” means the first use in the United States
in the manufacture or production of an article intended for sale, o
the article with respect to which the tax is imposed, but does not in-
clude the use of palm oil in the manufacture of tin plate or terne
plate, or any subsequent use of palm oil residue resulting from the
manufacture of tin pﬁate or terno plate. By the amendment made by
your committee 'the dofinition of section 2477 likewise excludes the
use of palm oil in the manufacture of iron or steel products or any
subsequent use of palm oil residue resulting from the manufacture of
iron or steel products. '

77611°—42——18
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SECTION 621. CABARET TAX

This section, which has been added to the bill as passed by the
House, amends section 1700 (e) (1) of the Code. This provision of the
Code imposes the 5 percent tax on amounts paid for admission, refresh-
ment, service, or merchandise at any roof garden, cabaret, or similar
place furnishing a public performance for profit.

In order to allay possible questions.under the. present statute, the
amendment specifies that the tax, levied on amounts paid by or for
any patron or guest entitled to be present during any portion of the
performance, shall be applicable although no increase is made in the
charges for admisgion, refreshment, service, or merchandise by reason
of the furnishing of the performance. Thus the tax will be collected
although a cabaret does not increase its prices for food or beverages
while its floor show is in progress. The amendment confirms the
Treasury Department’s interpretation of the present statute by stating
that the tax is applicable in the case of any room in any hotel, restau-
rant, hall, or other public place where music and dancing privileges or
any other entertainment, except instrumental or mechanical musie
alone, arc afforded the patrons in connection with the serving or selling
of food, refreshment, or merchandise.

SECTION 622. SALE AND USE OF TOILET PREPARATIONS:
BY BEAUTY PARLORS, ETC.

This section, which is not contained in the House bill, amonds
section 2402 of the Code. Section 2402 (a) now imposes a tax with
respect to toilet articles sold at retail. Subsection (b) provides that
a sale of a toilet article to any person operating a barber shop, beauty
parlor, or similar establishment is considered a sale at retail, and
that a resale by such person is subject to the tax as a sale at retail.
In the latter case, there shall be credited against the tax payable by
such person with respect to such resale the amount of tax paid on the
sale to such person, ) '

Under the amendment made by your committee the sale of an article
to a person operating a barber shop, beauty parlor, or similar estab-
lishment for resale by him will not be deemed a sale at retail. How-
ever, the sale of an article to such person for use in such operation,
and not for resale, will be considered a sale at retail. The amend-
ment further provides that the use in such operation of any such
article purchased by such Ferson on or after the effective date of the
amendment for resale, shall likewise be considered a sale at retail by
suchlperson at a price equivalent to the amount paid by him for the
article,

SEC. 623, TAX-FREE RETAIL SALES AT POST EXCHANGES
AND SHIPS’ SERVICE STORES

This section, which has been added to the bill as passed by the
House, amends section 2406 of the Code, which grants exemptions
from the taxes on furs, jewelry, and cosmetics sold at retail, to include
an additional exemption covering sales of such articies to a member
of the military or naval forces of the United States or to & member of
the military or naval forces of any of the other United Nations when
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in uniform and delivered to him on the premises of the post exchange
or ships’ service store for his exclusive use.

TITLE VIL. SOCIAL SECURITY TAXES

SECTION 701. AUTOMATIC INCREASE IN 1943 RATE NOT
TO APPLY

This section, which was added by your committee to the House
bill, postpones the increase in the rates of the taxes imposed by the
Federal Insurance Contributions Act (subch. A of ch. 9 of the Code),
Under existing law, the rate of the income tax on employees imposed
by section 1400 increases from 1 percont to 2 percent on January 1,
1943; and the rate of the excise tax on employers of one or more
imposed by section 1410 also increases from 1 percent to 2 percent
on such date. In the case of each such tax the amendment provides
that the 1-percent rate shall remain in force through the calendar year
1943, and that the 2-percent rate shall be applicable to wages paid
and received during the calendar years 1944 and 1945.
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THE REVENUE BILL OF 1942

Ocroser 7 (legislative day, OcroBeER 5), 1942,—Ordered to be printed

Mr. La Forrerre, from the Committee on Finance, submitted the
following

INDIVIDUAL VIEWS

[To accompany H. R, 7378]

There can be no denying the fact that an all-out war effort calls for
an all-out tax program, one that goes to the limit of every taxpayer’s
ability to pay. _

1t ig estimated that Federal expenditures for the current fiscal year
will exceed $77,000,000,000. Present taxes are capable of producing
only $17,000,000,000 net Federal revenue at existing business lovels,
Even with the additional revenue proposed in H. R, 7378, as amended
by the Senate Finance Committeo, it is not unreasonable to cxpect a
deficit of $55,000,000,000 for this fiscal year which will have to be met
by further borrowing., The public debt, which amounted to
$72,000,000,000 on Jufy 1, thereforc promises to reach $127,000,000,-
'000 by next July. '

In the face of such astronomical Budget requirements it is absolutely
imperative that tax revenues be increased in every way possible with-
out impairing national health, morale, and fighting officiency.

II. R. 7378 with amendments as reported by the Finance Com-
mittce commits a double offense against sound national policy in the
present emergency:

1. It fails to raiso a reasonable maximum of revenue which is
available without undue sacrifice. It fails to plug the loopholes of
the present law and tax sources of revenue now cscaping through
technicalitics and special privileges, Tt fails to tax heavily enough
certain classes of inc ividua{)nnd corporate incomes well able to carry a
heavier share of the tax burden, and it likewise fails to impose a proper
share of the tax burden upon inheritances.

2. It places an unfair and dangerous share of the increased tax
burden upon the lower-incorne groups, encroaching upon subsistence
standards of living and in cffect taxing bread out of people’s mouths,
It is in the Nation’s interest to recognize that any tax which cuts
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into the necessary subsistence of a citizen or his family exceeds his
capacity to pay taxes and undermines health and morale. The
paramount importance of health and morale is recognized in provid-
ing for the men in the armed forces. It must also be recognized in
protecting the men and women who fight the battles of production
on the farm and in the factory.

ADDITIONAL REVENUE AVAILABLE
Jownt return.

Under the terms of existing law, husband and wife are allowed to
report their respective incomes on separate returns and share their
personal exemptions, Where the aggregate family surtax net income
falls in any except the lowest surtax bracket, this divided return
results in a lower rate of tax on the income, a gain for the taxpayer
and a revenue loss to the Government.

The legal doctrine that prevails in the eight community-property
States further extends this privilege by holding that the wife shares
equally in ‘the husband’s income regardless of her actual earnings.
This arrangement offers extensive opportunity for tax avoidance in
these States through the use of divided returns. '

In the common-law States a similar purpose is achieved so far as
investment income is concerned, by dividing income-bearing property
between husband and wife through gift and then reporting the
income on separate returns,

Under present tax rates a family in a common-law State whose only
breadwinner is the hushand earning $10,000 net income, before por-
sonal exemption, would be subject to Federal income tax of $1,305.
If the aggregate net income is the same, but the wife earns half of it
and reports it on a separate tax return, the tax would be only $966.
In a community-property State the tax would only bo $966 whether
the wife earned any of the incomo or not,.

There is no justification for such discrepancies in the application of
the Federal income tax to different families with equal ability to pay.
The family is an economic unit, and its ability to pay can properly
be based upon the aggregate net income of both husband and wife.
The tax then should be assessed on the basis of a joint return, and the
law should require the filing of joint returns,

Compulsory joint returns would increase Federal roevenue about
$300,000,000 annually,

TapLi No, 1

Amount of normal and surtax
, . . L.oss to Qov- | Loss to Goy-
Net income of husbandg and | Under present lnw Under IT. R, 7878 |0\ lont from| etniment from
wife (nnldnpmulrints) beforo R o splllt mhir{l split r(l!turn
personal oxemption Soparate Boparate under exlst- under
returns in- | Joint | returnsin. | Joing | Ing rates H. R.7378
comeequally | return | come errmlly return
divided divided.
$167 $157 $301 $361 $0 30
167 167 379 382 0 3
186 186 416 425 0 9
106 100 434 440 3 12
a30 376 602 746 15 54
060 {1,305 1,788 | 2,152 330 304
14,448 | 20,439 19,004 | 25,328 5,001 6, 324
41,764 1 52,704 51,0562 | 04, 060 10, 40 3, 008
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Removal of tax exemption on State and local securities,

There are approximately $20,000,000,000 of Stato and local securi-
ties outstanding bearing tax-exempt interest amounting to more than
$700,000,000 annually, On June 30, 1941, $12,200,000,000 of these
sccurities wero held by tax-exempt institutions, but there is a notice-
able tendency of such securities to grativate toward individuals with
large incomes subject to bigh tax rates at which they provide scanda-
lous tax exemptions. ‘

TasLr No. 2.—State and local government securities as a percent of gross eslate,
by size classes of net eslale, estale lax returns filed in 1928-40,

Net estate ! (in thousands of dollars)

Filing year
100 under | 200 under | 300 under | 500 under | 1,100 and
200 300 6500 1,10012 over
Statoand local government securities as percent of gross estate $
i Percent Percent DPercent Percent Percent

J028. ettt eaeas Lo 2.3 2.7 4.3 6.2
1020, e 1.6 1.8 2,2 4.6 6.0
1030 e L4 2.4 3.0 3.0 7.3
L ] SRS L9 2.5 4.2 4.8 9.2
1032 et 2.2 2.6 5.0 8.3 13.3
1033, e iaeeaeaaaae 2.9 5.1 6.6 1.2 21.9
IO e 3.4 4.4 5.8 10.0 23.9
1035, . et 3.0 5.7 0.7 11.0 14. 4
1936, . ool e e es 3.0 6.4 8.3 8.2 12.5
1037 e 31 5.3 8.7 0.2 1.4
1038 . e e e 2.9 4.4 5.3 8.0 16.1
1030 . oot 3.2 4.4 7.1 11,0 22.7
1040, e 3.1 3.0 6.2 8.8 15.1

1 Before specifie exemption,
? Includes securitios of ‘I'erritories and insular possessions,
3 (Iross estate fncludes tax-oxempt insurance.

Source: Comuplled from Statistics of Income,

TanLy No, 3.—Gross annual yiclds from a tazable securily equivalent to specified
yields from a wholly taz-exempt security ! .

(ross annual yleld from a taxablo sceurity equivalent to a tax-exempt yield of—-

Net income from 214 percont 3 percent 334 percont 4 percent
other sourees 3

1941 Proposed 1041 Proposed 1041 Proposed 1041 T’roposed
rates rales ? rates rateg? rates rates $ rates rateg?

$,000. 0.0 ceeaaaae 2,50 2,00 3,00 3.00 3. 50 3,50 4,00 4,00
$2,600. . enaeenann. 2,71 3.00 + 3,32 3,70 3. 87 4,32 4,42 4. M.
50000 e aeaneaa e 2.87 3,21 3. 45 3.85 4.02 4,49 4,060 513
10,000, cennnnennenn. 3.33 3,70 4.00 4, 66 4,07 5.30 6.33 6. 06
$20,000. . cmnnnee 4,31 5,21 517 0,25 6,03 7.20 6.90 8,33
50,000 0 cevenenninn 0. 10 80| " T1.32 0,08 8.54 11,20 0,76 12,90
$100,000. c.veamvnnnnn. 7.81 14,71 0,38 17,05 10. 04 20, 69 12, 50 23, 63
600,000 ... 10, 42 20, 83 12,50 26, 00 14. 68 20,17 16. 07 33,33
$1,000,000. ... .oo... 11,30 20,83 13. ¢4 2h, 00 16,01 20,17 18,18 33,33

1 1t Is assumed that hoth the taxable and the tax-oxompt securlty aro bought at par; and that the Incone
from additional Investinents, If taxable, would not be largo enough to hecorno suh}cot to a higher rato than
that applicable to the first dollar of the additional Incomo. 'The calculations apply to a married porson with
o dependonts, and take into account varlations in the porsonal exomption and carned incomo eredit as well
a8 in lax rates. ‘I'ho earned incomo credit is assamed to be unatfected by tho additional taxable income ox-
ce))l in those cases whore by statutory definitlon all net income {8 deomed carned, :
Before personal exemption, .
3 On tho basis of tho Senate Finance Comimittee verslon of 11, R, 7378, victory tax excluded,
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As income-tax rates increase, the importance of these tax-exempt
securities as a means of tax avoidance for individuals in the upper
income brackets’ will likewise increase., The revenue loss to the
Government will accordingly become still greater if the exemption is
allowed to continue.

TaBLE No. 4.—Tax lability assuming interest from State and local government
securities (a) taz-exempt and (b) taxable under present and proposed individual
income tax rales, for 26 selected individuals .

[In thousands of dollars)

Present rates Proposed rates
Taxable
: | moome | Total 1 Tax Habilit Tax liabilit
an( neome otal in- ‘ax lability . ax liability
Caso local from come l%:; Frnol:lr(: ‘I(lgv?r:)llm
interest other tax 0x ; s from
sourees | Interest | Interest | 060 | Interest | Interest | A% t('i"'

exempt | taxable I exempt | taxable | ¢mption
221,90 601.9 823.8 424.2 595.7 171. 6 504. 4 800.6 105. 3
236, 2 207, 9 444.1 126. 4 301.2 174.8 167.0 \ 304. 9 207, 9
260 148.0 409, 3 87.0 276.8 189. 8 106, 2 334.9 228.0
230, 1,337. 6 1, 5608.4 009, 2 1,181.46 182, 4 1,161, 1 1,3/M.3 203, 2
s 1,081,0 1,307.9 700.8 |© 0758 170, 2 026. 3 1,125.0 109.7
. 147.8 362, 8 83.6 241, 8 158.0 105, 4 204, 0 188, 6.
144, 2 403, 7 82.8 339. 6 267, 0 101, 1 407.9 306. 8
835, 6 1,666.3 605.0 1,261.6 0460, 6 710,0 1,432.2 722,2
249.8 412. 5 158.1 279.2 121, 1 14,6 337.7 143.2
275, 1 0626, 8 175.9 442.7 260, 8 210.2 525.7 309, b
373.6 704.3 249.9 253.1 303.5 594. 5 201,0
7651 | 1,838.1 | 540.4 | 1,167.7 | 608.3 | 47,4 | 1,327.6 620, 2
305, 9 074,60, 108.6 . 514, 2 243.3 831, 7 588, 4
248,90 1,106.3 186,60 817,2 630, 6 229.0 948, 2 719,3
3760.0 771.2 250, 1 5563, 2 302, 6 304, 7 6561, 0 347.3
603, 0 8090. 5 423,2 853.0 220, 8 503, 7 764.0 200, ¢

160, 1 i, 4 04,8 305.3 300. 5 116,0 471, 4 365, 4

016,1 1,231, 4 060, 8 015. 8 249.0 780.0 1,058.3 278.3
218.7 592, 1 170.2 410,06 237. 4 2200 405, 7 275.8
135, 4 401,90 76,1 336. 9 201.8 94, 8 407.0 312,8
4,321.4 | 5,405.1 3,380.3 4,261, 3 871.0 3,770.0 4,730.6 963, 7
170, 7 343.3 102, 2 227, 2 126.0 125, 2 276,8 161,60
106.9 303.1 00. 6 204. 6 105.0 121.9 320.6 108, 7
331.7 040, 5 217,56 457,3 230.38 205.6 . 642,56 277.0
2189 0643.7 136, 2 360.3 230.1 184.0 558. 8 373.9
14,441,7 | 24,411,1 | 10,348.8 | 17,914, 1 7,605.3 | 12,088.0 | 20,857.0 8,769,3

1 Exclusive of net long-term eapltal gains and losses,
1 As included in Senate Finance Committee version of 11, R, 7378, victory tax excluded,

Source: Income ltems from returns on Form 1040 for 10640,

It is cvident that the State and local governments will gain no
benefit from the continued exemption of the interest from these
gecuritics now outstanding. Whatever benefit may accruoe from their
enhanced value ag sources of tax-exempt income will acerue to the
‘present holders or future sellers,

A sound and just tax system should apply the ability-to-pay stand-
ard to the individual taxpayer regardless of the source of his income.
There is ample legal foundation for discarding the exemption hitherto
granted income from these sceuritics,!  With the urgent need for war-
time revenue now present, the Federal Government cannot afford to
lose any longer the $184,000,000 which the exemption is costing
annually under present rates or the $226,000,000 which it would
cost under the rates proposed in H, R, 7378.

! 1 8eo opinlon of Assistant Attorney General Bamuel O, Clark, Jr,, addressed to Randolph B, Paul, April
14, 1042, reprinted in appendix of this report.
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Elimination of percentage depletion credit. . _

The Revenue Act of 1913 provided that operators and owners of
‘mines and oil and gas wolls might deduct from: their gross incomo the
dopletion of their natural assets in production, basing it ecither on
invosted cost or property value as of March 1, 1913, divided by the
estimated reserves. Such a deduction, if computed on an investment
basis, is comparable to the deduction of doprociation of capital oquip-
mont allowed the usual manufacturing entorprise. This allowance
was limited to 5 percent of the gross income from tho proporty, for
th eycars 1913, 1914, and 1915, Thereafter, no such limitation was
applied and dopletion based on actual cost or March 1, 1913, value
was allowed.

In 1918, howovor, the law was changed ostonsibly for the purpose
of oncouraging new discovery and production of oil and minorals,
Undor the new law the calculation of depletion allowances on wells
or minos discoverod after March 1, 1913, could bo computed on the
basis of “discovery value,” the valuo determined within 30 days of
discovory, ’ _ -

The difficultics oncountered in the administration of this formula
and reaching agroement on tho dotermination of fair and proper
deplotion allowances for income-tax purposes whon “discovory valu-
ation” was necossarily subject more to the imagination than to any
objective test finally lod to a demand that a fixed percentago deplotion
basod: on gross incomo bo ostablished in tho law. This was done in
the Rovonue Act of 1926 for oil and gas woells, and in the Revenue Act
of 1932 for mines (metal, coal, and sulfur).

Under present law, as a conscquence, the following types of pro-
ducers aro granted a fixed percentage of their gross income as a
deduction for depletion:

. Percent
1, Oiland gas. ... ... e e e e 27%
2, B U o o e e ——————— 23
3, Metal mines . - . e ec—— e e 10
A, COn) . o e . B

Experienco has shown that these porcentages far exceed the actual
depletion of these various classes of proporties. Mosbt companies to
which percentage depletion applies also compute their actual cost
dol)letion for their own_books and the information of their stock-
holders, Tax returns filed by 78 oil companies for tho yoar 1941
show an aggregate of $30,600,000 deducted on the tax returns as
percentage depletion while only $6,100,000 was deducted as deple-
tion on their books in computing their income and surplus,

Table No. 5 demonstrates the significance of this gratuitous privi-
lego oxtended undor the present law,
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TaBLE b—Net income of sclected oil companies reported for income-tax purposes
compared with net income on the basis of cost depletion and loss of Federal revenue
from percentage depletion.

Federal revonue lost
\ through percentage
depletion
I)B[ﬂeuﬂll Net i
clalmed Taxable not| cr ACOMO
Company Year | for income- Costt[(:l:plc- incomo b“g%‘s‘t"" HU}r{d%m
urta)xscs! reported ! | qoplotion| Under | rates as
pury 1937 act | reported
rates by Senate
Financo
Comimittee
$0,800,000 | _ $500,000 |—$5,000,000 | $4, 200,000 | $630,000 | $1, 080,000
10, 100,000 | "2, 000,000 {5, 900,000 | 1,300,000 | 195,000 520, 000
3, 6C0, 000 400, 000 800,000 | 4,000,000 | 480,000 1, 280, C0Q
6, 300, 000 1, 500, 000 6,000 | 3,400,000 | 2 645,000 1,358, 000

1 Under pereentage deploetlon privileges.
3 After deduction of 85 percent of dividends recelved,
1 Under 1938 act rates, .

Bource: Form 1120, Corpaoration income-tax return..

It is fair and proper that oil and mining companies be allowed the
return of their capital free of tax and that is fully provided in the
allowance for cost depletion granted by law, However, peroentage
depletion goes far beyond the point where it can be so justified. Oil
and mining companies are no more entitled to these extra concessions
than any other business involving the investment of capital. It is
a form of subsidy.

As a subsidy it cannot be justified on the ground that it is necessary
to increase our oil production, for with the rationing of civilian
domand for petroleum products the national oil supply is far in excess
of war neceds. The Petroleum Coordinator recommended a produc-
tion rato for October of this year amounting to 4,000,000 barrels a
da{, nearly 200,000 harrels below daily production & year ago.

Jecause mining does not enjoy large net incomes comparable to
those common in the oil industry, the benefits of porcentage depletion
are not as important to the mining industry. However, it i3 no more
justifiable in the case of mining than in the oil industry. It is true
the war offort is requiring additional production of metals, hut tho
task of developing new supplies in modern-day, scientific mining is
one of determinable cost and predictable risk which can be given due
credib on its own merit, ' ’

The climination of the percentage depletion allowances from the
Federal tax law would increase revenues by $124,100,000 annually
under tax rates in H, R, 7378,  Of this, $98,000,000 would come from
oil and gas properties alone.

Corporation tares.

Corporate income has benefited directly and enormously from the
Government’s war expenditures. Since 1039 the aggregate net cor-
porate income among corporations reporting net incomes has in-
creased 146 percent., Some of this increase has been taken bagck in
the form of excess profits taxes, but additional revenue is still avail-
able from this source.
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The maximum combined normal and surtax rate of 55 percent
proposed by the Treasury Department, in combination with the excess-
rofits tax, would recover an amount roughly equivalent to this
increase. 'The 40-percent combined rate proposed by the Finance
Committee falls $832,500,000 short of this objective. :

In view of the fact that these increased incomes can be considered
as direct consequences of Government expenditures arising out of
the national emergency, it isneither unjustnor unreasonable torecover
this additional net income which has acerued to corporations over and.
above their costs of operation and production, hen the Nation is
asking its soldiers to give up their normal civilian pursuits, break off
family ties, and risk their ])ives for only a token payment of $50 a
month, it is indeed a small request to make that & corporation simply
relinquish the extra net income resulting from war production.

TaBLr No. 8.—Net income, income taxes, and dividends of corporations with positive
netl itncomes 1936 through 1942

|Money amounts in millions of dollars) -

Actual | Estimated

! 1036 | 1937 | 1038 | 1939 | 1040 | 1041 1642

Net income Including tax-exempt interest and divi-

dendsrecolved. .. . ... 9,720 | 0,848 | 6,725 | 9,028 {11,750 |17, 500 |19, 500
Dividendsrecelved. ... ... ... 2,504 | 2,616 ) 1,626 | 1,779 | 1,900 | 2,000 | 2,300
Neot income oxcluding dividends recelved............ 7,222 1 7,333 | 6,100 | 7,240 | 9,850 {186, 500 |17, 200
Tax-exompt interest. ... . ... 488 419 420 464 450 500 500
Net Income excluding dividends received and tax-

oxemptintorest. .. ..o o 6,734 | 6,914 | 4,680 { 0,786 | 9,400 [15,000 |16, 700
Taxes: ! oo N

INCOMO EAX. e e e e ie it ea e i e cmae 1,026 | 1,007 854 [ 1,216 | 2,160 | 3,060 | 3,000
Undistributed-profits tax__.. ... ... 146 170 |oueoeocfoamanacfe-n [N PR P
Excessprofits tox. ... oo i e e e 340 | 2,900 | 3,600
Declared value oxeess-profitstax.. ... ......... 22 43 6 16 30 50 100

TOtA) AXES. o e e ceec e e e emcer e 1,192 | 1,270 860 | 1,232°| 2,520 | 6,600 | 7,600

t Estimates for 1942 based on oxisting rates.
Source: 1030 through 1039, Statistles of Income, pt. 11.

It is contended that corporations should be allowed to enjoy thoir
larger profits during the war ycars so that they will bo botter able
to withstand the post-war adjustment. Tho Finance Committee’s
proposal of a 10-percont post-war credit on corporate excess-profits
taxes, which would be made available to the taxpaying corporation
aftor the conclusion of the war, is designed o meot this requiromont.
Howover, with an increase in surtax rates thore is an opportunity for
enlarging the post-war credit so as to make it amount to 10 percent
of the normal tax and surtax, as well as the excess-profits tax paid
under the law. This would provide a larger and roally effective aid
to corporations in the post-war period of adjustment, The problems
of post-war adjustment are not going to be confined to only those
corgorations paying excess-profits taxes; ncither should the post-war
credit. -

To give assistance that is immediately needed by the smallor cor-
porations, it scems hi vhlly desirable that the $10,000 exomption granted
corporations by the if)il as passed by the House for purposes of com-
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uting excess-profits tax should be retained. If the exemption is
owered to $5,000, as proposed by the Finance Committee, it will
mean that approximately 8,000 additional small corporations of lim-
ited capital resources will be subjected to tax burden out of propor-
tion to their size and ability to pay. Such a burden would unduly
handicap them in developing as efficient, producing enterprises, and
thereby handicap the war production program of small business,

- Evon after providing this additional relief to smaller corporations
and oxtending the post-war credit feature of the law to aid all cor-
porations paying normal tax, surtax, or excess-profits tax, an addi-
tional $168,700,000 of revenue can be secured by increasing the surtax
on corporation surtax net incomes over $25,000 to 26 percent, mak-
ing & maximum combined rate of 50 pergent. This is 5 percent under
the Treasury Department’s proposed combined rate. This plan would
afford a total post-war credit of $1,045,400,000, which exceeds the Ifi-
nance Committee’s post-war credit proposal by $473,900,000.

Of the total post-war credit provided, it is estimated $385,000,000
would be made available currently to apply on debts and $660,400,000
would go to the taxpaying corporations as refunds after the war.
Individual surtax and estate tazes.

It is possible, entirely within the ability-to-pay principle, to in-
crease the revenue from individual surtaxes on the middle and upper
income brackets by at least $208,000,000 annually. Increases in

estate and gift taxes can also be made to yield $193,000,000 additional
revenue,

Summary. .

The additional revenue available in the foregoing recommendations
is as follows: '

Compulsory joint income tax returns. .. .. ... $300, 000, 000
‘I'axation of income from Stato and local securitics. .. ... ... 225, 000, 000
Elimination of pereentage depletion ... ... ... 124, 000, 000
Increased corporation taxes. ... ... .. .... e 219, 000, 000
Increased Individual income surtax rates. ... ... 208, 000, 000
Increased cstate and gift taxes. - oo o oo 193, 000, 000

Total increased rovenue available under above rceom-
mendations without violating ability-to-pay principle.. 1, 269, 000, 000

TIE LIMITS OF ABILITY TO PAY

Studies of consumer income indieate that any tax program which
bears down upon individuals and families receiving incomes of $1,500
or less, oncroaches upon subsistence standards of living., The tax
dollars colleeted from taxpayers of these lower-income groups are
dollars that would otherwise be spent for food, shelter, and the bare
necessitics of life. In these income groups are to be found approxi-
matoly 43 percent of tlie Nation’s population, but in the current year
it is estimated they are receiving only 16 percent of the aggregate con-
sumer incoine.

" The study of income and spending and saving of city families in 1941
and tho first 3 months of 1942, conducted by the Buroau of Labor
Statistics, indicates that the average consumer with income under
$1,600 is not able to meet living costs out of current income. On the
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basis of the Bureau’s findings for the first quarter of 1942, this group
will have an average deficit of $16 in the full yoar of 1942, '

TapLx No. 7.-—Average money tncome and outlay, cily families and single persons,
4 by money income class

FIRST 3 MONTHS OF 1042

Average mot{loy expenditures
or-—

Average
Average i net sav-
Annual money Income class money ing (+)
income | Current | Giftzsand | Personal | or defl-
consump-| contribu-| tax pay- | clt (~)
tion tlons ments :
Under $500. ...« oo i $76 $106 $2 $1 —~$37,
$500 and under $1,000. . . 182 27 6 1 —30
$1,000 and under it,coo- : 312 310 10 2 —4
$1,500 and under $2,000. ... .. ... ...o.... . 436 400 16 5 24
$2,000 and under $2,600. .. ... ..o 550 480 21 8 48
2,800 and under $3,000. . ... ... 686 586 20 13 71
3,000 and under $5,000. . ..o iiiiiiill.. 032 704 34 2 113
$5,000 and under $10,600. . ... ... i..o.. 1,015 1,184 58 82 298

Souree: Bureau of Labor Statlstics,

The reduced present oxemptions from $1,500 to $1,200 for married
couples, and from $750 to $500 for single porsons, tho reduced credit
for dopondonts from $400 to $300, and tho victory tax proposed by
the Financoe Committeo will impose a tax burden upon those income
groups bolow $1,5600 that can only have the effect of impairing the
health, strength, and morale of nearly half of the Nation’s population,
from which it must draw not only tho soldiors for the armod forces
but the workoers to fight tho Nation’s battles of production.

Manpower has already becomo one of the acute bottlenocks of the
war-production program, and with tho shortage of manpowor has
como tho urgont necessity of gotting tho utmost out of overy individual
workor. Man-days lost because of fatigue, accidont, and sicknoss
aro of sorious importance, It is estimated that 6,000,000 man-days
aro lost every month in war production bechuse of sickness and
injury.

]’l‘ho significance of proper nutrition and adequate medical care in
kooping tho Nation’s manpower functioning at top officioncy is obvious.
Tho 1‘o%nt.i011ship of income to tho problem can bo seen in such facts
as the following:

The sickness rate in the income groups receiving $1,000 a year or
less has been found to boe 17 percent higher than in tho groups re-
coiving over $3,000. Disability, based on both the frequency and tho
length of disability, is twico as great among individuals and families
with incomoes of $1,000 or less as it is among those receiving over
$3,000. ,

Malnutrition and fatiguo are, without doubt, partially responsible
for this difference, but another important cause is found in the fact
that the lower income families have been unable to afford adequate
medical care in time of sickness, Families with incomes of $1,000
or less have failed to receive physician’s care in 28 percent of their
cases of disabling illness,

P In the emergency that now exists there are many sources of addi-
tional revenue that can be tapped without violating the basic limita-
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tions of the ability-to-pay principle. Some of these have been out-
lined in this report. However, it is neither necessary nor wise to
impose additional tax burdens on families and individuals who are
already struggling under great financial handicaps. To tax health,
nutrition, and medical care means wasting the precious human re-
sources needed on the battlefield, on the farm, and in the factory to
win this war,

These basic limits of ability to pay must be kept constantly in view
when judging any public tax measure. They are of most vital im-
portance today when national morale must be built upon equality of
gacrifice and fighting power must come, not from a comparatively
small portion of the population engaged in the armed forces, but from
the total population engaged in total war.

Rosert M. La ForreTTE, JI.



APPENDIX

OPINION OF ASSISTANT ATTORNEY GENERAL SAMUEL O, CLARK, JR., ADDRESSED TO
RanvorpH H. PAUL

DEPARTMENT OF JUSTICE,
Washington, April 1}, 1942.
Hon, Ranporru I, Paur,
Tam Adviser lo the Sceretary of the Treasury,
Wushington, D, O,

Dear Mg, Paun: On June 24, 1038, Hon, Jmmnes W, Morrls, Assistant Attorney
General in charge of the Tax Division of the Department of Justice, transmitted
to the Honorable Herman Oliphant, General Counsel of the Treasury Department,
a comprehensive study of the constitutional agpeets of the taxation of Government
bondholders and employecs. Coples of thig study were also made avajlable to the
appropriate congressional committees,

You have requested our opinion on the constitutionality of the proposal by
your Department to subject {o ¥Federal income tax the interest recelved here-
after on outstanding and future issues of State and municipal bonds, with special
emphaslig on legal developments subsequent to the publication of our study, We
are pleased to comply with your request and submit the following views,

In our earlier study we expressed the following conclusion :

“It s belleved that there ean no longer be found in the decisiong of the Supreme
Court any rule of continuing nuthority which would ralse a constitutional pro-
hibition agninst applying the Federal income tax to Stute bondholders, officers,
and employees,” ' ,

You are no doubt aware that since that tlme the decisions of the Supreme
Court on the question of constitutional tax immunity have all served to reinforce
and confirm that conclusion, The trend toward a limitation of such immunity,
which had developed when we published our study in 1038, has continued without
interruption to the present date,

We are, of course, no longer concerned with the power” of the Federal
Government to tax the Income of State officers and employees, 'I'he deelsion
of the Supreme Court in Greves v. N. Y, co rel, 0'Keefe (308 U, 8. 4008), and
the enactment of the Publie Salary Tax Act of 1089, have removed that problem
from the field of controversy, Taxation by boih State and Federal Govern-
menty of the salarles of publie employees I8 now an accepted Incident of our
fisenl system. ‘TChe only remaining question is whether the income received from
State and municipal obligations may be subjected to Federal taxation, In our
view, the answer g ag clear and certain ag the solution of any legnl problem
enan ever be prlor to a final determination of the precise issue by the Supreme
Court, It is our considered opinon that the Congress does have the power to
tax such income,

It I8, of course, true that the Supreme Court concluded in Pollock v. Farm-
ers’ Loan & Trust Co. (167 U, S, 420, 158 U. 8. ¢01), that a Federal tax could
not validly be fmposed upon income derived from municipnl obligations, That
decision was based upon the theory that a tax on income wasg a tax upon the
source from which the fncome was derived, 'hus, a tax on the income from
municipal bonds wag the equivalent of a tax upon the bonds themselves, and,
therefore, an unconstitutional burden upon the power to borrow, However, this
reasoning hag been completely discredited In later opinions of the Supreme
Court, WIth the desiruction of the premise of the Pollock case, its conclusion
must also fall,

“The theory, which once won a qualified approval, that a tax on income ls
legnlly or economically a tax on itg source, is no longer tenable * * *7 gaid
the Supreme Court in March 1939, in Graves v. N. Y. ex rel. O'Keefe (306 U, 8.

11
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480)., Less than a year earlier in Helvering v. Gerhardt (304 U. 8. 405), the Court
had sustained a Federal tax upon the salaries received by employees of the Port
of New York Authority. 'The clalmed hmmunity, if allowed, would in the Court's
opinion (p. 424) have imposed “to an inadmissible extent a restriction upon the
taxing power which the Constitution has granted to the Federal Government.”
The imposition of a State tax upon the salary of a Federal employee was sim-
flarly held in the O'Kceefe case not to place an unconstitutional burden upon the
employing sovereign, Collector v. Day (11 Wall, 113), another landmark decision
like the Pollock case, was thus overruled, The express denial in the O'Kecfe case
that a tax on Income was the equivalent of a tax upon the source represented
no new thought but was rather a reiteration of a principle which had been
applied in the Court’s prior decision In New York co rel. Cohn v. Graves (300
U. 8. 308), and in Hale v. State Board (302 U. S. 95), There, too, it had been
recognized that “income {is not necessavily clothed with the tax immunity
enjoyed by its source.” »

The opponents of the pending proposal urge that it would produce un uncon-
gtitutional “interference” with State governments. Translated into practical
terms, the Interference complained of 13 merely the Increased cost of future
public borrowing which might be oceasioned by the tax. It is significant that
this increasced: cost Involves no discriminatory burden. Rather, it represents
the effect of placing income from private and public sources upon the same
" plane of cquality, 'The absence of any element of diserimination would be help-
ful in sustaining the constitutionality of the proposed tax.

Until the Supreme Court handed down Its decision In Alebama v. King & Boozer
on November 10, 1841 (314 U. 8, 1), theire was room for the view that, despite
the deelslong affecting public employces, n constitutional jmmunity from taxation
might possibly be accorded to Government bondholders, Mr, Justice Stone had
stated in the O'Keefe opinion, page 486, that there was no hasis “for the assumption
that any * * * tangible or certain cconomie burden is imposed on the gov-
ernment concerned as would justify” a decision that the tax npon the employee's
silary was Invalid. On the other hand, it is no doubt true that the issuing
government would bear a part of the economic burden-of an Income tax imposed
upon the hondholder. Nevertheless, this Department did not attach to the state-
ment of Mr, Justice Stone the significance urged for it by those who have opposed
{he legisitation now suggested, 'The recent deeision In Alabama v. King & Boozer
confirms our view, It ig now cleavly establighed that the validity of a tax upon
bond intevest will not be affected by the incveased likelibood that the economie
burden will in gome measare be passed on to the Government,

The question In the Alabama case was whether an Alabama sales tox, which
was {0 be colleeted from the buyer, was unconstitutional in itg application to
purchases made by a contractor engnged by the United S(ateg under n cost-plus-a

,{ixed-fee contract, Xt wag quite clear, of course, that the entire burden of the
tax would be borne by the Government, In fact, the Government had agreed
with the contractor that State taxes, if valld, would constitute part of the cost
of the project and would be assumed and borne by the Government. Ience there
was no uncertainty ag to the economice effect of the tax as In the eavlier case ot
James v. Dravo Contracting Co. (302 U, 8. 181), which involved a lump sum
contract, 'I'he Supreme Court nevertheless sustained the State exaction, In
the course of its opinlon the Court made the following observation (pp. 8-0) :

“So far ag such a nondiseriminatory State tax upon the conlractor enterg
into the cost of the materinlg to e Government, that is but a normal incident
of the organization within the same terrvitory of two Independent taxing sov-
erelgnties.  I'ho asserted right of the one to be free of taxation by the other doed
not spetl immunity from paying the added costs, attributable to the taxation of
those who furnish gupplies to the Government and who have been granted no
tax immunity.” .

Thus, the Supreme Court flnally laid to rest the theory that an economie
burden in terms of Inereased governmental costs invalidates n tax, The earlier
opintons in Panhandle 0il Co, v. Knox (277 U, S, 218), and @raves v, Tcoas Co,
(208 U, 8. 393), were held antenable go far as they supported the contrary
conclusion, .

A dcclslon which siipports State taxation of Federal cost-plus-a-fixed-fee con-
tractors would operate at lenst equally to sustain a Federal tax Imposed upon
State bondholders, Both relationships rest upon contract; one involves the
furnishing of supplies and services, the other money, The tax in each Instance
wonld Increase the cost of governmental operations: In the case of the State tax



THE REVENUE BILL OF 1942 13

on the Federal contractor, to the full extent of the tax exacted; in the case of
the State bondholders, to some extent which is difficult of precise ascertninment,
Paraphrasing the language of the Supreme Court in the Alabama case, we may
therefore conclude that so far as a nondiscriminatory Federal incotne tax upon
a holder of a State obligation enters into the cost of borrowing, that is but a
normal incident of the organization within the same territory of two independent
taxing sovereigns,

What has been said thus far as to the power of the Federal Government to
impose a tax upon Income received from State obligutions applies with equal
force to all iuterest hereafter recelved whether upon futurc isswes or upon
outstanding obligations. No constitutional question as to the validity of a retro-
actlve tux is Involved, See United States v. Hudson (209 U. 8. 498), and cnses
cited therein, The proposed tax reaches only future Income, and i8 therefore
entirely prospective in operation, It possesses the same constitutional validity
as the income tax imposed by the Public Salary Tax Act of 1989, upon the
income recelved after 193R by all Federal judges, irrespective of the date of
thelr appointment to office, : :

The assumption, which was formerly prevalent that interest recelved upon
State securlties was immune from Federal taxation, is analogous to the assump-
tion of many years standing that under Evansg v. Gore (253 U. 8, 245), an Incomo
tax upon the sunlaries of Federal Judges would be unconstitutional as a diminu-
tion of their compensation, The salaries of some Federal judges were made
subject to the income-tax laws by the Revenue Act of 1032, which required that
all compensation recelved by judges taking office ufter June 6, 1932, the effective
date of the act, be included In gross Income, Judges who had taken office prior
to June 6, 1932, were thus glven a statutory tax immuiity. In the ecase of the
bondholder, express statutory exemption wag inchwded in the act of October 8,
1913, and this provision was repeated in later acts, With the realization that
tax Immunity of judges who had taken office prior to June 6, 1932, was not a
consgtitutional requirement, the Congress, by the Public Salary Tax Act of 1939,
took the final step to remove it, The present proposal to tax future income
of all State securities Is therefore consistent with the procedure and objective
of the Public Salary Tax Act of 1939, A further illustration of the application
of the income-tax laws to future income arising out of transactions which were
cloged before the particular taxing provision was adopted may be found in
Burnet v, Wells (289 U, S, 070), Thoe grantor of an frrevocable trust was there
held constitutionally taxable upon the trust income although the trust had been
created hefore the enactiment of the statute tmposing the tax,

There I8 no constitutional basis for contending that income hereafter recelved
upon outstanding State bonds must be free from Federal taxation because the
obligationg were igsued and purchased on that fmplied or expressed understand-
ing, The Federal Government was not a party to such contractg and the power
of the Congress to enact a revenue measure Is not fettered by any agreement
between Individuals or between an individual and a State, There are many
iNustrations of this proposition, ‘Thuy, in Louisville & Nashville R, R, v. Mottley
(219 U. S, 467), an act of Congress which prohibited the enforcement of certnin
contracts for transportation was upheld, although applied to a preexisting con-
tract, In New York v. United States (257 U, 8. 501), an order of the Interstate
Commerce Commission which Incereased an Intrastate rallroad rate was upheld
even though the State charter had provided that a lesser rate should be charged
by the company, Sece also Norman v, B, & O, R, Co. (204 U, 8, 240),

It accordingly appears that no objection on constitutional grounds ean be sue-
cessfully raised agalnst the proposal to tax the income hereafter recelved upon
outstanding State oblHgations. Indeed, the assistant sceretary of the Conference
on State Defense has admitted that 1f Federal taxation of income ariging out
of future issues of State honds 13 constitutional, “there remaing no constitutional
bar to IPeileral taxation of the Income received from the honds now outstanding.”
(Tax Immunity and the Revenue Bond, by Daniel B, Goldberg, a printed memo-
randum distributed by the Conference on State Defense, March 1940.)

The Department’s study of 1038, referred to above, reached a second and alterna-
tive conclusion that irrespective of the weakened vitality of the Pollock case and
Oollector v. Day, there ig sound basis for a construction of the sixteenth amend-
ment which would remove the immunity of the State bondholder and ofticer, We
there examlned at length the history of the ratification of the amendment and
presented as exhibits the evidence which would support that conclusion. Accord-
ingly, we refrain from entering into that phase of the problem In detail, One
brief observation, however, seems appropriate,
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At the hearinga last month before the Committee on YWgg and Means of the
House of Representatives, reference was made to the fedrs égpressed in 1910 by
then Governor Hughes, of New York, that the propoqp?;:m';tteenth amendment
would authorize the taxation of interest received from State and municipal obli-
gations, Reference was also made to the subsequent a}surances of Senator Root
and Senator Borah leading to the conclusion that the amendment was adopted by
the legislatures of all the States with the views of the latter two in mind,  'The
statements of Governor Hughes and of Senatora R and Borah, and of many
others, were gathered and commented upon in our stydy, It is significant that a
large number of public officials (some agreeing and fthers disagreeing with the
construction placed upon the amendment by Governg [ughes) urged that if the
Hughes construction was correct, it furnished an adc nal ground for the adop-
tion of the amendment.: Among these were Fredel M. Davenport, to whom
Senator Root’s letter had been addressed, and Senat rown, of Nebraska, who
wasg the father of the joint resolution submitting thé amendment to the States.
It {g also significant that the New York Legislature rejected the amendment in
1910 after the message of Governor Hughes, but ratified it subsequently under the
administration of Gov. John A, Dix, who vigorously championed the broadest
interpretation of the amendment,

The foregoing and an abundance of similar evidence permitted the conclusion
to be reached in our study that the preponderant understanding of the States at
the time of the ratification of the sixteenth amendment was that its adoption
would in all probabllity carry with It the power to tax the Income from State
and municipal bonds, i

We should like to reiterate, however, that the constitutionality of the proposed
legislation does not depend exclusively upon the acceptance of our construction
of the sixteénth amendmpent, namely, that the words “from whatever source
derived” mean exactly what they say, and ag so interpreted clearly embrace
income from Government securities. With full confidence, the validity of our
conclusion may rest upon the basic proposition previously discussed that no im-
plied constitutional immunity from Federal taxation attaches to interest received
from Sfate and municipal obligations,

Very truly yours,

SAMUEL O. OrARK, Jr,,
Assistant Attorney General,

O



