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The Pr-aiﬂmt; :
The White House
sieshington, D, é.
iy desr Mr. Presidentt
I enclose herewith & memorandum which sttempts

to implement your fdeas upon &n excess profits tax, The

meuorondua discusses some of the principel problems wnich
the drefting of & statiite would involve and suggests a
number of problems which need further considerstion. The
subject is & difficult one end requires more study than
could be given to 1t in the limited time evailable, but I
here the enclesed memorentdm will expedite a clarificotion
of the cubject.

Gene :elly speaking, the memorandum adovts two
of the brsic fectors you have suggested, namely, (1)
net cost of assets, end (2) capitelized eernings. For
rezsons glven at pages 19 and 34 appraised value and book
vilue ere not taken, but the two factors employed in
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apoertaining inveated capital are to a large degree & dupli-
cetion of the discerded fagtors. In other words, net cost
of assete emounts to & duplication of correct beok values,
and cepitelized esrnings approximates correct appraised
wvalue, Thus, we preserve your essential thought of compen-
soting for insccurreies inmhersent in the use of one formula
for the computetion of invested cepitel or excess taxeble
earnings.

In & nutshell, the tsx discussed is a graduated
tax upon §xcess earningm. Lypess taxable earnings ere de-
fined 25 eurnings in excess of the esrnings of & reprumu;.ivq
stondard perioed, 1935 to 1932 lnclusive, tut they may not be
teken at less than 8% or more than 12% of the invested cepital,
This mlnlmum allowence is to crotect corporetions with low
sernings during the representotive period, The mexjmum allow-
ance 1s to insure the collection of tex from corporstions
whiech hed lerge evrnings during the representitive peried, and
which should be in the best position to pay.

In order to forestall eriticism of the type directed
ngainst the World War excess profits tax, the device is adorted
of ignoring cost of asssts mo uired before Merch 1, 1913, &nd
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taking thet velue., This scheme is favorable to taxpayers;}
1ts virtue is that almost all assets cen be taken at their
net cost basis for purposes of income tex depletion or
depreciation. This enormously simplifies the tax by using
to edvantage computstions now eveilabdble to texpayers and
the Buresu of Internel Ru:unus. We thus eliminate one of
the greatest difficulties end irritstions ineident to the
World War excess profits tax,

Naturzlly, ell figures used by way of suggesting
retes and exemptions are tentative and illustrative,

If I have not mede the subject clesr in the ene
closed memorendum, I shall be very glad to give &ny furthe r

explanations thet mey be necessary,

Respeptfully yours,

REP:8G




MSUONANDUY ON £XOSSS PROFITS TAX

rnthuutigniiulirl;u‘.l-rlt.rl!

I. Gﬂn*rll Dﬂuﬂri tion of TAX o .0 & & s & &
(a) Zxample of Computation of Tax .
b Hiecapalty of Graduated Hates .
nlluntlan 8F TRE v v s b v
Exampt Corporations . . .
52 Parannal Sarvies Corporatio
a

3) Small Corporations . . .
4) Yew Corporationm . . . .
6) Forsign Corporations . .
&) Personal Holdinpg Companiae
7 Susosasor Corporationn . .
Individuals aml Partnerahip
(d) Durntiun LR e S e

II. UYss of Invented Capital . .
{a) The Nnuunnitr of Uaing Invented caplttl .

(t) Critleism of Carlisr Ixcema Profits Taxes
(e) Tha Influence of Deprasinted Comt . . . .

"

"
na
"

.

A

.

@ & & & & & & 8 F &8 8 & 8
R O I I T
L O S T T TR R T G

= & ® & = & @

IT1.The Calculation of Invested Capital . . . . . . . .
CAY TN CaNePRY & iy e e e g

Eh‘ Intﬂnnlblﬂﬂ &« & @ L T s

e) Capitalized nnrninrn of Taxable Yhar .oe

(4) Asmets Not Zvployed in the Fusinsss . . .

(») Borrawed Capital . . . + « . . . ity

{f Stock of Other Cornorations and Tnx-;:qut Londa

#® ® ® § & w o® B B B oW

-
"

-

L BT T T T T T

EEREERNEY 28

-
.
-
-
-

-

%) Foasible Ure of Appralsed Valus Alternative . ,

IV. Datarnminatirn of Standard Profite-. . . . .

{n) The Chnlece of a Represantative Ptriod - .'.'. :

{b) Adjustmant of Stamlard Prafite to Trvanted
Capitnl of Taxable Yessr . . . AT T

{e) Yaw Corporaticone Oreanlzed nrtur the Neanra-

santative or Standard Perled . . . . . .
{4) The &ffect of Flscal Parind Differine frem
the Calemdar Year , + o + o = » s & s s

Datarminatioan of Profite Huquﬂt B TRE 0 alteliy
a) Daduction of INCORE TAX . & « + « o & « »
{bi AdQLItional TORBEE & & + v s v 4 v s x u

v

{o) Tnvantorien . ¢ + o 5 % 4« & &
(4) Amortization . . . s
(a) Dividande Paild Cruﬁlt ’E

Vi. Alminiastrative Problems. . . .
(a) Aspesaomant and ﬂnlluntlan
(t) Possible Avoldanes . . .
{e) Spacial Amneasmsnt . . .

(1
®
.
.

-

-

- & & @

Ba



L)
L
=l-
INIRODUCTION

The purpose of this memorandum i1s to summarize
a general plan for the toxation of excess profits expected
tc be forthecoming as part of the {mpaet of the war wupon
the American accma::r.l The memorsndum will first s et
forth the fundamental proposal in broad, outline; it will
then attempt a slightly more detailed exposition of some
of the necessary provisions of s statute imposing sueh
¢ tux, The description of the tax is not intended to be
complete, but a number of suggestionz are o ffered in the
hope t hat they may serve c£s a basis for the freming of
& statute that will bve fair and workable,

l. HNo attempt will be made to draft any precise
stetutory provisions,
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The ;dﬂnbilitr of once more imposing & true
excess profits tax has frecuently been stated by impartial
B
commentators, often with the further thought thst =ch a
tax, 1f administratively successful, might be rotaolned as a

permanent part of the tax system,

1. The esrllest instance of such & tax in the United
Stotes, s 127 tax on manufacturers of munitions, was imposed
by the 1913 Act., A profits tax was imyosed by the Act of
Mareh 3, 1917, (30 Stat. st Large 1000) vhich was replaced
before it was ever applied by the excess profits tax of
October 2, 1917 (Revenue Ast of 1917, Sees, £01-710), both of
wnlch reappeared in revamped form in the Revenue Act of 1918.

Thie 181c Aet was & combination of two taxesi
one, the profits tex proper, and the other, a so=called
war profits tax, The first was theoretically on the excess
of psrofits over pre-war aver:sge earnings, The two normel rates
of return were deducted [row actuel profits to get the income
subject to tox, The normal rate of retutn under the excess
profits tex wez &f of the cnpital invested in the busines:s
during the tsaxable yesr., The tax waz imposed on the Mfference
between actusl profits and normal »rofits plus an arbltrery
allow:nce of 235,000, The normel r ate of return under the
war profits tax war the averuge profit for the perlod 1911 to
1912, plus or minus 10% of the {increase or dec.eaze in invested
nnpital. The excess proflits tax, in other words, aasumed an
6% return on capltal to be normsl. The wer profits tax
assumed that pre-war e arnings were normal, and thet 107
profit during war time wa: normal., The methad giving the higher
tax was the mmputation to be used,

F, 38g®, 2,5., Twentleth Century Fund, Facing the Tax
Problen hi!‘?} i God ey Nelson, War Profits Taxes and Their
Records, 17 Taxes 589 193‘93.



T. GENERAL DESCRIPTION OF TAX

The proposal has been made that a tax be enscted
along the following general linesg

(1) Allow & return free from the tax of normel
profits of the corporation,

(2) Tex eny profits above the normal profits or
normal return at greduated rates inecresaing as the profits
realized in the taxable year exceeded the normsl return,

© (3) Profits would be defined, generslly npuaking,l
in terms of "net income™ for purposes of the existing income
tex, thus simplifying administr tion b, taking full adventage
of work which has to be done independently of the new stetute,

(4) The normal rate of return would be measured by
the follewing factors: (a) equity cspital invested in the
corporation &s of the bnginninsz of the taxable yesr, which would

1. Varietions are indicated st p. 43 below,

2, Pos:ibly this invested capitsl should be increszed on
account of stock dividends paid during the year, See p. 30.

The 1918 excese profits tex %Iid the "aversge® of
the toxable ranré 1918 Act, 8Bec, 326 (2)., The "average" of
the year referred to capltal nald in; no earnings of the year
were permitted to be ineluded in invested eapitml., This

rule furnishes m reasonatle precedent for the nresent act.
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reaflant argate nt t'.ﬁ!t,::m depletefar As-raciated sont ne
dlltlr'lltin-d by tha Tureau of Intarnal fevesnus for incoms tnx
purponen; (b) the avarare -rofits over asme mtandnrd ranranant-
Aatlve rariod, sueh ad the perled from 1236 te 1038, inclumive,
() Thara would than te allewed as normal profits
ar noreal ﬁturnuﬂm nverace nrofite of the standard or reapra-
nantative nnrlﬂdu with the limitatisan that these pmflts taken
as nnrmal and gped Am AN exeosns profite tax orodit,s micht
not exeasd 8% of the inveated eanital, plus 503, which amounts
tn 128, And 8 © of the Lnvented eanital would be —akan an
normal nrofita evan AT the sorporatiocn had nvqra.l:': nrofite
for tha atandard ocariod of 1eua than that amount.
For exanplei
{a) If a eorporati-n hne average ntandard peried
arefits of J200,000, curreant oroafits of 3250,000 and an ..
invasted canltal of anly 200,000, thare would be normnl earn-

inzs of only 504,000, eanaintine of 316,000, Yeinc 83 of

1. Ap to value at lareh 1, 1813, res o. 25,

2, Thim neried ia prmetimsg rafarresd to telow as the
"etand ard capiade,
b |

P,

« 1918, 1821 Aota, Sen. J1f.

. e ?uml who f--i that thane parcantages of 8%
and 13 nhuuld ba 0l and 186, makins for a btigrar apread and “nk-
in~ in =ora eardorati=na. Thin 1n a matter = Lo, of courns,
rarulran eemolete atudy bafors 1t is deoided, Tha raocant
Onnadian atatute vaan an aptlsonal rats af 57,




invested capitsl plus an lncremse of GOE, or !ﬂ,nﬂﬂ,l
leaving taxable profits of #2£06,000, T

{b) I a corpéwation has average standard seriocd
profits of #£00,000, current profits of 180,000 end sn in-
ve-ted canitel of 33,000,000, there would be normsl earnin.s
of #040,000 consisting of 8f of 93,000,030, and the lower
average earnings of §200,000 would be disregarded, leaving
only £10,000 in the taxable class,

a -of Computution of Tax

Enfore commenting on the above factors entering
into the computrtion of the tax it wmay clarify discussicn
to set forth an example of & hypothetical tax 1iability as

follows:®

l, An 8n olternative metbhod there might bo used aa
normal profits an average of the sarnings of tho repre-
sentative period snd uf of the invested capital, For
example, If & compeny had representative esrnings of £:00,000
and a capital cost of #£00,000, 8% of which 1s $16,000, its
normal profits would be 1/F of ££16,000, or llﬂﬂ,ﬁﬂn.

2. The rates used in this example are merely illustrative,
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Tnvanted Capital £10,000, 000

A7 af ntove 800,000 ;

507 of this pareantass 400,000 i 1, 200,000
Avarame atandard profits - 1935 te 1978 8,000,000
Gtatutery normal return 1,200,000
Aatunl not lnooma, Ces, 71,

Internal Navenus Coda 2,000,000
inga=a tax liability & 180 (approx.) D40, 000
‘et lnoane after ordlnary ocorporate tax 'm

Aount of Itatutory EBalanoe ilate Amount
et Incoms opmal Ae— Subjeat of ef
fnoh Nragke turnf{exoess Ta Tax Tax Thax
—t Profits Tax

__Zredit
ot ovar 1084 of
invantsd capital 1,500,000 1,700,000 300,000 10% 0,000
vvar 155 tut not
over 187 of
invanted capital 300,000 300,000 25% 76,000

cver 157 of
Invented carital  E€60,000 680,000 50%_30.000

Totnl Sxoesn Prafita Tax m

Avara~e paroantage of axcann prafits
tax on axecane Lneame - 344

Avarame parcantoge of arrracate ax-
gamn proflta and Lnonme tax
11aP111%ty on total nat Lnesre - 303y
Thara 1n attachad herats, an Sxhibit 4, n semputatien
In annther gages In which tha taxnayer's averare ntandard profits
nre Insuffielant to ~lve exsmption creanter than 82 of invented

ennital,.
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L. (b) Negensity of Oradusted Rates

Maturally the axigesneles of revenus neada would hlm
srimary factor in determinine the precine rates to be uaed, Tha
sugrantad proposnl involves tha use of a graduated rate moala, -
in thia raspeet it ims unlike the ourrant Hritish Act, but 1llks the
Canadinn Aet and the Amsrican 1918 Aet.

ixgeap proflita tamation ls rrounded an the asaumntlion that
axtrasmiinary profits oan bs regarded as windfall gains.Thin RAAURT-
tion meama to ba tha mora Juatiflasd tha higher the profits are above
the "narmal®. Prafites only a 11ttle btit highar then the moroal®
may te dus to windfalls from war or may be due to other reasons;
tharafore, 1t ssems Justifiad to leava a larce portlon ~f profita
whilsh only mlichtly surpass the "pormal® in the hands of tuainean,
fut to inorsases the tax rates with inerearing proflt ratie under
the paaumpition that the hipgher the profitability the zreater the
nrobtability that they must h_q attributed te factorn other than
anpaeial akill of mnnn,::u:ﬂent.- .

The gpaneral rule that the abllity to par prinoiplsa dcas
noet Justify a graduatinn of corparate taxens doss naot held tpus for

thae exesss profite taxen. The peneral ruls is based upon the

1. For axample, tha la-iplative history of the 1018 Aot shows
that that aet w-a expeocted to yiald 56,000,000,000,0f which tha
axaans profits tax was sxnacted to yileld §2,400,000,000.(Senate
Financs Committes Heport Mo, 817 (1910),

Tt 1a antimated theat tha 1917 axeeas orofita tax abrorbad absut

441 of tha inereasa in annunl proflt from '4,17%,000,000 to
-3,500,000,000, A croup of the leargest manufacturine and minine
caroaniag in the gountry neld in taxes (ineluding bath the nermal
ineome taxan and the axocess or war orafitsa taxes) about 2854 of thair
nat texables ine-ms for 1917 anl about 355 of the sama inoore for 1918,
For vafinncanta of thasa pareantacan, sea faport ~f Snanial Com-
mittee on Invastication of Nunitisns Tndustry, Mo, 044, Part 2,
Téth Coaneeay 18t Sess., 7. 14 [18358).

. It 1m irpossible to detearsine which prefite ars dus te

frna ANt and which are attrilutabls to ncononlec conditisons or
aa-l-monopolintie advangataas.
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asmu=ptian that corperate tnxes are ultimatsly borns by tha atook-
helder, If there should be any rraduntion it should be in
correnpontence to the ineome bracket te which tha Atockholdar bte-
lonen, whish afscourss can be done only mqum the individual
tnooms tax. Sxeess profits taxatisn im based on the theory

that thase nrofits should be taxed irrespsctive of whether thay
“ould otherwise acorue to a perpon in the lowsr ar in the hichar
traaketn, 5

This tax in not bassd on the ~rineiple of the indlvidual
ability to ray, but on the theory that ralna attributabis to ax-
transaus factors be atnorbed an such an nosaibla by taxatien. It
ls r tax on the sorporati~n par gs and rot m tax on individunle
Wirouch the means of eollaetlon at tha anurcs.

Thara ara soms argumantn againat graduntad ratea. A1l
azeans profite tnxatlon implies s eartaln erudanass in tha datercina-
tisn of "normal® profita. If a uniform atandard ratie 1o the
eriterion of "norcal® profits, then corporationa with a normally
hich ratle (for inatance, because nf hHirh risk In the anaalfio
braneh) wruld £all tnta a hicher bracket undar the rrinoipls of
rroduatisan. The nacamsary arudan«na of the eritarion theraby would
e ar-pavated.

If atandard acenines in a base period are shamen as A orit-
arinn, then ssrseapatisne whieh hapnan to hava axtraordinarily low
"roflte 'n the base teariod are panalized by a hich braoket tax, if
rraduatisn is anolled,

T an axcesn profits tax la nronesad for n neutral eountry

in a nerlad of war, the rates cannot be tes drantic. In much a ait-
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uatlon buninans in not oradopinantly deternined by the inpact of
tha war, re that nll hirh profites sould bae regardad an war nrofits,
IT the progreasion, therafors, should not reach vary hipgh per-
centagna 1t may be mors advisable to anmot a flat rata with A
darransion for profitn Just abeva the arltarion of "noroal® profits.
Such a dsgression 1= advisable in order te aveld a too sudden Ju=p
from the non-taxable to the taxable profita.

A flat rate tax 1a nora aanily adminlatersd than A pro-

grasaive tax.

I.(c) Apoliontisn of the Tax

The Aot nhovld sover wirtually all corporatisne; asgre-
articn of war profits industrien in the eonvantlional nanaa af
the term would bte impractienl, nincas all lnoreaged proflte
will be partly at'ritutable to war activitise and to the attende
nt riss in vrias lavela. Tt in rotamorthy that in the flrst
war aet of 1018 munition rakern wera aimrlad sut am the anla
obleot of tha tax. lwt other orofits noared st the amme time,
and all in-‘.;.h'l.rinn wara soon drawn within the nat of aubse-
cusnt asta. ; Spaclfic tWoam o corporations should nratably

e treatad na followa:

1 t ! 4 that uniw ApPD io L]
mirht i-m.!‘{ tn“htmmh cznmﬁuenua:rgalnn;t }.-uuii:r gﬂ::-:ﬁh I-'Er':':
axnola, in the oase of £old minine 1t was faund undar the
arrlier aote that while ~old trousht tha AfmMa price recardlans
nf the wep, nevarthelanst the oost of labor nnd materials want
un., Therafarae, much “inling was arsmpted by aomglal provialens
ln the Aot of 1918 (Ravenus Ast of 1617, 3ec. 304). There
wult nrobably be orassure at the ~resent tims for aimilar
aracial exemntinone wherever t-a nrisas 'n the induatry in
muantlsn are repulated by law, an for axamnla, in the canss
ol rallroadn., Ifut in view of the allownnoa af A ninimm raturn
af 35 tafara the tax benspan oparative, tha naad »f apch ax-
amntinne 18 far from olsar, '




=10-

. 1
(1) Corporations syamot from the incoms tay shoula

alno be axespt frem this tax in order to aimnlify adminintra-
tlon and aweld ecomplaint.,

(2) Lorgonal seryiocs gorporations, in whish sapital
ir "ot A material income-nroducing faetor, mirht ba axamntad
from the exeess profite tax, but misht rasaonAbly be tn;nﬂ an
partnarahips, an was dons under the 1918 and 1921 Aotn,

{3) Some favered treatmant micht ba shown te vary
BmAll corporatiens, which are not affiliated ar auksidiary unitn
af large corporationa. Avarass atatintles under the sarlisr aota
sovaring oroflt-oarning corperatisns mhow that the patin af
net income ta eanital variad, roushly aneaking, in invarse pro=-
nortlon te the aslze of the oompany. Larger sonosrnn solden
realize such a hich peresntaps of orefit as do sauveoemaful
conearne of modarate or amall slza, Therafors, te aveld an un-
dus dlrerimination againat amall corporaticne, thare mirht ‘h;
“xentsd corporationn with a nat ineoms of lean than 328,000

or nnme other anproprisate minimum am-unt,

1. Tnternal Revanus Code, Saa, 101,

2:  Thir would ba eanatitutisnally more asceptable now than
in 18168. Saa Halvering v. Matlanal Groeary Qn., 4 1. 6. 282
(1938). torssvear, 1t nicht be batter atatutary teshnioua te
Flvs auch mrgumtlunn an ontlon to be taxad am sartnarahips
anon conaent to oartain regulatisnm Llamuad by the Qommissloner,
Thin teshninua nipht bae #apeolal’y valvable In the pans nf 0or=
noratlonn en~amed nartly in persenal narvince activitiss, whars
alladationm of ine~ra wauld ba negRaRANTY,

de  Thir was the dividing 1ins undar the undlstributad rrofitn
nurtax, am amended by the 1028 lot, fan. 14fa),
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(4) New gorporations would also have to be treated

somewhat differently, as will be discussed wzore in detail
balow, Aere the reference to jro-war activities wou ld have
ts fall away, and an a 2riori normal retum of some flgure
between 8 and 1£% of invested cupital would have to bhe tuken,
(s) Forelen corporetions might be taxed under a
srovision similur to the special ssgessment provisiona of the
1816 end 1821 Aets discussed below, or they might be given
fn option to use the genersl method of computing normal roturn
45 to eny cuplital actually wemployed vithin the United Etutesn,
(6) Personsl holdins companies and foreign personal
holding compenies should b e exensted; they are nn; sub jected

to taxes celculated to compel thneir disintegration.

1, Compare Canadisn Excess Profits Tax Act, Bec. £(e).

£. Titles IA, Bupploment P.
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(7) fusceagor Corporations Tha resr-antzatisn

nsotlons, tioh have basn astadled in th! inesme tax atatute

ninge 1918, render tha traatment or mrrmlattinnn rriar

tn or after the anactnent of the tay ruch lams parplaxing

‘hAan under the old aots. The 1912 ant 1501 Aots fAraw the

1ins at a 807 chanree in intarast ar eantrel in determinine
whathar annete should be ntepped unp for invegtad agnital

purposss when there had bean n reorsanizatisn, con-

rolldntion or shanee in senarthip af a trade or Tuslness.

In eamoutine invagted sacital for the eurrsnt taxable yoar aftar
the imaasltion of tha tax <ap any oorporation ragreanized or eon-
rolldnted within the seanine af thidtﬂ-f‘.l"li raorranisation
maotionn af the inesme tax atntutq,.unnh tranafareced to n new sarpors.
tlon may under the proponed tax e ‘)Hr!nl'ﬂ#!‘ as for inasma *ax arnose,

an Lf ntl11 in *ha hands of ths pradagannor eorsarate owner ar at

T+ 1815, 1971 Metn, Sae, 331
2+ Internsl Heverus Cods, Seo. 112, 113,
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the cost to suoh previous omer, if the pravious -mer was
not a corporation, UOonerally speaking, the reorgani zation-
bazis provisions would Lo spplicable, Proper adjustment
would, of course, have to be made for any cash or property
Iaul:un‘l.}.j paid in as part of the tronssctiom.

(e) Indlvidusls and Pertpersnips o sttempt need
be made to apply the excess profitz tax to Individusls or to
partnerships as under the recently-snzoted British statute
(ercept as to professions dependeat meinly upon perzonal
nuslificaticns) and under cur 1917, btut not the 1918, Act.
While it may be somewhat {llogicul to exempt individusls,
eorporstions meke up the g rest body of American busime u,n
and the infividusl surtsxes will take good cerr of the problem
.of pycess profite & far as Individurles ond partnerships are
concerned. Individunl capitsl golns are sncother metter; if
wa heve s substantinl rise li priew levaels, gapitul gains will
be =Rr or oxcess profite ln every trum aemse of the term, But

the Latter road to the taxatlion of zuch profits seems to be

1. The excess profita tax of 1017 causad groat disconteat
end wes barealy endured even i B TET mEAAUrae,

£, Kennedy, Dividends to Pay, p. 1(18928), stating that
825,000 corporstions & & of 18RF Increased to 450,000 in 1l9i0.
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thruu;: the raising of capital gain rates in the Income Tax
Title.
Ine individunl surtsxes will sinmilarly orevent sny
gross [nsquality bobween the tex on corporcte and non-corporate
business such ns might rafse sn issus o conotitutlonality on

the grounds of arbitmry clessification,

L.{d) Duretiop cf Tax

It might be desirable to rotaln euch 2 tex as &
permanent part of the rovenue system, Bookkeeping dovices
might avold part of the incldence of my temporary oxcesa
orofits tax, And 1t msy further be sald thnt corpormtions
ecrning ¢ very large réturn of their Invested capltal are
sble to bear o lerger part of the tox hirden than other
corporntions,

One technical problem wolen would bacome accentuated
with a continued durntion of the tox rmould lavolve the b tandard
pariod of ezrmings to br amplojyed. Asx tise peasksd on and
e¢conomic changes ogcurred, the wao of the 1378 bto 1935 soeried
iwl:d grow more and more antl usted and out of proper coaparison
with present facts. The use of a roving bnsis (19 other words,

the usa of thn vear immediataly prlor to tha taxable yvear as

1« BGeo. 117.
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n part of the ntandard perled) ir & ponsible eelutiong

thin nathod, however, woull giwe corporaticnn a vestod
irterest in one year's excoms proflta by parzittline them

to reduge thelr submseousnt trx acoordingly. Potential

arranay In the use of & covine basln would be less sarloun

17, an hap been suggented, ntandard profits (or sxeceen profits
tax oradit) are Asssad to ta not lass than 8% and net mare
than 127 af the invanted eanital. An alternative, and perhaps
rraferabls, solutison would ba te chance the 1538 to 1838
sarlad te aome AifTerent s-an of years after industry had
parsad thrsurh o falrly noroal neplnd,

Ll U35 oF TIVZSTED CAPITAL
Thils averame proflta dircine the standnrd parled
=auld ba tha aritarion unually esploysd under the surceated
prapnaal, the invented canltal would be referred tn far tha
purtone o7 a olnimes and naximum nllewanes. There 17 a
vital r4anron for thess minlmum and maxi=us allosanosn =hloh
chould ba nat ferth st this point. Osntrary te popular
impraseion, 1t gppears ineentrovertitles that a preat rany of
the lasdine oonoarns have H?'t izad vary subatnntial profits

in ths so=callesd depreaslon. A tax vhish merely reanhed

1. Sea Kennedy, Dividends to Pay, Ch. 1 {19M0).
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prafita atove thess larca depresslen=peried nrofits would
rarmit tha enoane of ‘lmlhr.n nourcan of ravanus by thome
tant alla te baar thuilr shee of the tax bturdens. On tha
othar hand, thara ara many consarnn which, eithar baoauns
of thelr pealition in the induntry or bacauss »f the naturs
af the infuatry in vhiech thay are ancaged, had low nrofite
in tha dasransion parlod. Sueh oonearnn, the vary sonoarna
whieh ahould ba parnittad & reassnable opnortunity to re-
coup lopmen, would Te heavily panallired LT eaxoans profits
dare darlned ap prefits of thane low profit years. The
only protestlisn which ecan bte reanonably affordad for such
cangarnes la mepsuremant of normal or atandard spofite by
rofaranag to invested capltal, which in turn measured by
rafarancs to the depracla’ed er deplatsad ooat of asna*a smployed
in the tWwelneng.

1L, (a) The Nesesplty of Using Invested Capital

The suggested propesnl, L1t will ba poticed, aorbines
tha econcent of :ltnrdnr-& *mﬂ{n with that of A normal rate of

roturn upon investad eanital. From ons viawpoint, the value of

1. Tn thip raspect 1t le sopevhat pirilar ta the reasntlv
snacted fritish exosns profits tax effective April 1, 1729,
This tax in fixed at of the amount by whioh the profite
of the toxable yoar axosed the pra-war atandard of orofite.
The atardard proaflt ia datamined with refarensa to the nrafita
2f a etaniard parlod praserlisd ascerdin- to when tha trads ap
btuninadas wan ocommancad. If the buainess wam nommanosd bafore
January 1, 1938, the standard paried ag ootlonal te the toxoayer
tn ne followa: 'aither 1028 or 1038, tha years 1035 and 1077, or
thz yeara 1536 and 15837, In the casa ~T a Tusinesn started
after July 1, 1836, the ntand mofltes are the "atatutory
parcantage® shich is BI of ths inverted racital in the oase of
corporations and 104 in relatlien to nen-cerparats oreanizatisna.
~irirun pllowances are mads in 1lau of stardard orofits, It 18
alng srovidad that r-fereen ray raks arecial allowances fer linen
af Tunineser lnvalvine particular rlsks or other sondlitisra,
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the ssaumed invested capital necessarily depends upon the stan=
dard esrnings; from anothar viewpoint the oxesjted profits depend
upon the invested enpitsl. The coastruction of an "invested
eapital® based on earnings alone rould involve o loglecal elrcle,
If it were proposed to tex cll excess profits on an cbstreoct
Tinvested capital,™ which itself would be found by ocupiteliszing
esrnings at & certoin pageontoge, end IF thet .sa..;.-.a percentage

of rotum wars then pernitted to be rucnivu& frae from tax, we

would be indulging In eircilar roezoning. Thers shauld abylously

L. Xt is true thet the use of cupitalirzed sornings =ould be
cae zathod of v olulng invested capital for purpose of &n oxcesa
nrofits tax., One cifrltult:r in tnls connectlion, howevar, would
be the solaction of the vepitc.ization rete for emch industry,
constdering hor some businesses involve 1ittle ond othars s very
great hagard, as well as bhow toe esrnlngs of some industries
flretuste widely wmhile the prefits of others ere relstively stable,
There would be no yardstick here except tne vague gensrsl prineiple
thet high risk industries should be enpitalized on the bmais of &
higher rate of return thun more stable low r isk industries, But
refined differentistion would complicate adminlatration, and 1t
would probably be necessfary tu mdo, % & 'lbernl capitalication rate
which =ould be mppliceble to ell industries. Tals would favor the
bigh risk industries, whicn 12 economically desirable., Howaver, in
the ifnterest of consistoncy it would then be neceszary to take the
same rote of capitclirzation !'m determiniug how =2uca not incoms should
be exempt from tax altogother., Thus, 1f 1t woro declided to lesve a
8% return free from the tax, averzge net 1ncome during the standard
period might ba capitalized by multi lyinp taea by 18 £/% snlon would
certainly be a ressonably libersl rate of caupitul!zatlion, The
some result, howevar, cnn be reoscned more dircetly and more simply
by merely using the veiruge standsrd profils as the norz without
any sttempt at cenitslization.

It {2 » porious guestion waother the old wneepts of
compurative rlsk factors are any loager welid. For instances,
tho old Tdem wa- thnt the oll ond mining iaduatries are axtra-
hazardous, Are they today? These industriss sre ucually
orgenized on a large =cale which rverages out drv holes mnd
unprefituble mines; morsover, modern methods of explorntion and
Mecovery have grectly minimized old herards. The man of the

(coattd p, 18)
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be soma eontrituting measurs of canital indapandsnt of
atondaed prafits. Morasvar, as indloated atava, the use

of tha fantor »f sarninee alens would dlserimlnate in faver
nf oarparc<tisne whioh profited ﬂITlI'I'll'IT:; fdurine the de-
nrasalon yeara,and would bte sspeelally unfair in the oase

of naw and anpsoulative industrisa. It =ight aleo over-accant
the fantsr of cood will., A very comtly mine shaft may rever
hava produssd a alngls ten of copl Murine the standard nerisd,
nnd the eorperations which mchisved rood will peaks in the
ranrasentative perlod would pay ne tax.

Tharafore, whateve, 'ta difficultlas tha ums af an
invasted capital sconcect aimilar In pany resnacts te that of the
1912 Ant neanmn daalrable. As ta -oat meestn the ilnvesated oapital
anmioutad would bte ralatad Alrectly to the cont taris originally
arrived at for depreciatien or v.‘!-'.\'.r.nt!*r} nurposans undar the Lnooms
tax. 'II'h-.- uvee ~7 auch a taala iz better adapted %o A pearsanant tax

than any arxamntion relntad in every unnv. anly te avaracs

{1 eant?d from n. 17)

ntreaat aertalnly no loanger thinka of tha atook af the Taxan 011

fornany am beins atock of a hasardous antarorise, He way ba
uo=to=data 'n hir thinking apd the ~14 raganitalizatisn formulas
ray ta what are chroleta. On the athar hand, tarhaos a aor-
nﬂrk‘fivﬂy now soroany angaged in a reputedly starls intuntry
mauld ba ragardad an aubj=et to a hich risk., The man nf tha
ntrast may ta un-tn-date in his thinkine and tha o14 racanitaliza-
tisn formulan Fay b what are agbrolats,

1. Saa however, p. 27, note 0, as to nercantape dsplatlen.
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earniogs, It 12 & more responsible flgure than book value and
12 readily & va'lable for ude, slace most of its underlying
£

moteriel has already beesn computed for incame tax puUrposes,

1. Tnta would periaps be the moat wrblirary pozsibole
bapis of walue. JIn tie cause of mosl well-conducsted sorporations
bosk voluan originets 1n 2o3t, but many corporsticas even today
carry assets at book vilures comoletely out of Llas, Wy end dowvn,
vith deprecinted costs and cirrent values, Nany assets of great
volue never get on toe books at all; on the other hond, many
#230ts of small value sppoosr on tne books at inflated vulues,
Zven in t he cass of corgor-tlons waoze boox walues atartad eith
geouine cost thers would be varlances originating in differing
ideas and estimates of depreclirtion, obaolesceace, etd. Gince
o bizh book welus would ralse e mployed capital, the use of this
fsotor woul? tend to penslize conservntive bookkoeping, end there
vould te nigh-sounding tolk of conilict between New Deal sgencles.

The voower may by sade that crudities innerent io the
use of took velued might bo compensated b v using ook wrlue
ud only one of seversl [uctora. Inls 15 true, and it is
also true t hat bock or ceEsct valuos are ofien Cewen in evidence
of velupr 1in the ebsence of other evidence, (Bee Paul, Eelected
Gtudies i~ Foderal Taxation, p. £I1 (1837). But this reply is
only & partisl anawer, snd any tax wiaien was referable to book
values, 3o ofton statod by tne courts to be merely evidentiory
(s®e ®,g., Doyle v, MNitoncll fros,, 247 7.3, 178 (1218)) would
be subjndted to some juatifinble eriticlsm, snd much odditional
unjustiriahle oriticicom as wall,

Y. True,the uss of value =t Harch 1, 1915, for !ncome
tex opurposes somarhat complicates the polat, but this complice=
tion need notbt trouble ua, Bee p. 24
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11.(b) Criticism of Eerlier Excess Profits Taxes

Before defining Invested capitel Iin more explicit
terms, it may be vell briefly to dispose of ths coriticicms
phde of the World Yer excess profits tuxas.L Lack of nd-
mintstretive experienco, deficiencles In bookkesplng recorda
and unsallability of detalled Factusl Information mede in-
veated capital under the old ceots an ungopuler lastitution,
The computation of invested capital was irritating mnd costly
to taxpayers and delayed the collection of revenus under a
srocedural systen whien put & promiam on under-payment of tax
in the orlginal return, However, the Government and tox-
peyars woare just baginning to understend toe atatuts zad (s
application vhen Coneress repealed € ne tax, thus throwing
aroy the km:.-‘.rlr.-d;:l* we had gained, The old tax had a zound £

prineiple underlying it. If we had Teft 1t {n tue ravenus hlr';ll,

1. Invested ceplitil under cur enrliesr excess profils
scts was defined as (&) csash nald in, () the sctual cesh
value of tungible propocty paid in, and (o eld=-in or ssrned
sup lus employed 1n the business, (19l&, 1821 Acts, Dec. B04)
Putents, tredemorks, good w1ll, copyriphts oud other intoagible
aasets vere included up to an amount not exceeding tho actual
velue of such projeriy whem -aid 1n, the par velue of the stock
issuod therefor, or .58 of tae totel pur vilue of tac coarper-tion's
cpcies; wilchevor wes bLar losast,
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its administration would have become relatively simple by
this time. Woreover, 1t3 graduated r-tes might have diminiahed
the incentive for tax avoldrned by corpornte surplus sccumulation,
Fithout attempting at tin w0t any discusslon of such
tacanical problemy as the esclualon of horroved cnptt&l,l the
limitations to be st upom the lmclusion of intangihle proparty,
and ima'misslhle uset:,a and the trestmant of rsorgeal ul'-.ic:ru,,‘l
refoeronce may b brisafly mede to the troublesoms srobless of valus-
tion Tor surposes of invosted copitel.,  Thers sas no spectial
Mrriculty under th2 uld agrs with respact to cash psid im, but
corporzte stock is frequantly issued for proserty, botn tupgible
&nd intengible. The method of com-uting investad conital used under
the 2 arlier scts therelore involved s walustlon of pmwoparty paid

in to the corporstions ot the t4ne peid in, Buch a valustion, as

L, iolm=a, Federal Taxes, p., L¥T5 (1982 74.); nes p. 32

¥, Holmes, Federal Taxes, p. 1287 (19t 74,); ses o, 28

&, Hdolmas, Federal Taxes, p, 1058 (18:% #4,); ses p. 34

4, Hnalmes, Federal Tpxes, p. 122} (13:% £84,), Eeoe nlso
discaseion of the O0ld Dominion casa, Hoport of Bpaeinl Comittos

on Investigution of Munitlons Industry Ne. @44, Prrt £, T4th
Cong., Lat Sess., pp. 18, 01 (lazr).
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of the time peid 4in, even though previous to Mareh 1, 1913,
Wes yresumibly once made by the Tressury for corperntions
old encugh to have been subject to the tax imposed bty the
1912 and 1921 Acts (except corporations grented speeial
essessments), though it may be a question to vhat extent de-
tills of tre veluations so made could now be reeovered from
old files, There would not be the seme problem in the case
of newer corparstions since the Bureau of Interhel Revenue
presunsbly hes sufficisnt cost records, PBut for ressons
indicoted below, these difficulties B3y be avoided by {pnore
ing eequisition cost before ¥oroh 1, 1913,

Unless we do so, the vioclent, and often bitter,
eriticlam of the o0ld excess rrofits tex, rarticularly in 1its
use of invested capital ts a base for the exenrtion and,
£gain, partieulsrly in connection with the difficulties ine
volved in valustions, made by such cxperts as Mr, Arthur
Ballantine, former Assistont Seeretary of the Treesury, the
late Dr. Thomas 3, Adens, former Adviser to the

1, JAnother more theoretigel problen under this method of
¢omputstion would be the determinstion of & besie thuur,z of weolue,
The 1918 =pd 1921 Acts used the term "eetusl cesh velus
(Bec. 326 (a)), ena perhips this term is ss good :5 my that may
be found, for in the end wslue 1s s gquestion of foet the answer
to whieh cen never be determined with mathem:tical agguracyj
the ue-tion mustalrays be determined by = process of comrromise
with practical reference to & composite of complex circumstunces
End the brsie torms used in the stetute wre = gemerslity of ut'r.{o
practicel cons quence, (Fsul, Selacted Studies in Federsl
Taxation, p, 1628 (1937)).
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Treasury, and others would no doubt be rtplltld.l This criticism
scems to have been cons=iderably exaggerated, but 1t wes suffl-
clently telling to accomplish the repeal of the old excess
profits tax, The t ask of government snd taxpayers under a
new act would not be as difficult as 1t was unter the 1918 end
181  Aets for several reasons, among which ares

(a) Corporate records are in better shape tham they
were ln the last warj

(b) The Buresu ls more adequately menned and more
experienced than it was in the lost wary cor-
porate advisors in the legsl and aeunun%in;
fields are elso more competent and experienced;

(e) It should be possible to re-utilize consfdersble
old valuation work; end

(4) Toe Buresu of Internal lL:eveaue 1s 1n the po-
sesaion of much date w hich would be ussful, and

g0 porhaps are other b ranches of thie government,
such as the O,F.C.

1. GBee [Hesport of BSpecial Committee on Investigation of
Munitions Industry No. 944, Part 2, 74th Cong., lst Gess,,
p. 18 (1928),
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11.(e) The Influence of Deprecisted Copt

There 1s & further znd more fundsmentsl remson why
the determination of invested capitel will be easlier today
tiean it was in the World War years, The cepitsl (including
reid-in surolus) and earned sur:luul of » ecorporation, or its
net wort‘h,z consist, when all is said snd done, of nothing
alse but the diflerence between (2) the cost of the corporate
non-deprecieble and non-deplstablo msszets rlus (b) the net
cost of the corporata depletable and ‘eprecieble assets after
depletion and depreciztion sud (e) the borrowed canital of the
sorporetion, both funded snd current, The conventlonsl spproach 1is
from the liability side of the belance s'wmet, But there 5 another

1. Of course, edjustment of earned surplus hes to be made
for reserves which are mere subdivisions of the surplus sccount.
Reserves for contingencles, reserves for self insurence end
regerves for Federal income end profits texes are pro erly to
be concidered parts of surplus., This ‘s not gemerally true of
any regerves the additions to which may Ye deducted in odmruting
et Income. Among such latter ty-e of reserves are rererves for
deprecist ion (which are rresumed to offset the loss in velue
of pasets) ani reservea for atate or loerl taxes vhere ths ocor-
voration reports on the accrusl besis nd the amounts cerried
to such reserves have beon deductad, (Bee generally on this
subject Reg. 45, Art, 839),

2. The "net worth" of & corporetion consists of the excess
of assets over lisbilities (to creditors, a- diatinguished from
the rrorrietorshir smecount), BSee Kohler snd Morrison, Principles
of Ascounting (1931) p. 33; Kestsr, Accounting ﬁwa Vol, II,

» 398, 412; Kester, Advenced Accounting, 3rd Bd, (1933) Ch, 21,
En its broedest sense, "surplua® represents the excess net
worth over the capit stock of the corporsation, with certsin
excertions (as whore the capitzl stock was orl nelly issued st
& Aigcount), Hadfield, Accounting (1931) p. 2 1& Keater, Lecount-
ing (1925) Vel. IT, p. 439, Bee slso Kester, Advenced Accounting,
3rd E4, (1937) Ch. 2;-
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approach - namely, from the ssset side of the balance sheet,
The capital and earned surplus may more easily be determined
todsy than in the World War yeers, because we are dealing in
the main’ with assets purchased or acquired during & peried
in whieh cost depreciation affected net income, For most
curﬁurntiunl the Bureeu and texpayers must be in the possession .
of date fixing the cost of nssetu,l including assets rurchased
with stock, Valuztion problems are therefore reduced, and

we have evallable & current depreciated cost of assets on the
asset side which fixes the surplus on the lisbility side,

Where property was zcquired before the advent of the income tax,
the basis used should be the 1913 vzlue (unlike the trestment
under the old sct which took original acquisition cost in the
case of assets acquired prior to March 1, 1913) rather than
attempting eny retrospective appraissl s of the date contributed,
No nim'la;l?et cost basis may be currently availsble s fo hon-

-

'

T
l. In some cases the basis may be the Merch 1, 1913 value,
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danreclatla adsets, nuch ne non-nineral landa and Atole roe
rrapintins the assete of subaldisary or sther serpsratisne, But
uniepresinted coat 1n » nAafe anou~h basie for such lands, and
groan coat will usunlly hllml'l.nnt-lu, rartioularly whara thers

Rag basn A reorpanization. "hara such cont was not avallable,

the flaure at whileh non=ilneral land in carrisd on earp-rate

Laske in usially net unreprasantative of its eurrent yalue]

anl in the internst of simpllalty tha book valus of the

1and at tha Aate of the intredustlen of the bill inte Convrass
rirht e uned for this rurposs, althoush this would werk necaslonal
lniuatics whare a oompany had ricorously nealed dewn Ltn book
valua witheut abtalning any inc~pa tar benefit from the r-ﬂuutl.r-n."
If wa dlapeagard oont of amaeta aequired nrior te “arch 1, 1913,

an asaat-nlds mmount Le tharafora reasonably avallable am te
larze prevertion of eorporate asmate, whish sata lishes a flrmar
rurrlun aaesunt than =as avallable at the time af adsinis-

tration of the earlisr aots and thus mini=izen to a rerariable
dacras the diffleulties of asmputing invested ocarltal ~hieh

trdm thane aarller aote ao unpopular.

1. Sae fwn 101, Art. 112(g)=d.

2 Gtacks, or inadnianitle asaets, w111 ba deslt with
aapnrataly helow.
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TII. Iu< CALCULATION OF INVZSTED CAPITAL

(a) In Canaral

Rafersnce hnm baan mads tn thae aimplielity of
detarsining the firat alsment of invested eapital, - eash
»ald in. Apart froo 'Intmf::!.‘r-lu the patd-in and aarned
rurplus Accounts are plainly refarabls ta the aanata »f
tha eorperation; 1f thess unlﬂ{n are eorraatly walued,
surslus in A talancing fiFura. For murposss af eomputine
the eorrect surolum auch nasets na cash, and naten And ¥
eocounta regalvable, could be taken at their fage ~|u|L11.|a,7'L
inventoriss micht be valued, am for inesms tax nurponan
and an for mrpouu:qnf inventad capital under the ald
-uxc-un*praﬂ.tn tax, uat cont, or coat ap market, whichevar i
lowar. All Asnlatable and dapraciable proparty, ineluding the

fixed proparty acoount, eould be taken at the nat arieinal oost
¢

1. Ses authoritiss cited in nota 2, naga 24,

s Thara should parhaps be nome digeaunt for accounts
and notes recsivabla shich wers not worth faos valus, but
thils in a2 oatter of detall,

J.  Helemes, Faderal Taxzes, p. 1268 (1923 £4.)

4, Variatinne mirht be allowsd whara asre nthap
invantory basin ia allowed to the taxrnyar,

8. A :gqolul problam in pressntsd by tha pareantace
deplatisn deduetion allowsd ta o1l and icas produeers and aartaln
minlng companles. (Sec.1l4 (b)), 1t 1a n aueatlon to be denided
whathap the sxoens of peroantare daplatisn over sent ar lapch 1
1213, valun deplotion should be allowad an -art of investad
anplial. The mama cusstinn arlsss aa te diecovery daplatisn,
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for income tex rurposes, or nmet vrlue a° Msreh 1, 1913,
& figure slresdy generully svni'able to the Pureeu of
Intemsl Revenue and texpayers, This would lervye such non=
depreciable und non-depletrble sssets e- lend (emeept minersl
l#nds) to be taken at book vilue. Any sssets, such ns téxe
exempt bonds, the income from which 4ia exempt, should, of
ecourse, be in:dalssible as pert of invested cl!:pitﬂl.?
IIX(b) Intenzibles

The question of ineluiing intungible nssets, such
a3 patents, good will, etc., tlso needs sreeicl consideration,
Intangitles, &8 well sz trngibles, mey eontribute me teris 11y
in some intustries to the profits of & eorrar:tion, Where
intongible velues ere 1o lerge rart the result of feductible
edvertizing and rrometionel exrense, then inrclusion beyond
the recognltion they obt:in through the profits forsuls is hardly
Justified by eonsiderutions of equity, A better oasc can be made
out for the inclusion of Intsngibles -urchozed Tor cash or stock,
the vilus of shieh the texpey r hea net bullt up by deductible ex-
tenses. Huch intargibles should 'e to some extent included in invested

l, This slternrtive hssis for property aequired prior
to thet dete 18 not & significent complicstion, It pa
correretions ormenired prior to thet date, Mt simrlifies
edministrotion enormously.

2, This wes done under the 1918 Act,
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capitsl, prerhsps to e grester ;:hnt than 1s recognired 1in
the standard esrnings formuls, This may lesd to some
diserinins tion between & corperetion which sequires such
assets by outripght :.'urch.nu, gecuring o substantisl allow-
tnce therefor, snd 2 corporstionm which has built up similar
g0od will gredurlly by entervrise and netivity; end with a
h;nﬂr tex such diserimine tion,msy, of egourse, esuse serious
inequity. But it must be remembered that most intemgibles
(such os retents, copyriants or fr nchises) purchessd for
eash or stock heve 5 deprecirdle hasis for income tax pur-
poses., To f=1l to allow the inclusion of suech intangibles
woild make “or & departure from income t:x pracilce.
Intengible vrlues are to some ertent recogniszed
through the use of strnderd rofits in the ceses of corsore=-
tions whlch have hed esrnings ettributeble to inteagibles in
the yesrs crior to the incidence of the tex, Dut there ere
nény instznces in which - eorrorstion 41d not own, or hed
not sufficlently devesloped intengible sssets to produce esrn-
ings in the represent:tive reriod, There sre tlso cesen in
whieh int:nuibles might have bean dormeont in the stonderd or ree

1, If standard eerninss reflect errnincs on intengibles,
as they rill in the cate of many corporstions, the result under
the proposed tax aprrosches the ineclusion of intengibles
L2 tanto in invested eapital,
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precentative period, It seecams Idninblu, therefore, to
Eive grester recognition to intangibles than {8 afforded
by the use of the standerd profits formuls, On the other
bhind, the arbitrary por value formule for the recog-
nition of intangibles cont ined in the 1912 Aot seems
highly undesirable., A compromise would be the allowance
of “'a antire smount of fntengibles required for cash
end the pertial fnelusion of inttngiblun agquired for stock,
The inelus{on of intsngibler egquired for stock might be
limited to the metusl wnlue of ‘ny stock given in exehenge
or by & yrrovision tart thas flivre used ng thelr cost basis
sho:1d not exceed 20%, or some other nrovortion, of the totsl
coat basis,
I1T (e) Ceiderliged Baygings sfTazahle Yoar

As sn lneentive to equlty finesrneing, and the Aistribu-
tion of #ock dMvidends, esrnings oo 1ts lized during the
eurrent texeble yesr, ut lesst up to the midile of the yesr,
might be included in Iinvested erpital by sn oxprass ltrtufm
ivovision, though this wes not done under the acrlier nctn.

Buch @ provision would recognize, to the extent of erpitn liza=

1. Bee page 3
2, Reg. 45, Art, 850,
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tlan, the indulitabls faot that undivided nrafits sf the

rle part of a taxabla year ssntribute ts the oreduet lon

of tha preflts of the later sart =f the year. The addltian
would eantemplate tha addltion snlr af aarninos of the eurrent
year, elnes the sarninee of peat years e already in invasted
cnpitel. Tt must le aduitted, hewsver, that thin rechaniss
rvolven Alf7ienitian of presal ae to the ameunt af aarninea,
whileh E1fficultiss mict be exoes-ive in enmparlaon withn shat
eald bo achiswed., 7Tha inelusien »f sarnines canitalized Aurine
tha flrat G monthie o7 the year should be lisited te canes in
“hieh the eanttalizin’ ptask Alvidand was taxabls t- Atnoke

AL (4] _sssete “of goploved in the Zusinecs

A furthar cueatl~n nrlasn ag %o shather the-s alonld

hefftara,

T4 ineluiad in inveated sanitn! anle asmsto shigh are actunlly
witlayed in the tuslenas, whioh <loht &n =any canee ba fap
from anial 18 fie tetallty of ansbts. It nay be nlaunibly
arcrmd Lhat In 4 tax inteanded t Thil upon the sxcenn profits
a7 Tualnese, eniy.tuninee” assetn fhould be eonslderad. Alpo,
i eotmoratlon with larpe docunulatisne of purnlus =suld st%are
ina have mhoundue afdvprtace, sirees 1t sould invent that s
Tur in Losde »1a1dine only & amall tut pale maroantare of
roturn amdd effeet the hish mturrn f=r 1te Yusiness O
t=nn =ith the relativaly o= petusn fros inveatrenta, Howe
wier, Sreviaus setn attenptad ne ouch differentistion and the
atta =t ahould be av=1dsd 4us ts *ha Insurmeuntalle ~raciical

Trriosutting vhioh 1t would antall.
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11T (e) Porrowed Capitsl

Barrowed ceplital should ?- excluded from invested
capital sz under the garlier nots, since the bondholders
are not the equity owners or the s stributees of the corpora-
tion, It is true thet if borrawed gapital is execluded,
there is likely to be & considerable number of eorporations
with no invested caplitel or not aoTe than & relsatively
noninal eapital - for example, concerns with lsrge intangible
sssets bullt up by Jeductible exremses, or those whogsa tan-
gible property hes eprreciated hugely sinee the original
investment, Hovever, to peralt the inclusion of borrowed
eapltal would confer an unmerited advantage upon corparations
deriving lerge rofits from funds vorroved at & low rete
of Interest, -.um*zuh would be deductible in comruting the

taxable ineome, [lMoreover, from the incentive standpoint

1, Beotion 209 of the 1917 et nrovided that where the
gorporation had no invested eapitsl or only a nominnl enpital,
the net income in excess of & stated exemption should be
taxed at 3%, Using this proyision vas jumping out of the
frying pen into (not the fire) relestive immunity. & rate
of 3% would be much too low in mnn{oinsmnu. The 1913 Act
rrovided that where the amount of borrowed cepital wes ab-
normal, the texpeyer mignt epply for specizl assessment under
Bection 328,

2, This deduction would, however, be peralleled in the
cnse of other corporations if s dividends ;mid credit 1s allowed
in eomruting income subject to the excess rrafita tex. Gee

rage 50
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it 1s desirable to encourege equity fineneing, and a
corporation with s large funded debt should be tempted to
retire the debt in favor of a stock issue, Therafore,
borrowed capital should be sxeluded.

The exelusion of borrowed capital would be only
of the actual amount borrowed, ineluding both funded dabt
and ecurrent indebtedness; any assets purchased out of pPro=
fits from borrowed e-pitsl would be included in invested
capital. Any so-gslled sreferred stock" should be treated
as borrowed capital if the holders rank efther with or crior
to general ersditors as to sither "dividend" payments or ;rin-
eipal amoun®: this involves ssentially the same considerstions
g8 the frequently-litigated question whether the annual pay-
sents on such seeurities are to be treated as dividends or
deductible interest. The hard cases of gorporations with an
sbnormally high borrowed espital would heve to be handled
under ¢ speciszl assessment seetion, or by a rrovision Elving
£ corporetion the option of ineluding horrm.drcapital as
pert of ita invested eapital provided that 1%- standard
profits should then not be rernitted to axceed o lesser par=

centege of invested capitel (sueh as 5%),
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111 (f). Stook of Uther Corporations and Taz-gxempt Eandg

linda= the 1018 kot ntoek in ather serporations
arniad by the taxnayer was inadsissibla in miﬂutinp invantad
canital on tha thepry that the dividenda on auch atnok
were deduetitla in eomoutine the net inesme of tha sornora-
tisn, Teoday, howavar, aince 184 of t?n dividender resalvad
fron othar corporaticnn are taxabla, A eorrenpondine portisn
af the eapital invesatnent in nunﬂ nhares should T; Tecomined
in detarminine inveatad napitnl.h Other lnadmissibles, in-
cludins bande the interent upon which in not reguirad to be
ineluded in esoputine mt tnnﬁrﬂ&,‘ mayr e azxeluded as under
tha 1T¥1E Ast.

IIT (£). Ponsitle Use of Aporatsed Velus Alternative

The altearnativa vees of atandard nrofitn or of a
naroantame of inventsd casital would preatly reduss the
nopaitls nmumbter of arratic inatanees irn the sparation of
the atatute. Tanlated unfalrrans, wwevar, micht atil?
ranil® for tha reansn, amen~ othera, that tha supcented nro-

sannl, 1lks the old axeenn profits tax, would nat tnke nny

1. Tnternal Ravanus Codn, See. 25(b). Sen, however,
followine note.

2, "imor oomolicsntions in connestion with Ju-slamant 2
ey ba laft for detallsd connidaration later,

J. Se= Revenua Act of 1818, See. 308; Reg. 48, Art.
#10.  darperatisne sancaced in buyine and salline ssouritiss
[dealars in meouritiss) pressnt m anmelnl rro*lem heaps for
furthar ennpideratisn,
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consider:tion of appreciztion of vllu-.l except as
spprecietion in value 1s implicitly recognized by the cllowe
ance of #n inerecse over 3% of invested cepitel if the
stendard ar representative earnings permit, Therofore,
8 tird possible clternetive of measuring invested capital |
may be offered as & suggestion, consisting of the annraised
velue of the eorporste assets &t the beginning of the teax-
nble year,

The alternstive would, howsv:r, “e imprectical
as & compulsory ;rovision. Even {f the date relevent
to a2 current valuation were resiily aveilebla, which 18 to
‘be doubted, appreissl would necessitate fixng upon some generel
prineiples of voluation; snd the use of this fretor, to some
extent Jjustifisbly anﬁ to 2 perhaps grester extent beceuse
of vide-apread texpayer ywr jJudice agsinst valuetion necessities,
would be an unropuler provision If made comvulsory, Moreover,
the Government —ould have 'ts problems; counter-proof 'in
vrluation ceses is expensive and beyond the ordinary faeilities
of rdministrstion., Again, we would have the factor of deloy in

( %. Le Belle Iron Works v, United Btutes, 56 U,8, 277
1921),
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the collect’on of revenues., Texpayers would claim high velues
and the inevitable process of horse-trading would heve to
be endured., It should &lso be noted thet the use of ap-
praised value is to some cxtent a duplicetion of the use
of aver:ge eernings, for one of the principal methods of
appraisal is to ecapitalize eernings.

For these reesons I would advise against the use of
appraised ‘2lue s an invested cepital fector. If this al-
ternative is used, its use should be optional to the texpayer,
This would certaihly diminish criticism, since any texpeyer
which then chose to use this method would be doing so in order
to diminish tax liability, Moreover, If the rlternstive is
edopted, appraised value should be operative onlyby way of
rofunds, and should not be permitted to be employed in com-
puting original teax lisbility peysble in theyear of Tiling
returns.

IV DETZRMINATION OF STANDARD vROPITS

ks set forth sbove,mny of our lrrgest business
units were making substantiel profits during the period from
1935 to 1938, inclusive, &nd to use nversge eernings rs an
exclusive test of tax liability would mean virtusl exem:tion
for many of our lergest cornorations, A similar siturtion was
the very -eason why Congress, in passing the 1917 Aet, 414 not
use the prineiple of pre-war profits s stendard profits, A
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ceiling limitation, based upon some pergentage of invested
cepltal, seems negessary to prevent m serious loss of i
revenue on agcount of the esecape from the oreratisn of the
tax by the vory eofporations the tax should m;:t feairly
reaeh, and & cellar limitation is necessary to prevent &n
excessive burden baing plsced upon corporations neXing
lesa than a feéir return on their eapital during the re-
rresentative ptriod.l Ap has been noted, 1t 18 ;roposed

l., Ouch a trestment would be very similar to the 1917
law 1o computing oxcess .rofits. Thet tax took the excess
over & so=czlled normel amount conaisting of o fixed sum
{13,000 for douestic corporstions or 26,000 for partner-
ships, citizens or residents) toguther with an ameunt esual
to Lthe perceatage of the invested cipitel represented by the
avercie annual income during the pre-war period, provided
that in o ease should thias rercontsge be less thon 7% ner
mora then 7% of eupital. The years 1911 to 1914 were
used as the ;re-var period, If the business was not in
ex!stense dur those years, the deduction »as fixed st
55 tnsteed of T to 5. If therc ves no invome or n yYery
low income during the ;re-war period, the criterion w=as the
urgantage of eapltal esrned by .-liniiur or rapresentrtive

siness, (Ese, 209),

An aslternctive possible limitetion would be that the
noracl rite of return cight not exceed thw sntunt Necesahry
to poy 67 dividends on the -aid-up ecpitul stock of the cor=
ézr-'.tim {or in the case of no-par stoeck to pey th rete of
ividends ;2id in some representative yesr). Cf. rart ITT,
Eee. 13 (7) of the English Excess rrofits Tax. This alternstive
would be simpler, but less setisfactory, sinece it would unduly
favor over-gepitalized corporstions,
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that atandard profite, which are axe-pted froo the sneration
of tha prosased axeers rrofite tnx by the mechanism of an
axosas nrofite tax ersdit, be eomputed pn an alternate basis.
They may oonelst of (a) 8% of the invested capital, er (b)-
t'm atandard profitm of the moressntative parilsd un te 6%
of the inr=sted oarital plus 0% thersnf, nr in other words,
175, 8tatins this thousht in pomitlve form, thoers would ba mn
axeant nealits tax oradit oonamieting of the atandsrd sverame
nrofita, tut this eredit would not ba lean than 81, or mors than
177 ~f the Investsd oapital for tha taxabls year, Thus, =
sarmarstion ln always antitled to an sxemptisn of prafits un
te B of 1te invanted onpital, and may te antitied to an
axanntion of n graater ameunt 1f the atandard prafits of the
rappaasnt atlive napled axoasd 81 67 tha Invesnted canltal.
tut the sxemotien im 1limitad to 127 of investad anpital,

Tha dstarlnation »f standard npeafita lnvolven the
furtiar protlece indloatsd In svecasdins parreraphn,

I¥ {a) Tha Choleca of & "aprassntative Perlod

The eardinal preblsac in the una of avarase sarnines
>tar oo rappasantative parlod an the baalo measurs af satardand
profita in tn dioosr aorme falrly repressntative parled, Fap
thin surpoms the yeara 1025, 1826, 1037 nnd 1038 ape Per=
hapn the taat avallable, sines tha vee o sarlisp yaars would
land bask ta the plt of the dapresnlon. At 1=ast one of the
atava yaars ¥-uld te a high incese yaor for sany industrios,
and para than ane would be a high lnoors year for sose in-

L]
duntrisa,
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Critieism of thi  seriod as unrepresentative may
be snticipated, perticularly from corparations whieh
found the period one of lesn earnings. This criticiem ia
snswered by the fact thet ¢ corporetion is in ell coses
antitled to & mintsum eernings exemption of 8% of ita in-
vested gspitel. There 43 the further rossible expadient
in this eonnection of ellowing the texpayer the use of
gome other frirly representetive consecutive pariod upen
a showing thet tre jyeers 1935 to 1928, inelusiva, were
in its pertioular case not & fair period, This erpedient
nrs heen used in cunnec“iari. with the Agricultursl Adjustment
Prograa md the Bugar ret.

Taxpeyers which comsuencod oporatisn too recently
tn have had exlstence during the full stendsrd period could
e given the option of toking the average of the last two
years, or merely of the single yeer, prior to the enectment
of the tax. Hers the minizum raturn based upon the rer-
gentage of invested enpital would afford sn adegquate rro-
tection against unfeirnesr in most ceses. The seme rrotection
vould sprly where the net result of operstions during the
whole stendard period wes a loss, Here, however, cny part
of ths current jrofita epslied to the extinction of lozses
suffared Auring the stendard period might well be an sllowable
deduetion for purposes of computing the excess trofits tax.

1. The taxoayer might N,ﬁ"“n the option of using 3
out of 4 yeara in certaln excentisnal cases whare one
nartioculnr year wng not renreaaantative,
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™V (Y) Aluptzent of Stapdard Profits to
Invasted Capital of Taxable Year

It would, of courne, ba an over—simplifieatlsn ta
averams thes prefite »f the reprassntativae paried and to
irrors the averare invaated eapltal amployed in produsing
ruch sarninga, Fuch a proosdurs would be unfalr ta sencarns
which had inersassd thelr inwested capltal in the porind,
ard would unduly {nvur ennoarna whioh had desranned thailr
Lrvaatad capital. It ln, therefors, murrantad thet the
Avarage lnveatod capltal Ye taken ints the equati~n by in-
eraralne or dscreanine atandard profits for the . renrasentative
pariod In the prapartion which the invested aapltnl at the
“eglnnine of the taxabla yaar bears to the averams invented
eanltal durlne the standard or mpronsntative perioed, Thua,
i the lnveated canital at the berinnines o the taxabls yoar
wen double the avernrs invented capital In the atardard
ar repraanniatlve parled, the parral ar atanftard prafits =f the
tnzaile year te he frae from the tax for tha paprlsd would Sa
Aoutls the standard nrefits of the rapresantstive perisd, tut the
riondard araflts to e uped an An Axasse profite aredit esuld net
axoasd 170 of the invested capltal for the taxable year.

Tha farmula Involves the reancnable assumstisn that
cazl®al added durine the ato-dard or raprasent ative
narisd sauld have aarned ordinary profita at the name ratis
nn 214 the sriginal capltal. Howswer, an %o ndditispal




gapital investments sfter the enactment of the tax, a
somewhet higher percentage might be uszed, due to the reason-
able assumption that fair prngnu dur:l.nx a war vericd would
be somewhat higher then fair profits during the standard
or recresentative period.

IV (e) mew

oresentative or Standard Period

liew corporations organized after the representative
or standerd period jresent & peeculisr problem. In their
grse no stendard srofits are available to be teken into the
equation, and 1t seems necessaery to rely wholly upon the
4% invested cepital formule, The only slternative is perhaps
to increage this formile in such ceses by cn erbitrery per-
centage, say 25¢ (whiech is halfway between the stroight in=
vested eapital formuls and the Hghest standard prrofita avail-
able to other compenies) making the percentage 10%. This
erbitrary incresse is justified by the consideration that most
of these new corporations would be in & relatively unsale
acoonomic position and should be favored from a tax stand-
point as cowpered with older established corporctions.

Iv (d) Ipe Effect of Fiscal Periods Differing (rom
the Calendar Xear

Another camplication arises from the fact that =many
corporstions keop their books on & basis of fizcal rerlods
aiffering from the calendar yesr, In such cases the calendar
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years of the standard period will not etuslly hove been
used &3 mn secounting yerr by the toxpeyor, Thera is

some snomaly in trenting corporations otherioe aimiler
difforently simply becau-e of seeldental Aifferences in
fiseal mriods. Theoretically #11 profits should ba i1 b=
Jeel to tue seze tox irrespective of post regounting period,
It would be possible to moccmr-limh this by providing for sn
aprortionnent of profits or losses to trenslok the rofits
of & flacal year inte the years used, aither in computing
the stindord ppafits or in computing the excess rrofits

tex. Sueh en avportionment, If used, would normelly be on
B time huiu.l It might, however, involve complications and
sdditionel expense to texpoyers, snd I am inclined to profer
the - more prictiesl expedient of yesorting instes’ to thone
entiblished fiserl yeors which most clesaly codnelle with
the colendar yerrs specified in the ststute,

1. Cf, pert III, Gece 14 (1) of the British Act snd
Gegs 335 of the Rovenue Act of 19148,




In determining what profits should be wbject to
the excess profits tox, net {ocome for fncome tex puracaes
would be the natural and efficlient starting pnlnt.l For
axample, énvnntnanﬁ income, &s pointed out atove, should be
included, The statute should perhaps expressly 1incor-
porate by reference mothods of deteralning net income stated
in the income tax reguiations to cover instances in wnich

nethods are not expressly provided for in the income tax

1. There probably should be no specilal provisiones in
the 1918 Aet with raspect to Qovernmont gontrzcts; the income
from such contructa should be kept at the levasl of other profits,
Of courze, many such contrncts are troated speclally by the
Vinson Act. An excess profits tex would in fact be illusory
hers, since the axcess profits tax would itself b e taken into
agcount in arriving ot the o ontract price. In other words,
the munufacturer would strive to obtain a price vwhich would
lecve him after peying the tax in about the same profit position
as he would have achieved had the tex not been in existence,.
The Oovernment would itself be creating with one hend the excesza
profits which 1t would be texing with the other.

¥, DBut compare Britist Excess Profits Tax, E&sveath
Sghedula, Sec, 8 see also Cansdinn Excess Profits Tax, Sec.
4?1}{5), exempting from the Cpnadisn tax any dividends receiwved
from domestic Canadian corporations.
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statute 1tself. For example,  the income tex n:ulatiun:l
have & special provision - not appearing in the statute
itself = as to apportioning income from long-term contracts,
pormitting the income from suca contracts {a) to be taxed
when received or (b) zpportioned over the 1life of the contract.
Consolidated returns would be very desirable in Lhe case of
subsidiary or affiliated companies, since the duplication of
tax upon the Ssame e arnings which otherwise ensues is
especislly burddndome when the rates of tex reach toe breckets
suggested in this w;rr::q:r:mn‘l..E However, the use of consclidoted
roturns for this purpose would not be desirable unless the
income tax statute were also amended to permit the gemeral
use of such ratumn.a

Some wariations from net income for locome tax
surposes w ould, however, be nocessary to conform to the
peculiar characterlstics of an excess profits t ox. Most of

these modificstions would take the form of additionel deductions,

1. Heg. 101, Art, 4E-4,

£, Decentralizaetion of tae Buresu of Internal Hevenue
emphasizes the necessity of consoliduted returns.

#., They are now used only by tallroad corporationsg
Internzl Hevenue Code, Sec. 1l4l,
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Glanrly ths o-iinary inesne tax of s ocowparatlien
ahapld ba a propar dsduction. Tiis was not dana under the -
1015 Aet; that act oconversely dllewad the exeenn profits HiE
tax %f: a erodlt in arrivinz at the amount subise' to inssms
Lax.

¥y (b Additional £

Tha met should &leo ba lliersl aer te the deduntlen
ef loenap. oducticn Tor amounts used to restore nrevious
1osaas during the standard paried might h_| dagiralla. The
lzpartanos e nuch a rollaf provislon is ebwvilous; 1t weuld
"alp In har! onman and rilancs escmilalnts. Alee, losgas
rooutrin: in a year aftar the spanteont af tha oxcasa nrofita
tax nhould bte parried forward as under Ssnticn 211 of tha Mavanue
Aot of 1006, The 1018 law, in Geotion 204, had n mpacial ra-
Iiaf ppovialon somawhat along thin 1ina to take cars of Ignnﬂn
anaulne fpom a fareination of the war. That ast provided
et net ‘omaer for 1010 oould te charced task te 191E and
Fopsard to 1915, 1f the taxsbla year oh-noed to !:q-:ln Totwean
srtaln dater. ek 6 rellaf orovieisn sheuld be rapaatal and

nxtaniad in any present law.

., 1018 Ast, fae. 2838 (b). Thir method woull be t-
Wble aubatitutes ' )= nog s R

:i- ﬂaﬂl m tbj!




Yo(c) Inventoriss

Inventories present a specinl jroblem in conncotion
rith an excess profits tax, since one shoild be rrapared for
¢ large fall in values follow'ng the war, The increaved valus
of tnvutoriu. &t the present time may thus eventuslly prove
1llusery. The Hevenus det of 1918 ¢ paraitted rebates in
cane of inventory shrinkuges under certain narrowly-defined
restrictions, but did not g far toward a complete solution of
this problem, . -

If inventory losses are allowed Lo offset the gains
of a prior yesr, grounds for complsint are greaily reduced,
Under the 1918 treatment the loss could not be cleimed in the
subsequent return itself, but had to be obtained by way of a
refund claim, and the taxpayer's monoy was therefore withe
held rrmfth}e time of collection of tne tax until t he ultisate
rafund. But this {8 a relatively unimiortsnt procedural ites,
snd 13 probably oecezanry to preserve the orderly sudit of
raturns. The allovance of an offset ageinst the inventory
Erins of o prior year s hould bs combined with & carry-over of

the loss to subse;jugnt years =3 under Saction £11 of the

1. See, 14 (a)(17) end Eac. 224 (a)(14); Fag. 4E, Art, Pél-s.
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1828 Agt, As an altemative, corporations =dght be permitted
to set up o reserve allowsnee of some porcentoge to guard
sgsinst a possidle fell 1n vilues,

The lenat-in = firat-out iaventory principle, allowed
for a fem Industries hy the 192, Aot and axtsnded by the
1309 Agt, @'ght be mough to cover the case of joods agtyally
Ltaken out of inventory during the tixable year., In an in-
flationary period thia provision generslly hes the -ffeect of
adding t o the nctual cost of goods sold ducrlag the vesr the
nigher-price goods purchased later, mnd thus would be o ahock=
absorber of & useful character, because 1t would relate High
costa to high groas income with e tapering off of cozts as
tne fncome tapers of f in the deflation perled, Suoch o pro-
vision, however, should be coupled with the net-loss provision
mentionod above, I+ might not be enough alon=, zince 1ts
oparstion would %e agmashat hophazard, depmding on shen goods
nero purchased and «<hen prices nappensd € o change. Btanding
alone, it a1gnt also hoave the undesirable effect of encournging
taxpayars to engage !n a seramble of end=of=the year :mmlas,

thus intenslifying any possible deflutionsry movement,




Y.(d) Amortization

The 1918 Act contalned an cmortizatiom provisionm,
supplementary to the generul provislon for the déduction of
the depreciation &nd obsolescence, which provided thats
(2) in the case of bulldings, mechimery, and eculpment or
other facilitier constructed, erccked, instslled, or acquired
on or after April G, 1917, [or the .roductiou of articlas
contributing to the prosecution of tho Wer Wty Cermuny, and
{u) 1n the case of vessels constructed or acqalrud om or ofter
April 8§, 1817, for the transporteticn of articles or men com-
tributing to the prosecution of the l'ar,l thera should be
sllowed & reasonsble deduction for Lue amortisation Jor such
part of the cost of such fucilitles as aad been borne v the
tax;:ayer.t

Thls provision, Tounded in tne ides tont equity

regulred o recognition of the substentiel risk involved im warp

1. Tats [lerture of nmortization 1s obviously inapplicable
to the present situstionm.

£. 1918 Act, Sec. Fla(a)9, pr4(a) 8, BGee Holmes, Federal
Tazes, 1802 Bdltlon, p, 058, for & discussion of thie provision,
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tima esnntruation, oroved very difficult of n.dﬂnl.ntmthn.l
Farhnpa o mubstltuts far the word “snartization® should be
founds The amertization allowsd undar the 1018 Aet wam nothinp
pore than extraordinary depresiatisn or obaolancanss, and tha
araantlal provlem 1a to relate that denrealation or olnolansance,
ntiafly the latter, to a short pariod of sarning caprolty.

Tt reslly hap-sne ln that sertaln facllitles loss thair
aarniing powsr ag moon an the war has andad; all that an amortl-
zatlon pravision menann Lr that cartaln war faollitlse mary be
Aanrapinted arap the parisd of thsly artrasrdinsrlly phort
unafil 1ifs with proser allersnce for mibrscuant NOneTAr uEe-
Tulrass, which in really salvame valus,

It should be notad that Anortlsatisan may be thourht
2f in terra ~f a dsduetl-n for toth inasma tax surnosss apd
war tax purpoaen, o 1t may ba rerardsd an a npacinl dadustlen
I‘ﬂ::*..-"":‘ tax nurp-.'r"n.- The old dhortizatlen orovinlon was for
bath surpoaoas.

If 1t 1n prastleabls, aoca mere flaxible acortization
srovinlon than waa contalnad in the 1518 et should ba deviged;
ite virtus would ba that It would be adaptatla to Llnoantive
taxation and an encourasemant nf.cupltu‘l inveatmant in

tnduntirisn whare axpansion is theurht dasirabls,

1. fapart »f Gpealal Comcittan on Investicatisn af tha
::uniuﬁsé?wnw, o, D44, Fapt 7, Tith Cong., 1at Sesn.,
De x .




Yo(e) Dividends Paid Cradit

One of the principsl !‘unetiunll of the tax under
cansideration 15 to tex e xcess arofits g corgorntions
bocause of our knowledge thet such corpersts profits wWll net
be sufficiently dfstributed to -omit thpa to be sublected,
a8 they should % e, to the fndividusi .uu*t.u-::.r The suppestion
mny, therofere, bs mode of the Edviasbility of permitting a
limited dividend -peid credit of the king new allowed for purooses
of thn domastic pearsonal helding owmpeny prﬂ\filimia ond fopr
purposss of S sotion 102, Euch e eredit would tead to encourage
tir dMetribution of cororcte earnings to stockholders, zome
of vhom would ba texsble nt ra:ionably higb brackets, snd the
remainder of vaom would enjoy tnereased sponding pewer, The
srtent to whicn tals aredit would beinveiied of would, of

-
course, depend upon the rates adopted {n tne sxcess arofite tax.

1. True, the tax would aleo hDave Bowe non-revenus, reguletory,
effects 13 connactlon with price control, Eva Raport Mo, 244,
Gpecinl Comm!ttee on Investifstion of The Munitlons Iadustry,
PPe 85 BS, Tith ﬂdnz., lst Gess, {19{‘-5}-

E. Tne personal holding company srovisionsz do not resch the
m. ority of com orntioms, and GEsction 108, applicabla to im=
proper surplua auumlntfun: by comperations gemerslly, has been
4 conspleuous failurs,

“. Internal Revenue Code, Bec. 435, Gucn o oredit was alse
allowad for purposes of the disearded undistributed profits tax,
Id., Sec. £7,
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The aredit miprht, pa~haps, depandine upon the amsrtlzation
srovialan adepted, Alpcourame now esnstructisn, Tut any such
affact mirht be stviated by allowing a oredit in respect
to taxabls atogk dividenda. Tha aredit elght alas be allowed
anly an sralnet the 807 murtax on lnocoe in axeeps of 107
of the lnvastsd capltal. S0 lisitin: the eredit would obwlate
the el jeetion that tha tax in affent required a sorporation
to fdistribute fundn neaded in the tuninean. For no corporation
whileh oan sarn At retaln more than 187 of ite inwveatsd ospitsl
in any one year nan complain if a tax indusas 1t to dlatribute
tha balanga,

If any nuch provialon Lis mnde a part »f the law,
it dhould allew a raancnntls porled {eay 2k montha) after
the clone of tha yeor for the declaration of dividends, and
narhane alee n deTloleney dividands pald eredlt. Thia would
otvinte musch epitielsm of the tyoe lavelsad with juatioce and
affaet agalnnt the undietri™uted profits tax. It would,
aT anuraa, Tean sema myanus la~, sines atookholders would
report dividands pald after the olona of the corporate fisoal
7ear In a later taxable ysar, Permloalen micht alsc bte rranted
to shtain the oredlt throuch the mtu%mlm of a conmant
nividends eredit =ithout astual distribution,
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VI. ADVINTITRATIVS PACRLEMS
YL, (a) Asgeggnent snd Collsetion

The proavislons ae to anmaamment, oollastion, amt
rofund should tm the nnma an thoas axisting in the erdinary
ingrma tax f1eld, probably Lneludins the rrivilesa of apreaal-
In:: to the hoarl of Tax Appenls or tE! oosurtn aven fro= the
araelal menesamante sugpested belew,

¥I, (x) Posalble Avoldanes

Fethodr of attesptine te avold an exeens prafits tax
would undoubtedly be ae 11.1511‘.10:!! as the Infinite ingcenulty
af tnxpayers and thalr nﬂvimn;ﬁ thery would vary all tha =ay
from the oetty devloe of cutting relativen of the offloara on
e payrell ef small eomerstions at excrbitant malarien, or
the poatprnamant of profitable aetivitian in the hane that the
tnx micht Meappear, to noendine axossn prafita (atharwise
nutlaet to the tax) fer axnesnive atvertisine and avary othar
imazinable purpons which could s-nesivahly ba Juntifiad an n
tualnans axpenne,  Hewaver, 1t 1s unlikaly that any rreat acount
af wanteful axpanditures would renult, or that avaidancd would
Yo affantive anourh to hampar adminimtratisn vary asvioustry,

1 ne sAA1tL m a. ] n with not ininintra-
tion af the t tax would "’F‘hnc%‘amtm or = ntn‘tu " r?.:lir-i ar
;."n}\' -En upon angesscant and eollnatisn and ponalhly alas urian

a fun

2 Jz I‘n'ul " unﬂ:mu ﬂf ? vanua Aat af
1937, 8 Univ. of 8hio labs 4 1037 ?
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Balaries present no very grave problems where the
tax 12a not mede applicable to individusls or partnarships.
Exorbitmt saleries could be treated under the limit:tiom
as to resscnableness laid down in the income tax provislions
without any further statutory provisions. Mmny of the devices
common under the older acts were designed to postpone pro-
fits until the abolitlon of the tu;l if the atatuts were
passed as & permanmt part of the tax system, the efficacy
of such methods would largely Mssppesr, Yoreover, avoidance
and evasion sre lems likely to be rampant 1f the raotes of tax
are kept falrly moderate.
¥1.(c) Special Agsessment in Cases of Pequliaer
8 EZPT =
The Hevonue Acts of 1916 and 19F1 contsined the
femous Bections £27 and 3£8 which the framers of the, 1918 Act
wisely inserted in the statute to cover peculisr mses whiah
would not Flt into the gemeral pattern of the act vithout undue
nerdship. These sections gave to the Commissicner of Intemal

Fovenue & nide Mseretion to adjust profits tax onm a special

1. ©Bes, e.g., Report of Bpecial Committee on Investigutiom
of Muniticns Industry No, 944, Part £, 7d4th Cong., lst Bess,,
p. 24 (19285).
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basis in eases in which invested capital ecould not be satis-
factorily deterzined and in cases in which ebnormel conditions
effected the cepital or income of the corporntion. In such
ceses tne Commissioner had the tesk of fixing the tux of the
gorpar~tion affected by such conditions by reference to ﬂln
taxes peid by represantstive corpor:stions engeged in & iihe or
similar ‘busimn.].

The adminiatration of thase provislons -~ut & great
burden upon the Commissioner. Meny taxpoyers in the course
of the war »61d tox without rrotest in sccordence with the con-
vantionzl staindards af invested ecapitcl set up in the met,
Thess sage texpoyers loter, with some rbatement of patriotie
fervor, mode zpplicetion for revision and reduction of the texes
they originally computed on “the ground of rlleged etmormel
gonditions effecting cepitsl or incous. If the Commissioner
d-::‘:dtd thit such conditions existed, he wna f=ced r*th ‘the
rroblem of ssgessing v fair tax. He wes handicapped in thls
tesk by the fapt thet in the first faw yesrs after the wer
the tixes nof "representstive" corporrtions com-uted in the

oriinery wey hod not yet been fineslly determ ned, Horsover,

from time to time rumored semnlels wers rife in connection

1. PFor & consideration of tiese sections hg the “upreme
Emri see Williamsport ¥ire Rope Co, v, United Etates 'J""' U.B
551 (1923); Blsir v. Osterlein Machiie Company, 27° u.é 220 l1%o7),
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with the speolsl mssessment section which handled these cnsen,
and there i3 no doubt thet many corperi tions not antitlsd thore-
to roceived the bennfit of the pmi,&ann.

Borcover, thers seens to be no enccpe from La= aoceasity
of some meh rallaf provlslon, crheps sosgvaat more circuzscribed
then thot contalned in the 1B1& and LOM1 Acta., The wiados of
too mich Inflexihility 1s dublous, and in the end the legislative
branch =ill probably have o trust the adsinlstritive authorities
anca ml‘ﬁ.h It ¢ literally imzosaible to Sreme o brosd sompre=
Snasivy statite sush 83 Lhe ane under conpideration sithout

working unfue herdship 1a sy maritoricus cases. Mo rer saneble

1. It would theoretiecally be very desiruble to sxclude the
possttdlity of w Jadlaisl revies regirding tach sssessmonts, But
our graater reluctance to permit sdministrstive filnrlity, 88
comparad ¥ L1t the English praetige, souid mhie Jucn an ubtampt
very unpopuler, Moreover, 1t 18 at least conceivable that some of
our sdprems Courl ortes wight bo interpreted to leows L ,O0R-
atitutionel recyl rement of judiclel revige rogording incoma tax
yr lumtion .uestiers, Gee Gofo Walley Tuter Go. ve Den avodn, P52
U.h, 87y Crowell w. FRenson, fof U,B. E£E; eof, Anniston Manu-
Poctaring Co. ¥  Duvis, 70L°W.8. 237 (1o::1).
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J 1
parpon axpaoates a atatute of universal aprliloati-n ta ba parfaot,
?

and ocoanional “ardahip sust ba dimreraried, Fut the deaor ghould
ba 1l=ft span %o rravent irrenerabla damere In axtpems altuationa,
Diffioultien arise from the faot thet In so =any tusilnesgar the
rrofite may fluetuete very widely from year te yanr. Alge, the
Trafite of 1640 may be rerely the frult of axpannlva activitian
1nnem antedatine that yaar, Therafors, an under the 1018 Ant,

none aafaty-valve runt be provided fo- eaman in whieh taxabln
Inanrma 18 serlously Alsprovertionate te eAnital an well an

aagan in vhiosh inveated eanltnl is for sema reasen dirfievit to

datarmine,

Hovarbar 18, 1932,

[

i

Roa 11820 A RN i O, o T g oy . ﬂ““sos??#zéh

111lkan w. United -tntwn, 283 1.8, 18, 20 (19 Ba1)

™ Cardosa, The Paradoxes of Lecal Gelanee, n. 62 {1g27).




2dbit A
Amount af ftatutary DPalanse Nata Amount
ot Inoome Noarenl fub Jent of of
fraok Znoh Brackat — _ letupn H_Rl. Inx,  Isx

ot over 102 of
inventsd sapital 1,500,000 B0, 000 0, 000 104 70,000,

Twar 15 tut not
ovar 18° af

invented ompltal 300, 000 00, 0O0 - i 75,000
Over 183 of

invanted eapital 880,000 880,000 ot 330,000
Tetal xosag Frafites Tox 2%




TO! Honorabla Henry Merpanthau
Seeretary of the Treasury

FRGY; The White Houma -

I tranamit tn you harewith a eopy of A mamerandum
narked A prepared by lNr. Ranpdalph 2. Paul, whom I have
conmiltad with reanact to posalbilitien of naouring addi-
tional reveanus by tha aliminati-n of varleun Almerinina-
tisna oontalned in the amtatutan eovaring the taxation
of inooma, satates and giftn e now mnnated. T would
1ika te have from you an antimate of tha ravenusa whioh
would reamonably be darived frem Vrp, Faul'n sur-estionn.
For your conwenlance T aneloas a mamorandum of goacific
quantisne keyed to Lr. Paul's' mamorandum, markad A-1,

I reallzs that Ll of thesa cusstions will be
A1fF1irult to anawer in untar'r:—tenj. terma, ‘Whare thes auas-
tisn deale with augreastlons af a tantative naturs, T will
a obllizad 1f you will rmake your annwers am dsfinita ag

ray ta ronsible undar the alrcumatancss,




Parsonal Zxemptiona

Gtnok Dividends

Trust Inoons

Unreasonable Asoumulations of Burplus

Charitabls iftes in form of Proparty
llon=Business Casualty Loanes

Interest on Non-Buslness Loans

Dedustlion of Intereat Pald or Acoruasd
fion-Buainass Bad Dabts

Han=-Business Taxas

Basln ¥hera Optlonal Valuation Privilage Is Choaan
Taxatlion of Husband and Wife

Tnxation of Interest from State Obligationa

Taxation of Capital CGalns

Corporaté Distributions of Mareh 1, 1013 Profita
Life Insurance Pronseds Pald in Installments
Doubla Loss Daduetiona

Proparty Transmitted at Daath

Domaptlec Bullding and Loan Asmociationa

Lutual Capunlty and Fire Insuranee Companies
Employara' Contributlions to Penalon Trunts
Disoovary Valus and Percantage Daplaetion
Uavalopmant Sxpenae

Taxation of Non-Realdent Allen Individuals and Forelgn
Corporatlions

JSTATE TAX

Lotnte Tax dxemptlions

Taxatlon of Life Inaurance

Froperty Pasaln: under Powers of Appolintment

Aeverter Interasta

Fifta in Contemplation of Deaath

dlieination of datate Tax Agalnat Inaumnes Proossdas by
Reason of Lnoollactibls Clalme

SIFT TAX

O1ft Tax Exemptions




1. Existing Law as to Personsl Fxemptions (Sec.

25 (b)) The Internal Revenue Code now ellows personal exemp-
tion of $1,000 to 2 single person and to & married perscn not
living with husband or wife, and & personal exemption of
22500 to the head of & family or & parried person living with
husband or wife. A credit 1s slso zllowed for dependents
anounting to 2400 for each person dependent upen the taxpayer.
Discussion This provision involves serious dis-
erimination in favor of high bracket taxpayera., To & married
person with o net income of less than 4,000 it mesns o tax
saving of 4% (the noramal tax rate) of $2500, or £100, To a
married person with & net income in excess of $100,000 and not
in excess of $150,000 the provision means & tax saving of 627
of $2500, or $1550, whieh 1s more than 15 times the saving to
the first low brecket person mentioned. To m married parssn
with & net income in excess of $5,000,000 the seme exemption
means a tex saving of 79% of #2500 or $1975, which is almost
30%f of the personsl exemption.

figcommendation Section 25 (b) should be amended

80 that the credit now allowed therein for both normel tax and



surtax purposes is made & credit Bgeinst tex under which equal
benefit is given by the exemction to taxpayers in the low
brackets and taxrayers in the high breckets. An slternative
remedy might be to limit the credit presently in the stotute
by making 1t a credit for normel tax purposes only,

2. Exlating Law a3 to Stoek Dividends (Sec, 115 (1))

The stetute since 1936 has contained an 1lluminating provision
that e "distribution made by & corporation to its sharcholders
in 1ts atock or in rights to acquire its stock shell not be
treated as & dividend to the extent that 1t does not constitute
income to the shareholder within the meaning of the Eixteenth
Apendment to the Comstitution.” This provision was dresm in the

i 2
light of such cases as Eg;ne; ¥, dagomber, Eg!hlﬁgﬂ_z*_ﬂ!lzgxigg,
and Helvering v, Gowran, 1In praectice it means that stoek divi-
dends of the type tnvolved in Zlsner v, Macomber (commen upon

common with no other class of stock outstanding) are still
exenpted from tax, Most other dividends, such as (1) preferred
upon common and (2) commen upon preferred, are regarded as tax-
ablae,

Discussion L was prophesied by Mr. Justice Brandeis

in his dissenting opinion in Elsner v, Mocogber, the existing

1. 252 U.8. 189 (1920),
2, 298 U.B. 441 (1936).
3. 302 U.B, 238 (1937).




stetutory provision, &s sdministratively interproted, con-
stitutes & serious revenue lesk. There sre spproximstely
850 issuers of stock listed on the New York Btock Exchenge,
the total issues of these issuers being aprroximetely 1230,
Excluding eommon stoek issues of railroad companies, there
are approximately 390 issues of common stock on the New York
Stock Exchange of 390 companies in which the capital is
represented by common stock, or wideh have & smell senior
aquity security renking prior to the common stock, The
capitalization of these companies, including 33 rreferred
stock issues, no one of which is of & £1,000,000 nominsl
velus, consolidete into &pproximetely 625,000,000 comnmon
shares having & nominel value in excess of $16,000,000,000,
These figures constitute & prims facle showing of the com-
pinies merely on the New Xork Stock Exchenge whint}:nra now
in & position to issue tax-free stock dividends. _Further in-
vestigation would no doubt show that many, 1f not the msjority,
of these corporations have an esrned surplus upon the basis
of whieh stook dividends may be distributed, '
Hegopmendetion It is highly desifable to subject
8ll stook dividends to tax by an amenduent either to the
stetute or to existing reguletions. 8Suech en cmendment either
of the statute or of the reguletions would nvold difficulties

E8 T0 retrouctive epplication which would nrise from & judieial



decision decreeing all stock dividends to be texshle under
the existing regulations. If there be any doubt as to the
possibllity of securing & statutory amendment, some attempt
should be made through the courts to secure & reversal of
Elsner v, Macomber. In spite of the Supreme Court's decision
of November 6, 1939, in the Mllshire 011 case, the issue

of a regulation prospectively inecorporating & n;w'rnli may
be advisable,

3. Existing Law es to Trust Income (Secs, 166, 167)

A number of years mgo Sections 166 end 167 were plaged in our
revenue a&ct for the purpose of taxing the grantors of taz-
avoldance trusts which did not sccomplish any trensfer away
from the grantor of unfettered control over the corpus or in-
come of the trust. These sections, according to Mr. Justice
Roberts, were designed to prevent "facile evesion of the lnw.f
The constitutionality of Section 167 was upheld in Bumet v.
mo11.

Discugsion The purpose of these sections has been
very lergely frustrated by court and Board decisions, Tne
sectlons, &s interpreted by the euurtaf permit the asccomplish-

1. Helvering v. Reynolds Tobacco Co., 306 U.8. 110 (1939).
2. Relnecke v. 8mith, 289 U.8, 172, 178 (1933).
2. 289 U.B, 670 (1933).8ee Corliss v. Bowers, 281 U.8, 376 (1930

4e BSee e. Clifford v, Htlvur%ng 105 F (24) sgs é
8th, 19393: Co rning Vs Euﬂn., 104 F § 229 (CCA &th, 1939);
John E, Rovensky, 37 BTA 702,



ment of the tax-avoidanee purpose of the greantor in the

case of the incomes of short-term trultnl: Thus, even

though the grantor-trustee hes reserved browvd powers of

sele end investment, the grentor has been held not tax-

able upon the income of & trust for the benefit of

his wife where the truct wes to terminate at the end

of five years, or upon the desth of the beneficisry or

the grantor during that reriod, end the remainder (ln excess
of the undistributed income or the proceeds of the investment
thereof) was to go to the grantur.i If it 1= certain that the
powar to ravest will come into being at & fixed point of time,
Section 166 will be aprlicable, but if the seme substantial
result 1z accomplished by rroviding that the trust automatieslly
ceases to exist at the end of & fixed period, without any
affirmetive act on the part of the grantor in ixnrainn*of a
porer, then the granter 1s not taxable under Section 166. This

1. Of course, the trust problem is much broader then here
indioeted. The splitting of income by irrevoceble miltiple
trusts secomplishes tex avoldsnce on & large scale. But the
only remedy in this case of irrevocebls trusts secms to be a
systen of taxation on a family unit basis. Cf. Hoeper v. Wis-
consin, 234 U.8, 206 (1931), which probably would be overruled
by the Bupreme Court us now constituted,

2, Clifford v. Helwvering, supra.

3., Bee deredith Wo 37 DTA 1065, eff'd 104 F
(2d4) 1013 (cca 2na, 1939ﬁ'cnrinuphu i wazﬂ,‘nﬁ m;.



means that the grantor in high brecketa Jn agoount of other
ingome 1s able to tranafer high-bracket income to & trust
whieh starts in the low brackets,

Fecopmendation Sections 164 and 167 should be
entirely revamped to prevent this type of tax avoldance, The
amendment necessery may be briefly described as en eliminstion
of the emphasis now placed in the statute upon the word "vested",
combined with an addition covering short-term trusts which are
to revert nutunntiunlly.l

L 8t La to [ Ago at
of Surplus (Bec, 102) Section 102 of the Internal Hevenue

Code provides & special penalty tex upon corporations formed or
avelled of for the purpose of preventing the imposition of the
surtex upon its shereholders (or the shareholders of any other
corporation) through the medium of pernitting the acocumulation
of esarnings or profita. Although the constitutionality of
this statutory provision wes recently susteined by the Supreme
Court in onal G c s the section
has been & conspicuous failure. Up to & few weaks ago the
raports shew only about 33 ceses directly involving Section
102, most of whioch were decided after 1930, The score in
these cazes is noainally 18 to 15 in favor of the government,
but the score 1s really against the government when it 1is

1, Clifford v, Helvering, 105 F (24) 586 (CCA 8¢h, 1929);
ueredith Wood, 37 ETA 1065, eff'd per curiam 104 F (24 1013’ {ccA
2nd, 1939).

2. 304 U.8. 282 (1938).

3. Bee Statement of Mr, Vinson, Hearings before the Joint Com-

?%;;;g on Tax Evesion and Avoidance, 75th Cong., lst Eess., p. 173
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renenbared thet in 13 of the government victories pgainat
9 of its defests, the texpayer w»as one which would now be
clasaed s A personal service corporation.

Disoussion Whet bay be now done with impunity under
the existing ulthtutc 1s 1llusfrated by the famous Cecil De
iille case. Mr. Cecil De liille successfully sdvenced es &
reason for the lerge surplus sccuruletion in his corporation
the argument that his corporstion was building up its survlus
to a point vhere it could ;im day achieve independent ricture
srodustion. lr. Bud Fisher successfully mainteined thet his
corporetion was building up & surplus so &3 to heve espital
sufficient to effect the distritution of independent conmie
atrips in the contingent event that a syndieate through which
distribution =as effected should refuse to rensw outstanding
contracts. This sort of argumsnt is like the ergument made by
the Yhite %night who cerried a bee hive around with him be-
cause some dsy he might went to keep bees. y

Hecommendation  Section 102 should be strengthened |0
by ndding to the section 8 clause similar to subdivision (B)
now therein providing that certain fhctl"“!hnll be prige focle
evidence of a purpose to svold surtex uron shareholders,"
Among such faots constituting prime facie evidence may Lo
suggested the following:

1. " 31 BTA 1161, efftd 90 P (2d4) 12 (CCA 9th, 1937),cert.
den. 1302 U.B, 713 [1937).

2, Ve
ishar % Fisher Inc. 32 BTA 211, o4 per gupimg 84
v (34) 396 (ech 2na, 1936). ;




{a) The fact thet less than = stated rercentege of
incoue 13 dlstributed;

(b) The fact thet uore then s piven seroentage of in-’
coue consista of Jividends; :

{e) The fmet thet the corparstion 13 to & stoted degree
elosnly h-lﬁ;l

{4) The rfaet of any n=jor change in Matributive poltaey
resulting in ¢ lower rercentage of distribution;

{e) The existence of substentisl loms to stockholders;

{f) The existence of subszantisl non=interest besring
lotns by stociholders; snd

{g) The fmot tast the non-clstribution of rrofits sctuslly
hod the affect of » substintisl tex saving.

Another waendeent vhien would strengthan feotion 102
&% ono of itswnkest points sould ba the ‘nsertion before the
vord "business” in subdivision (e) of the word "existink®, wmak-
Ing the "faet that tha aurnings or srofits of & ¢orporstion
Ere percitted to accusulste beyond the Teesonable neads of the
(existing) tusinesa” deteralnative of t.lhu vurposes to kvold sup-

———— .

's Tho addition of this Ffector os ora: ting ¢ rebuttzble
resuzption would be quite d4fferent froa the so=colled "third
bnaket® provislon ms proposed in the House of Representatives
In 1933, (Zev idouse B411, Hevenue fet of 1938, beca. /%1 st
295.; "ays end Nesns Comuitteo Heport No., 1860, 75th Cong.,

r” Cess,, p. 53 (1922)) That proposal ismposed & nes tex which
BS tut::liy seperete frosm thet im-osed hy feetfan 102, ond
*hieh wra inescepsble 17 the stockholding roquircrnents were met,
The -resent suggestion would simply trinafer soce of the determin-
ing fectora from the :roposed Sectiosn 451 into Cection 102 fte
self us un edditionsl ground for raising n rebitteble :resump-
tion of intent to avotd tovx,

.




P

Eax upon sharcholders unless there 1s a clear sreponderance
of evidence to the contrary. This would nmesn that the tern
"reasonable needs" of the business would be releéted to the
business in which the corporation is currently engaged and
would plice B greater burden upon the eorporation to justify
Bccumilations sllegedly designed to perzit the corporation to
eater some new business activity. This sort of anenduent
would vrevent tex evoldmnce of tha De iiille type,
It mey be that the statute of limitations should be

lengthened for Section 102 cases, a3 has basn done with
respeet to forelgn rarsonal holding company cnsaaf corpoarete
distributions 1n liquidatiun,E and where there 13 » 259 omissiaon
from gross incnme.j .

in elternotive remedy might be to adopt in some rert the
Lnglish counterpert of Beetion 102.4 This English stetute
tprlies only to closely hald eorporstions, and 1n effect ignores
the separste entity of sueh corporetions. It taxes reteinsd

inceme to the stockholders, & remedy which may be too droastie.

1.7 Internel Revenue Cote, Bec. 275 (4).
2. “ Internsl Aevenue Code, Sec, 275 (e).
3.”{!nternn1 Hevanue Code, Swe, 278 {e).

4« Finance Aot of 1922, Bec. 21, First Bensdule s Arended
by Aot of 1927,
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Parheps nlso the rotes of tex imposed by this
section should be incressed. In relstirn to our rresent
surtex breckets the existing rates - 257 upon the undis-
tributed Zection 102 net inerme not in excesa of §100,000,
and 35¢ upon such income in excess of #100,000 - rendar it
sdvissble for some corporstions to ney the tax rather than

distributa,
5. IExiating Lew as to Chepiteble O1fts in Form of
Proparty (Se¢, 27 (o)) The Tnternal Rewenue Code now ro-

vides for e deduction on scomunt of relisious, charitahle

selentifie, literary, oduentionsl nnd other contributisns,
Disoussion This rrovision works sctisfectorily

=ith respect to gash Aistributions, but {t iz wholly indefcasible

ts to contributions in the forg of vrocerty. As the law now
ttands, & taxnayer s-cures a deduction to the extent »f ths
value of the rroperty transferred &t tho date of the wift.l
For exaarle, & texpeyer has purchesed securities in 1932 for
#1,000 eash, snd their value in 1939 s 25,000, This toxrayer
wonld heve ¢ texsble profit of 74,000 4 he sold the secur!ties
tnd nade & pift of 35,000 crah: homayar, 4% the frx-rynr 13
well sdvired, he vill donete the sersusdtiez thanselves =1the-
out ruy srle thereaf; the doneo instlitution ney then wmske

the =kle es 1t vlesses without say tax Lilh’ilit}'..

1, Heg, 101, Lrt. 23 (o)=l,

;.‘.""rP:ul Solected Studles !In Federal Taxatisn, Cegond
Serles, . 193, note 75 (1933).
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Hecommendation Oifts not in money form to religious,

charitable, scientific, literary and educationsl institutions
should be allowed as & deduotion onlylin the amount of the
adjusted cost basis of the ﬁrup-rty gﬁ the donor or £tn

value at the date of gift, whichever is inrir. 4-pmiddle al-
ternative would be to allow no more than would be allowed 1if
the donor sold the property and contributed the cash proceeds

less the capital gaina tax.

6. w a Non- Ca
(Sec, 23 (8)(3)) The Internal Revenue Code now provides for
the deduction of losses on property not connected with the
trzde or business if the loss arises from fire, storm, ship-
wreck, or other casuelty, or from theft.

Discussion This provision results in substantial
deductions and difficulty of administration, particulerly
in comnection with losses of the type sustained on account
of the recent hurricene which devesstated the esstern seaboard,
It is partieularly availed ar'by taxpeyers who have large es-
tates; smrller taxpayers cannot afford the appraisal fees in-
volved in proving losses.

Becopmendation The provision allowing non-business
casualty losses should be eliminated or restricted, like the
charitable deduction, to & fixed percentsge of the taxreyeris
net income as computed without the bensfit of this partioular

1. Obiei v, Helvering, 305 U,8, 468 (1939).



12

deduction, 4nothersmppropriste limitntion might be to treat
such losses as capital losses, thus limiting the tax effect

thereof.

T a8 -Bu 8
Loans (Sec, 23 (b)) The Internsl Revenue Code now allows
the deduction of interest on non-business borrowings (see
item & below),

Discussion While it may be that a deducticn should
be allowed on business borrowings, although we have here the

discrimination mentioned in item 8 below, the prineipal
Justification for allowing & deduction of interest on Eersonal
borrowlngs is & desire to promote small home ownership and
building. The deduetion in its brosader aspects is more or
less erbitrary, snd often results in debetable gquestions as
to vhether loans wers contr;ctid for any real purpose or a
mere tex-avoidance purpose.

Hecommendation Section 23 (b)should be emended
by limiting the allowance for the deduction of interest on
nen-business borrowings to = fixed maximum emount of, say,
#500, & suffiecient emount to cover interest on mortgeges upon
& personal home of limited value, &nd on small personal borrow-
ings to pay doctor &nd hospital bills or to hold title to small

investments.

1, Paul and Mertens, Law of Federal Tncome Taxation,
Sec. 24,06 (1934).
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8. Existing Law ag to Deduction of Interest Paid
or Agcrued (Sec, 23 (b)) Bection 23 (b) of the Internal
Revenue Code now allows & deduction for ell interest paid or
accrusd within the taxsble yesr on indebtedness (except indebted-
ness incurred or continued teo purchase certoin tex-axempt se-
curities). On the other hand, no deduction is allowsd Tor pur-
poses of the ordinary corporate {neome tax for dividends paid,
From the stoekholders' standpoint dividends end interest are
.traatad alike; the provision formerly in the law allowing =&
ceredit for normel tex on mecount of dividends recelved has

been eliminated.

Disoussion The above rrovision 1s designed to en-
courage corperate f].nm;.u:.‘l.n.g by borrowing, rathsr than by

gapitel contributions, In the last few years a large number

of corporations have "recepital!szed" without tax under
Section 112 (g) by retiring preferred stock rnd issuing bonds
in the plece thereof. For instsnce, if & corporation has
outstanding & preferred stock issue of $10,000,000, upon
wileh 1%t pays dividends at the rate of 6%, or $600,000, 1t

i &t e disedventege os compared with = corporation which owes

1. See Final Report of the Committee of the National
Tax Assoclation on Federel Taxation of Corporations, p. 36
"Certainly the present federal income tex on corperetions,
which permits the deduction of interest on money borrowed
but zekes no ellowance for imputed interest on propristor's
capital, sets up & marked discrimination against finsneing by
means of atock issuea and in favor of finsncing by bonds,"



$10,000,000 to bondholders and pays out the same annual in-
terest of $600,000. The dissdvantage consists of 18%
of $600,000 annually, or $102,000 in years beginning with
1940,

Becomnmendation Seetion 23 (b) should be amended

to eliminate this diserimination, The entire elimination of
this deduction would probably be too drastic a remedy, al-
though 1t would be incentive texation of an extreme character
and would definitely encourage equity financing. A less
drastic mechanism would be at least to disallow the deduc-
tion in 21l cases in which & tax-aveidance purpose colored
the incurring of the indebtedness, This may be covered, so
far =8 recapitalizations are concerned, by the doetrine of

2
Gregory v. Helvering, =slthough this is by no mesns certain,

At the very least a regulation should be fremed to cover

such situations,

1. 293 U.B, 465 (1935).

2, The Higgins v, Bmith case, now rending in the Bupreme
Court, may help to settle this quﬁlEinn.
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9, Existing Lew s to Non-Business Ped Debis
{geg, 23 (k) The Tnternal Revenue Code now vllows a deduc-
tion for debts escertained to bae worthlese and charged off -
within the taxable year. Ih's provision differs from the pro-
vision releting to losses in that generally sperking l.nans.
{spart from casuslty losses discussed in item 6 above) must be
incurred in trade or business, or in trrnsactions entered into
for profit. Dedustions ars ellowsble to individuals [or pom-
business bad debts, including debts ?J-El'.ﬂm: relatives,
Digguasion TFow nrovisions of the atrtute have

been productive of sa much litigation &s the bad debt pro-
vtsiunj: L prest meny so-colled debts sre oripinnlly in feet
gifts because there i1s no intentlon to repay when the so-
called <ndebtedness 1s ineurred; from the creditor's side
there 13 no expectstion of z‘e_r:y'l;.arut.z

. Hec tio Seetion 73 (k) should be smended
by limiting the ellowsnee for the deduction of non-busipess
pad debts to & fixed ssall rmount, sey 91,000 in the case of
each dabtor. .
B8 sa; Paul, Btudiez in Federsl Texetiom, p. 235 (19237,

2. “Paul end kertens, Lew of Mederel Tnoome Texation,
fec. 23,15 (1934).
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10. Existing vem es %o lion-Pusiness Texes
(Bege, 23 (4)) The Internsl Revenue Code Gllows es & deduc-
tion texes pald or secrued within the texable ¥ear excent
fneome, profits, estete, inheritance, legsey snd succession
texes and texes assossed sgeinst locel benefits, Etste in-
come taxes, sales taxes, loocul property teoxes, snd custom
duties are not within the excertion. This deduetion iz #1lowed
rithout reference to whether the taoxes in question are on busi-
ness rroperty or dealings.

Discussion This allowence involves i men! fest
diserimination betwaan texpayers whq ovn their own homes
&nd taxpayers who rent their homes, Texpryers who own thair
homes are enebled through this provision and the 'rovision
for the deduction of interest on non-tusiness borrowings (item
7 sﬁuva} to deduct almost the equivalent of rent, an exvanditure
whiech isnrégnrdad 85 & non-deductible personsl exrense in the
case of taxpeyers who rent thelr homes.

Eecommendation Eectiom 23 (4) should be smended
by limiting the 2llowence for the deduction of taxes oo non-
business prorerty ordeslings.to texes on smell homes not axcead-
ing, sey, ?10,000 in cost or value, FPossibly some excerntion

should be made in the cese of stote income taxes.

i Ext ] T W -

11.

tion Frivilege 4s Chosen (Seg, 302 (4) of 1926 4et =5 Avended)

The 1925 law ndded to the estrte tax provislon Sectiaa 302 (1
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permitting the executors of & decedent to elect the date

& year after the desth of the decedent for valuing the decedent's
sgsets. The remedial purpose wes to avold & heevy eatate tax
where essets have shrunk greatly in velue during the reriod

of administrs r.im.l Ho corresponding provision hes ever been
made, however, with respect to the cost besis to be used by

the distributess in computing gain or loss upon the sale of

the nasets. The cost basis of such essets is still the vealue

it the date of mequisition, viz., the date of the decedent's
degath.

Discussion Eince executors never use the optional
valuation unless there has been & shrinkege of velua, taxpayers
obviously get the benefit of & differentisl which wes naver
subjected to =n estate tax. TFor exemple, = decedent msy leave
mssets having o velue of £1,000,000 et the date of his desth,
end drastic market fluctustions may have reduced the wvalue of
these essets & year efter the date of desth to $100,000. In such
& case the executors mey exercise the option mccorded to them
by Gectiom 302 EJ}, and the basis to the distributees for rur-
poses of depreciation end rurposes of computing gain on sale is,
nevertheless, $1,000,000, although only $100,000 hes been sub-
jected to an =state tax.

Becommendstion The simplest solution 1s to insert
4 new subdivision in Section 113 steting thet where the optional

1. BSee H.R. Rep. No. 1681, 74th Cong., lst Sess., p
(1935); H.R. Rep. Mo. 1885, 74th Cong., 1st Sass., p 9 1935)
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velustion privilege 1s exorelsed, the besis of such property
shall be the value &s used in the estate tax raturn,

12, Existing Lew as to Taxation of Husband and ™ife
{Sec, 51 (b)) Husband snd wife living together have &n option,
8s the law now stands, of filing separate returns or ¢ single
Joint retum including their sggregate incoms.

Discussion This permfission to husbend and wife to
file seperete returns results in unfair discriminetion between'
rersons whose income is derived rrineipelly from oroperty end
rersons whose income is derived principally fronm Dersonal ser-
¥ices. Prorerty owners frequently convey part of their
property to thelr spouses, thus reducing income tax, whereas
individuals darivl.r.g’ income from personal services &re not able
to segure & corresponding reduction in inecome tax, since an
assignment of income from personel services 1s not recognized
for inocome tax purpuaea.l On the other hand, in the communi ty
vroparty states income even from services is divided equally
between husband and wife, which gives the citizens of these
states a speclsl substantiel sdventage over the income of citizena
from the other 40 states. This situstion may become sggrevnted
by the feet that there i{s & tendency in some atetes to establish
an ortionel community property system., It is understood that
Oklehoms hes recently passed such a statute, Purthermore, many

—_— e

1. Corliss v. Bowers, 281 U.S. 376 (1930);"lucss v, EZsrl,
281 U.B. 111 (1930).
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femily unit incomes must escepe tax under existing lew be-
cause the income of neither husband nor wife on a separate
basis is sufficient to require the filing of en information
return by the payor of the income, If the payor of income
were required to file an information return on all yearly pay-
ment s of over $1,000, whether the recipient be eingle or
mérried, this method of escaping texes would be curtailed.
Hecommendation Ome thing wh.tqh could be done
in this situation 1s to require husband and wife living to-
gether to file & joint return. If this recommendetion is
adopted, a difficult differentiation should probably be made,
in the interests of the modern independent status of women,
between husbands snd wives who &re on en independent earnings
or property basis and hushends and wives who transfer property
to each other for the purpose,of saving tex, the requirement be-
‘ng limited to the latter type of case, If the recommendation
is not adopted, the present Dermission, as distinguished from
requirement, of husband end wife to file & Joint return might
be eliminsted from the statute. Such & return is never filed
under existing circumstances unless it is to the advantage of
the spouses. 5till another method might be to tax the income
of husband &nd wife on & combined basis, Or the method employ-
ed in the Eritish statute might be adopted, - nemely the assess-



ment of the entire income of both spouses sgainst t?.
hmmband at & rate determined by the combined totel,
8¢11l1 another méthod, which would come substantielly
to the same result, 1s to sssess husband end wife
separately ot surtax rates based upon the comblned in-

CoOme .

13. L Ta I
from Governmental Obligations (Sec. 22 (b)(4)) At the
present time the Internal Revenue Code excludes from gross
income {1) interest upon the obligations of a state,
territory or any political subdivision thereef, or the Dis-
trict of Columbia, (2) interest upon the obligatiens of a
corporation orgeniszed under act of Congress if 1t is &n in-
strumentality of the United Ststes (to the extent -rovided
in the eets authorizing the issue of such abligatlun:'], end
(3) interest upom ahligltionu' of tha United Stetes or its
possessions (to the extent -rovided in the acts suthorieing
the issue of such obligations).

Discussjion Extended discussion of this exemp-
tion is unnecessary. It results in a serious loss of revenus,

Hegommendation Interest upon all bonds, state
and Federsl, issued efter the date of introduction into
Congress of a new act should be taxed directly and com-

1. &See Paul, Five Years with Douglas v. Willcuts, 53
Harv., L. Hev. 1 tl‘?!? j Paul and Havens, Husband and fite
under the Income Tax, 5 Bklyn L. Hev. 241 (1936).
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pletely. Th's would of course mean that Congress would heve
to refrain from authoriring any issue of tax-exempt bonds
by the Federal government or offiliated organizations,such
2s the Federal Farm Loan Benks., Interest on future 1ssues
of state bonds should ba taxed direstly and completaly,

It would not bs felr to tex the income from nEat
issues of stete snd munieipal bonds even though 1t =ight be
constitutionel to do so. In so far as Federsl bonda lifve
been issued on & tax-exempt basis, the impairment of eon-
treet clause would rrobably prevent their taxation,

4#lthough 1t 1s not suggested thet income an pest issuss
of state and munielpel bonds or of tax-exempt Federsl bonds
should be taxed, Senntor Glass's proposal ,that the surtex
on ingome from non-tex-exempt sources should teke inte AQ=
count the existence of tax-exempt income ,8hould be rdopted;
that 1z, & texrayer with an income of £200,000, one-half of
which comes from axisting tax-exenpt securities, ought to ray
surtazes on the non-exempt helf et the pates aprliceble to in-
comes between 100,000 and 200,000, That would not be tax-
Ing income from tax-exempt nuurit.*.t?, If the eourt wished to
sustein the tax, 1t could do so hy reasoning that this would
simply be denying the taxpeyer the right to escape his proper
surtex on his non-tex-exempt income.

14. mumm
{830g, 117) The Internsl Nevenue Code now leys & tax on
carital pains, whigh in the ense of long—~term gerltel geine



cannot exceed 15% of the gein on the sale of mssets held
two years, and 208 of the gain on the sale of assets held
from 18 months to two wers. Bhort-term capital gains,
whieh arise upon the sale of assets held less then 18
months, are subjected to the ordinary surtaxes,

Discussion This tax is extremely lenient, par-
tieularly es it will operate in &n inflationary period. It
involves & serious discrimination sgeinst persons who derive
their income from personal :-rvicea% The oft-repeeted
eritieism that the taxation of capital geins impedes the mo-
bility of capital, and discoursges cepital from venturing, is
exaggerated,

Hecommendation The capital gain rate should be in-
creased, or, in lieu of a flat increase, tax should be im-
posed on capltal gains by reference to the other non-gapital
g&ln income of the taxpayer. If the taxpayer is in & bracket
between £200,000 and 300,000, he can afford to, snd should,
pay 2 higher capital gains rete than & taxpayer in the bracket
Just sbove the point at which it peys to elsct to be taxed at
the flat rates conteined in the existing stestute. An additicnel
thought would be to glve some favored tremtment on secount of
the reinvestment of the proceeds of capital gains in equity

risks in new enterprises.

1. Internal Revenue Code, Bec., 117, An individual with
an earned income of £100,000 fdisrigardina credits for earnad
income and dependents, tut allowing & £1,000 exemption) would
be taxed £33,354, whereas an indi{vidusl realiming £100,000
from long-term capital gains would be taxed only §9,334.



16, gxinting Law an to Gorporste Distributions
of ¥aroh 1, 1915 Profits (Sse, 116 (b)) Evary sorparate dis-

tribtutisn of sarnings and profits acouwulated, or inereass in
value acorved bafors larch 1, 1913, 1a sxerpt from incoms tnx.
Such a distribution oannot be made o long am A ocorporatlon
hins sarninge or profits ascumulated sinee February 28, 1013,
tagau=za thare ia n concluasive nresumntion ln the atatuts that
arary Adlptribution 1sa made out of poat recently acourmulated
sarninga or profits. But the pre-llarsh 1, 1913 profits, or
inarenss in value of pro-arty, may ba dlatributed free frorm
tax 1f all more resantly acoumulated sarnince or profits have
taan diatribntad.

Digeugaion Thare ln no conatitutional reamon why
anrninea or proflts ascumulatad, or inorsass in w_tlu& of proparty
agerund bafere larch 1, 1513, aheuld not be tu:nd.l Fbrpnrn—
tlone have been glven a reansnable opoortunity (20 years) to
Alatritute prea<lareh 1, 1013 aarninca and lnereass in valus of
proparty without any tax.

Reagopmepdation iIou may wish to revive the attempt once
radn to amend Sesction 115 (b) &0 ns to elimirate the sxemotion
theraln =ivan ts sorporate dlstributions of esarnings or profits
scounulated, or inoreass in valus of proparty, noorued, before

arch 1, 1913,

1. i 7 1.8, 3 1 Howe T
a5 o0bd %Hungla??mhr. 24 38 (1218); Lynet w. Turrlah,

2+ Buch an amandmant at least onoe passed the Senate, but
did not survive in the final bl1l snaoted,
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16, Exgistine Law #8 to Life Insurence Proceeds
Paid {n Instellments (Sec, 22 (b)(1)) The Internsl Revenue
Code provides for an exemption for income tax purposes of

amounts recelived under & life insurance contract paid by
reason of the deeth of the insured. In Section 22 {b){l}_
there follows & perenthetical clause to the effect thnt-
if life insurance proceeds are held by the insurer under
an agreement to pay interest thereon the interest neyment
shall be included in gross income.

Discussion This provision does not work setis-
factorily. A few yesars ago the General Counsel ruladl thet
thia provision exempted only the prineipal sum or ecapital
velue of the 1life insurance poliey as of the date of the in-
sured's desth, and that all amounts which are added to such
rrineipal sum whan 1t 1s :sid in instellments by reason of
tz'll-_;'umin.g of time should be taxable, The Board has _rué-nt.ly
held that this interpretation wes incorrect, and that the
Congressional intent w68 to exempt smounts recelved by the
beneficiery of & policy peid by rezson of the deeth of the
insured in installments or in ennuities &nd not merely smounts

-pfid upon the death of the insured or payable at thet time.

Putting this thought in snother way, the exemption is comstrued
not to epply merely to the commuted value of the face of the

poliey, but rather to the face amount of the roliey whanaver

1, %80 13,796, CB XIII-2, p. 41,
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its proceeds are paid. Only income from the retcined face
amount of the rolicy, ususlly taking the form of excess in-
terest dividends, i{s taxeble, because such excess interest
dividends are not received solely by reason of deeth of the
insured, but &re reid by reason of the withholding of the
future instellments of the rineipal emount end ere profiteble
‘nvestments by the cqnpany.l

Becommendation Section 22 (b)(1) should be erended
in sueh & vay as plainly to inecorporste the rrineiples
announced in G,C.M, 13,796,

17. Law &
Se Lo (£), 24 (bY, 112 (B)(S), 113 (a)(B)) It is

possible under the law as it stands for sn ind!vidusl who owns

securities which have substantially decreased in velue to
transfer these securities to & new corporation without the
recognition of loss under Section 112 (b)(5). The corpore-
tlon under Seetlon 112 (a) (8) tekes over the n'gh cost basis
of the individual transferor, It mey then sell the securities
end obtain the bencfit of the logs. If there 418 & mere ex- _
cectation end not an sgreement to liguidate the carparatimrat

the time of the transfer of the securities to it, a second or

y
1. Eee Bidney W ';nalnw Jr,, 39 BTA 373, of. United Stctas
7. fietibroner, 100'F l2a) 379 loca'3na, 193g);ufateh x. tinnear,

30 ETA 718,



(]
double loss deduction may be secured upon the liguidation
of the corporationm. :

Discussjon Although double deductions are frowned
upon by the Buprems ﬂuurt,z this seems to be & wholly in-
defensible inaphnlu. ¥hile severel members of the Eoard
dissented in the W, & K, Holding case send the cese may be
reversed on spresl, there is & substentiel rossilility thet
it reflects & correct interpretation of the present stztute,

Recommendation The strtute should be amended to

prevent this double lose deduction.

13. Bt Law o B marty T i
by Death (Sec. 113 (a){5) Under the Tnt.rnal Revenus Code tex-
&ble gein end deductible loss on the ssle or axchange of
property trensmitted at death (scquired by bequest, devise
or inHeritance or by decedent's estete from the decedent) is
the I;tr reTiet value of the property &t the time of scquisi-
tian (desth).

Discussion For example, if B sequires rroperty
tranamitted at death by A, snd the property cost A #100,000
in his 1ife time end is worth $500,000 2t the date of death,
B when he sells the property is entitled to use 500,000 as
his besis. This means that £400,000 of acpreclstion in vslue

o
' _Ecu . & X. Holding Corp., 38 BTA 830, 839,

2. "";zumugmin v, Paeific Lumber Co,., 293 U.B, 351 (1934);
“Ilfield Co. v. Hernandez, 292 U.B. 62 (1934).
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has never been, end will naver ba, subjeet to {ncome tex.
Tremendous loss of revenus must be involved in this rule, and
it must have a freering merket effect by discouraging sales
by persons late in 1life,

Ligcompepdation Seotion 113 (a)(5) of tne Tnternal
Hevenue Code should be emended to rrovide that the basis
for gein or loss on tha disposition of, or for purposes of

deprecistion or depletion upon, property transmitted at

death is the sdjusted cost basis in the hands of the decedent,
i
ratier then yalue at the date of desth. While this would

riise the basis where propesrty has depreciated in value
between originel aequisition by the decedant mnd the date
of death, it 1s perfectly fair to sllow such a potential loas
to be carried over from the 'dnoedunt; morgover, this aspect
of titw chenge should not so greatly affaet the revenue, since
losses sre frequently consummated during life to save texes,
wareas meny gains Tor the same reason g2 deliberstely un-
realired. Tn connectlon with this recommendation 1t should
be noted that it is Teirer then the basis in the case of pifts
dnter vivos established by Bection 113 (a)(2) whien establishes
ez & galn basis of cost to the donor, but limits the donee to
8 loss besis of cost to the donor, or value at the time of
gift, whichevar 18 lower.

Another alternative remady for this sltustion would be
to count death ms & closed trenssction, somewhat in the manner
astablished by Seaction 42 with reaspoat to acerued ‘ncome. This

l. It is reslized that this change may involve rroblems of
distribution among legntees, the high donor cost basis proparty
being of groater valua to & legatee, but sroblems of this sort
are hardly insuperables,
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rezedy, however, would be largely self-defeating under the
present scheme of estate tax deductions in that the addi-
tional tex imposed upen the decedent during the last tax-
&ble year of his 1ife time would be ‘ncreased and this

1
would sutomatically incremse the sstate tax deductions.

19. Existing Law as to Domestio Building and Loan
Assooiations (See, 101 (4)) The Internal Revenue Code

under certain conditions now allows & special exemption from
income tax to domestic building and loan associstions, sub-
stantially &1l business of which is confined to meking loens
to members.
Discussion This broad provision gives exemption

to bullding and loan associstions tha egtivities of which
are not related to finsneing homs ownerghip, mt go to the
length of owning and operating office bulldingsj slsc to ssso-
clations which malke loamns to building contractors, as dis-
tingulshed from rersons #ho are rurchasing or erecting thelp
homes for parsonsl 1;an' and also to bullding end losn asso=
clations owned by small groups, which derive substential in-
come from their omngrship of the assoclation. It does not
destroy exemtion ,Ithzt associations sccept what are substan-
tizlly savings deposits, and thus compete with banks,

Escomnendation Although the line of demarcation is
hard %o draw, Section 101 (4) of the statute should be re

drawn in such o »ay &g to 1limit the axemption given to

1. B8ee Reg. 80, Art. 37.



Mulldine and loan asaoceiantions of a menuine enaparative
charactar, this activitiss of .whiich are rrimarily relate

finanoing homs ownership.

A to

20, Exinting Law ag to “wtual Casualty and Fire

loaurenos Gomoanden (Sees. 101 (11), 207 (o)(3) Sectt

101 {11) of the Internal Revenus Code axamntas farmars!

other mutusl hail, eyclons; pasualty or fire insurancs

on
or

oon=

nanlse or asaoelations (inoludine interinsurars and raciprooal

undarariters) tha income of whieh Lg uned or hald for t

surpane of oayine loansa or axpansss. Saatisan 207 fe){

he
3)

van m Avaclal allawancs to mutual inpurance companies [in-

eludin~ intarinsurers and reeipresal undersriters but not

ineludine mutunl 11fs and marlne eoTnanlaan) reculrine t

riambera to make pramtun daporltae to provids for losaan

help
and

axoannng eonsloting of the amount of pranium depoalts re-

turnad ta thaip poliey holders and the ansunt of pramin

deponits retained for tha raymant of axpannen, losces and

MlnAurancs regervan,

Tha affect of thage provinlonn, aa intarorated

Ly the Duresu rulinpm, practics and regulationg, ip that

1. Ses Reg. 101, Art. 101 (11)-1; n&f. 101, Art.
See alao Comm. v. ‘atlonm Brange Mutual Linbiitly [+ T8
F(2a) 316 (OCA 1at, 1938); Yelaughlin v, Philadalphin
Sontrltutionahis for Tnauranes of Houpan frem Loas byFl

73 F(2d) BE2 (COA 3rd, 1034) cert dan, 254 11,8, Tie (1935

Commarainl Health & Accldant Co. v, Plekaring, 281 Fad,
HAltlicore Zoultatls Scolsty v, United ftates, 3 Fed, Sy
{Ct. Cls., 1937) eert. den, 250 U.8. BeC (1933); lwtual

Z0T=0,
a0
ra
fy

838 (1022);
po. 427
Afsurancs

dnolety of Virpinia, 24 BTA 1102, acoulesced in 0B XIII-1, p.11:

0. 3080, OF 3, n 279; 8.0, 188, OP IT11-1, p. 284: A,
Ch III-1, ». 294,

R.R, 7080,
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practically ell putus] 1n;urnnc| compenies other then life
are exempted from income tex; those which fail to secure
exemption under Section 101 (11) escape tax in large part by
reason of Beetion 207 (e)(3). It is belleved thet virtually
no substential tax 1s collected from such mutual companies, al-
though 8 substantisl tex is collected from stock insursnoe
compenies of the same typae.

Hecommendetion ©Section 101(11) end Seetion 207
(e){3) should be modified so. that exemption 18 limited to
compenies of & purely local character, the phrase eliminated
hrbﬁectinn 1013 (b) of the Hevenue Act of 1924, Further
rrotection should be introduced into the stetute to prevent
undue deductions under Section 207 (e)(3). One method would
be to use the provisions of existing lew applicable to the
toxation of stock insurence companies other than life. Other

vossible methods should be cenwassed.

21, E A I Gy
Pepsion Trusts (Segs, 23 (a), (p), 165) The Internsl Fevanue

Code allows & deduction on agcount of cmounts trensferred to
rension trusts, Although amounts transferred to stock bonus,
nrension or rrofit-sharing plen trusts are dedugtible by the
employer, the amounts transferred to the trusts ere not tax-
eble to the employee until they are nald out of the trust
after retirement or otherwige, agcording to the pension plan.

Tna trust itself i{s not texeble with reapect to income earned
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upon the investment of the funds trensferred to it.
Discussjon These stotutory provisions were un-
doubtedly intended to encourage vension and retirement plesns ;
wileh would give & messure of old age seocurity o mpln_\uui
They hove been employed, however, to & large extent for the
purpose not of benef!t! ngl Junior low-paid employees, but
rether for the purpose of leying asidae for future lower-
'hre:F'nat taxation after retirazent, large blocks of the
saleries -eyeble to senior key men in the employer comranies,
Hecopmendation Bections 23 (b)), {p) znd 165
of the statute should be smended so as to 1imit the deductien
for neyments node by employers to rension trusts to some

fixed smount (ssy $5,000) for zny one employee.

22. L Blun ar -
gentage Depletion (See, 114 (b)) Gection 114 (b) of the Tn-
ternal Fevenue Code nllows specisl depletion in the case of
cines {other than metal, coel or sulphur mines) discovered by
the taxpayer. The basis is the value of the property &t the
date of discovery, or within 30 days thereefter; the depletion
allowance is limited to 507 of the net income of the taxpayer
from the property. In the cese of oll and gas wells, the
allowance is 2747 of the gross income from the property
(excluding rents and royslties), but the mllowance mey not

1. The purpose of these st tuto ro
vi
in s;ftug cfgﬂf;:f: m:.uwgfysgm c;:f:? : %:t';:::d 5
. " tee Raport Ho -
gw.!zlﬁhég”:, Pe 29, May 1, 1928, Bee u.é"gfgh?f:
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exceed 50% of the net ineome of the taxpayer from the
property. In the case of goal mines, the percentage of
gross insome 1s 5%; in the casse of metal mines it is 15%;

in the cese of sudphur mines it is 23%. Thess last three
Bllowances are limited to 50% of bhe net income. It should
be noted that these percentage nllowances £0 on Indefinitely
and not merely until a definite capiiel sum is exhausted,

Discussion The special depletion deductions
originated in discovery value deductions ineluded in the
1

Fevenue Aet of 1918 which was during the World War, They
were designed to encourage metal resource development, par-
ticulsrly oll wild catting. In 1926, because of veluation
difficulties, percentage allowances were substituted in the
cazes mentlioned for discovery value allowsnces. The original
diseovery value allowances were "favorad industry®™ dedue-
tions, snd involved the factor of incentive tl:ati;n. In
1937 the President snd the Secretary of the Ttessury re-
uomm-nded2 the elimination of these provisions, tut the re-
commendation was not adopted.

Hecommendation You will no doubt wish to urge once

T
more the elimination of these special depletion allovances,

—

1, Paul end dertens, Lew of Federsl Inocome Taxstion, Sec.
21.53 (1934).

2, Letter of President FRoosevelt, June 1 1937, quoted
in 1 Report of the Joint Comittee on Tax Evas on and Avoldance,
75th Cong., 1st Sess., p. 1 (1937); Secretary Morgenthau,
Hearings before the Joint Committee on Tax Evasion and Avoldance,
75th Cong., 1st Sess., p, 11 (1937).
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Of course, depletion on the besis of cost or velue at March
1, 1913, should be retained in the statute.

23.
Under the regulations now outstanding the taxpayer is given
the option to charge to capital or expense intangible drill-
ing and development costs, ineluding expenditures for weges,
fuel, repairs, hauling supplies, ete,, ineident to the drill-
ing of wells and the rreperation of wells for the production
of oll or ges,.

Discussion Expenditures of the type mentioned
result in & capital asset, which in the cese of productive
properties continues to produce income throughout the
life of the property. The so-called option is only an
option in an artificisl unu,2 since taxpeyers generally teke
the cash and let the credit go by avalling themselves of the
privilege of deducting immediately the full cost of capital
assets, rather than postponing the deduction to years when 1t
mey be recovered through the door of depreciation of &
capitalized item. The Treasury mede & move about z Yeer ago
in the direction of eliminating this so-called election, snd
compelling capltaligation, but abendoned the idea after in-
dastrial hearings,

1, FReg. 101, 4rt. 23 (m)-1&.

2. Gee Uovernment Brief in Wilshire ease, p. 9,



34

1

Reacommendetion This option hes bean granted by
the regulations for & long perlod of years, and may have
become subedded in the statute. Its ulimﬂ.nati?‘n for the
future will not require & statutory provision.

It is worth consideration whather & further pro-
viaion should not be engcted limiting depletion and depre-—
cletion deal.u:ti_mn to amounts reported to stockholders in
annnel raports. Conversely, listing sprlications to the
faourity % Exchange Commission might be required to show
depletion snd depreciation taken for income tax purposes,

2 ing Law # { lion=
Alien Individunls end Foreign Corporetions (Secs, 211-2139;
B 231~ Under tne Intsernsl Fevenus Code nelther

non-rasident indfviduals nor foreign corporctions ere now
taxable with roapect to capital gelns; snd forelgn gorpors-
tions &re given the benefit of & flat rete of 13% ofi their
traxable income, and 10k in the case of dividends (widch nay
be reduced to 5% in the casze of & corporation orgonized under
tie laws of 0 contiguous country - Caneda end Mexico - 47 =0
rrovided by treaty with such country).

IMscussion Ho sufficlent reason eppesrs why non-—

resident alieng should heve tlls distinet sedvantage over

_ 1. Helvering v. ¥ilshire 01l Co. v,8. (1939);
ey Helvering v. 'R, J. Reynolds Co., fiDEu U.8. 110 (1939)..

=4

T g d
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citizens ind residents of the United Staotes, nor why foreign
corporations over domestlie corporations should heve Any
edvantege with respect to rates of tax or types of taxable
ineoma. If anything, diseriminations should aparate in
the oprosits direction.

Becommendstion Sections 211 to 219 and 231 to
238 of ttm Intsrnal Revenue Code should be smended to tax
non-rasident sliens dnd foreign corporstions upon incoae
from sources within the United States in such & way that
there 18 no discriminetion in their favor. There appesars
no resason wvhy non-resident aliens and forelgn corporations
should not be texed upon capital geins consum-eted within
the United Strtes even though they have no office or
place of business within this country.

r
~



£5.
Aot, feg, 401 (o), 1976 act, Eee, 20 (i) Tne Internnl
Revenue Codeé pow grante a general estote tox exemption of #40,000,
and ‘s apecial ‘exemption of 740,000 of .l'hsurawua upon policles
taken out h‘j’ld“!dﬂt upon his owm 1life and payable to baone=-
ficieries other than the estote of toe insured.

Disgussion Vhile a general estatoe tax exemotion
should be allowed in the oase of ressonably small r_-atn.t-r-,l and
vhile a $£40,000 specisnl insurance estats tsx oxcwmntion should
perheps be ollowed also in the gase of small ostates, thess two
cromptions ar  © ney now oparste confer sn undue benefit upon
estatas in high brackets, The £40,000 general exemitlcn meuns
£400 to an estate of betveon £40,000 and $50,000, Ip the caze
of o net estate in excess of Ed,ﬂJJ,ﬂﬁfJ but not in exceas of
£4,500,000, the exemption neans $20,000 in tax. In the cnze
of on estete in excess of #53,000,000 the exemptlon means
£04,000 in tax, The sume figures may be applied to the insur- * |
imea exemption. It 13 well ¥nown in insurance circles thet

meny peraons with bigh bracgkets eststes take out inmzurince
nolicies of #£40,000 not becauss thay arc intarested in 111.711'&:14.'.‘&;

£

1 Bection number refersnces wmder the cstate tax are to the
s-varal reveaue Aets and not to the nev Internsl Hevenus Code
+41th whien latier section numbers most posons sre not yet femiliar.

©  Possibly an even greeter excm:tlon should be allowed in the
care aft smnll oatotes.
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but merely to secure a $40,000 exemption,

Bacommendation As in the caze of the personal exemption
and ¢ redit for d ependents l.n_ sonnection .wj.t.h. the income tux,
these 140,000 exemptions should be modified so thot they are of
erusl benefit to large and small estztes; or parhaps they should
be eliminated eltogethrr in the case of nat astites ln excess of
a given subatantinl filgure. One meciamnism for accomplisning tois
change rould be to insert normsl and surtex structure in the satate
tax allowing the ®40,000 exemptlon for normul sstste tax purposes,
The special insurshce exemption snould perhaps be eliminated in
the case of a ll estates md sn incroase of the gancral axemption
zllowed. to smell estates.

#6, Exlating Law as to Texation of Life Insurance
Qo6 Aet, 8ac, 202 (g)) Apart from tne contempluotion of desth
provision the proceeds of life fnsursoce pavable to beneficisries
other than the estate of the insured are tuxable only i the in-
sured 1s vestad at the date of denth with incidents of own-rshlp
in the policy. Imcidents of ownership are now defined us including)

{1) The right of taoe insured or his estete to the
economic benefits of the policy;

(£) Tha power to cheage the boneficlary;

(2) The right to aurreadsr or canosl tas policy;
{4} The rilgat to csncel the policy;

(5) The right to revoke an assigomdnt;

{(8) Tne right to pledge the policy for u lonn; and

{7) The right to obtain from the fnayrer a loan
against the murrender vulue of the poliey.

1. H’.ll H‘ul Art, HE, &8 amonded b}* T.D. dTﬂ- ce 1’37‘1,
[ -
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If the insured irrevocably assirns the sbowve incldents
of ownershi, to another person (usu-lly his wife), there ls no
esatzte tax upon the procesds of the Llnsur:nce, unless the tronse-
fer 18 held to be in contemplstion of desth., The more modern
form of eavoidsnce in this fleld of the lew is the issuance
of cross poliecles, one on the life of the husband token out
and owned by the wife, ani the other on the life of the wife
tzken out ond owned by the husb'nd, This method :voida the
necessity of any cssignment or irrevogchle transfer of the
incidents of ownership.

Discussion  Large smounts if insurance proceeds
altogether escape t x under existing law. Insurcnce ls sold
to lerge oustomers upon the brals of a tax-—avoldance sclling
uppenl.l It is 9elieved tket iatra-company schools are muin-
toined by the insurance comprnies ‘in which salesmen are
instructed how to discuss possible tax savings with prospective
insursnce buyers.

Insurance proceeds, in so fer as they exceed cash
surrender value, ere et the dute of the de th of *he insured
enjoyable for the first time by the beneficlsry. The death
of the insured creetes an aditionsl untaxed v.lue and frees
it for the first time to the beneficlary's use. &Euch a
gemuine enlargement of the beneficlsry's rights has been apugh,

without sny shift of economic benefits from the estnte, to

1, Bee Wright cnd Lowe, Belling Life Insursnce through
a Tax Approach.
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support the taxation (1) of interests held by joint temants
and tenants by the nntirnty;l {£) of property as to which

the decedent hes retained for life the possession or enjoyment
of the income 1f trensferred after the 1821 Joint Resolution
amending Section 30E (c};g and (&) of property as to which

the decedent has retained nothing more than o vete right te
pravent a revocetion of the trust by the beneficlaries alome.
Where 1t i3 necessary to prevent tax avoldance devised by
ingenious minds, there may be no denial of due process in
measuring the tox upon the transfer of imnsurance by reference
to what passes at death.

Recommepdation ¥e may be precluded from amending out-
standing regulations ratroactivaly.4 Regulations 30, Article
25, as smended, should be further amended at lexat for the
future., If necessary, the statute shoild be amended 2o as to
make inescapably nlan; the intention of Congress to =ubject to

tax the progeeds of all life insurance policles token out by

1., Tyler v. United States, 281 U.8. 497 (1920),
£, Helvering v. Bullard, 202 0,8, 97 (193).

%, Helvering v. City Bank Farmers Trust Co., 208 U.E&.
85 (19zs),

4, Helvaring v. HReynolds Tobacee Co., &i8 U.B, 110
(1928); of. very recent opinion in the Wilshire 0il case.



the decodent on nls own life to the extent thnt he heg padd

preziums thereon, or where he jofsessed st thy tlse of desth

some Llncident of ownershlp ower the policles., In the siturtion

involving cross-policles, comsonly t-ken oit snd paid for by

spouses with thelr aqpﬂi:-.-.tu run.dg', there 1s lacking any mb-‘ : '
stitute for testom ntnry dis oeitisn, and Congress mi;ht well

eravung the cospur tive serits of roveomping the sresent ifcome-

tex exesptlon of insur noe proceeds, or of im-osing a speoclsl

exelse tox, wholly dissoelsbed from the estute tux title,

upon the recel;t by the beneCicliry of Llifc lpsurnnce nroceeds

in excess of the nggregate premiums puld by him. However,

iny smendment toxing the proceeds of ~ollielesa, r gordless of

ineldents of ownershi: or regardless of the source of promium

puyments, should be only prospective in applic: tion, to aveid

obvicus unfalrness eg-lnst pesroas who hawe alreendy procured

pollcles in rellance upon the Tre: ury's sautrbsniing inter— R
protiticn of the statute. It might b possible to apply .
the smended statuty to policles tuken out before Lte OBLGEe
but to exeapt froc ultlzete eat ke tax the e.rh surrender v lue
of oolicies therctalore E=ken out, existling aes of thy snasage
of the :menizont, or to exeapt in amount beucine the sase r tlo
to the tot 1l procecds as the tioe betoeon the lssannce of the
poldey and the snesuge of tho swoniment bera to the total

peri sl until *he dale of deaths Thic aoeniment involves the
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eliminetion from the stutute of the o ompletely unsatis=-
factory lﬂn‘ulft "policies taken out by the decedent upon

his own l1fe,."

Egwers of Appointment (19%6 Act, Bec, 207 _(f£)) The estate

tax atatute now provides ¢t hat there shall bo included in
the g ross estete property gagsipg under a gsnernl poser of
appointment gxerolged by the decedent (1) by will, or (2)

by deed exercised in contemplation of or Intended to toke
affect in possession or enjoyment at or after death, or

(2) by deed under which the decedant has rotained for ois
life, or any period not ascertsinable without ralferonce to
his death, or for any period whieh doss not in Tact end be- .
fore hls death (A) the possesalon or enjoyment of, or the
right to the income from, the property, or (B) the rignt,
either slone or in conjumction with Bny person, to designate
the personz who shall possess or onjey tho property or the
income ¢t herafrom,

Plecussion The use of the word "passing” makes
1t possible to oscape all estats tax at the election of the
person for whom the power is exercised, if that person would
huve taken the ssme property in default of sppointment, For

Instance, 1f & power i3 given tc A, snd in defsult of his

L, Bee Paul, Life Insurence and the Federal Hstate Tax,
S8 Horv, L, How, 1037 (1929) ;vBailey v. United Btatas, very
rocently declded by tne Court of Claims,
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exercise of the sower by will the property is to pass to

A's issue, or if no 1ssue to A's heirs-at-law, A's heirs

may still elect to take under the will of the domor of the

power, rather than under the appointment itzelf, even

though A has expressly exercised the power in their favor.

The Board of Tax Appeals recently decided whmf

under mthority of the Qrinnsell case. Tnn_; e ase 1llustrates a

simple estate t ax avoidance expedient. The rule stated 1s that

if the beneficiary-appointee receives no more because of the

exerclse of the power by the donee than he already nad under

toe donor's will in default of the exercise, Section 708 (r) w11

not r:;-.u;:rljr.3 This rule 1s highly prejudicial to the reéevenue

breause 1t will apply to numercus family testamentary dispositions.
8o long és the statute covers only genmeral powers,

there are ample means of avoiding tax deriving from technical

@lstinction between general and speclsl powers., The out-

standing regulations say ‘that & power {s general {f the donee

4 -
mey eppoiat to hi self, his estzte or his oreditors. A

1. Helvering v. Opinnell, 294 U.8, 152 (19465).
£, 38 BIp P73, ¢

2. Lewls Spencer Morris, Nzec., 29 LTA 570 followed
the same rule,

4, HHE- Eﬂ" -A-I't-i o4,



gpecil power may be used which in no woy will affect the
desired purpose of the donee., Examples of such specisl
powers arei

(1) A power to appoint smong natursl percons and
chapitnble corporctions in which the donee 1ls deprived
of the right to appolnt Wl 5

() A power exercisrble with the consent of a trustee.

(3) Under Maryland law & power which on its face is
Eeneral becomes = gpecis]l power because no appointment ecan
be made to ereditors. In that state 711'1;:'.1.»111:( no power of
appointment cun be resched by Bection S0E (f) ns the sec-
tion now ul:.'nn-:ls.a

Hecommerdntion

(1) The word "pessing™ should be eliminuted from the
stztute so as to preclude escupe from tux when a gendral
appointment glves the beneficiary-sppointee the same or lesa
than he would have received in default of the exercise.

{2) The words "alone or inconjunction with any -_:'r.' raan®
should be assoclated in the stztute with the word Wexerclscble.?

(3) The stitute should include within its scoe speclal
powers, as well as genergl povers, with o provislion for the ex-
ceptlon of some specicl powers to cover coscs in which an aopolnt=

i

J
1. Waldemar H. Helohol:z, Exec., 28 BTA 165.
g, " Charles J. Hepburn, Exec., 37 BTA 458,
3, ‘Lescr v. Burnet, 46 F (B4) 756 (CcA 4th, 1831).
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mont und-r_l special power after a single life tenancy e an
be exerciied only among tue children of the donor or donse,
and vhers the property im defeult of appointmant 13 to be
distributed among that elags, This would not postpone the
tex "™unduly,® but would prevent 2uch aituations as exiat lnl
Delsvare, vhere an estete can oscape & ax forever by plving &
son ¢ 1life estete ond & szpeclal jower to usppoint eny of che
san's ehildren; each generntlon can then repeat this process,

(<) There should be provision for a tax on powers,

i Lacr they are exercised or not, axcept in the conse of thwe
exception mentioned in (2).

If specisl powers wers taxed rogardless of the limi-
taticn suggested, testators would immediataly twm to tae
alternotive of setting up life astitas with v ested remainders.
Toevefore, If no such limitsation werz placed upon the taxation
of property pessing under & Specicl psover, Congress siould can-
vuss tife possibilities of {muos=ing & succession ar

nheritance : (rather then an estats) tex snenever a re-

salaodermer under & will succeeds to property upon the death

1. This whole subject 1s ably discussed in uriara1d¥ Powers
of Appointment And Tn¢ Fodersnl ERtate Tax, 52 Hnrv., L. Pevw.
9 (1938).

£. bGee lotter of the Prosident to Congress guoted in Ways
and Meany Committee Report No, 1l@dl, 75th Cong., lst Sess,,
pe 1 {18585).
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of the preceding life tansnt, This vould not be an extreme
herdshi-, #ince life tencnts are frecuently glven a power
of invading the ¢t rust corpus,which gives them virtually
toe zsme economic control over the remainder as 1s possczssed
by the doﬁa; of a power of appointment. The retes of taxaetion
upon the remaindermen in such cases should be considerably
lower than those under the present sstate tax law; and the
remainder should probably be exempted from the tax ir the
life tenant dies within a perlicd of five rears after the death
of the original decedent. Any statutory amendment along this
line would have to cover the still further dternstive of
buying an annuity for the wife {as distingulzhed Trom mzking
her a life tenmant) and lesving the balance outrignt to the
children, perhaps with enjJoyment oostponed until & certaln age.
. IT"H...‘ & t [ 5 302

as = Sac a In Helvering v,
1

Et, Louls Union Trust Co, the Supreme Court decided by & vote

of 5 to 4 that therse 18 no tax wupcn the estate of the grantor of

a trust vhere the only reservation in thne trust imnstrument is

1. £88 U.8. 39 (1925).



a possibility of reverter (as to income) if the bemeficlary
(the grantor's dsughter) zhould predeceass the grantor. This
decision resulted in a revision of the estate tax regulations
1
and t he insertion of the following lungusages
"On the other hand, 1f, as & resu't of the transfer,
there remnined in the ecedent at the time of his death no
title or interest in the trensferred property, then no part
of the proporty is to he included in the gross estate merely
by resson of & provision in the instrument of transfer to
the effect that toe property was to revert to the decedent
upon the predecease of some other person or persons or
the happening of some other event.F®
Discussion The existing statute, as so interpretad,
makes a highly artificisl distinction. For instance, 1f the
decedent provides thet the tenefit of the property should pass
to A for life nith & reservation of the fee to the grantor, but
with & remainder in fee to A contiogent upomn A's survival of
the grantor, then the ;roperty is !meludible in the grantor's
estate, On the other nend if a technically vested fes title to
tae property 13 given to A, but with & furtner provision that

the property should revert to the grintor 1 A predeceases him,

1. Reg. 80, Art. 17 (1927 Ed.)
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no astate tax 12 imposed, although the net effect of the di spo-
#ition 15 exactly the sa3o :2 in the sreceding case.
lipcommendation There are, of course, all sorts of
variations of reverter interest:, but certainly ss to many of them
the dissenting upintunl of ¥, Jurtice Btone, -oncurred in by
“ of his nssocistes, reflects the rule tost sho.ld b incorporatad
into the statute. In net effect the rule {s that tne estate
tax should be imposed in all cases 1n which the decedent in
making discosttion of nis proparty retalns any veluable interest
in tha progerty by whlch he postpomes finnl disposition of the
pronerty until his death., The Supreme Court may, howover, ralieve
thls diffieulty in several pending ceses in wilch.an overruling
of the 5t, %ouls doctrine is belng re us:ted by the government,
£8, aw i smplo F W)

Death (Sec, 30F {¢) of 196 Act) The estate tox stotute .ro-

vides that there sell be included in the gross sstote gifts and

trensfers {n trust made in contemplation of denth,

1 Helvering v. Bt. Louis Union Trust Co., £98 U.5. za (l97s).
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N

Discussion The statute, hy making taxability de-
pend on the mtivelor purpose accompsnying the gift, incorporates
a subjective test. fhether there 15 contemplation of death 1a
a Juestion of faet vhich the courtsz tend to onswer with extreme
liberality in favor of decedent estates, Tn United GStates v,
¥ells < the frankly admitted motive of the decedent in making the
glft was to reduce income taxes. The only motive connected with
1ife which prevented the gift from being subjected to an estate
tax was itself a r.a:-ra_t.iuetlun motive. In many cases glfts made
by persons well over 80 years of age are held not to be in
eontemplation of death; in one case a gift by & person over
80 yesrs of age wa. held not in concemplation of |:Ilr£t1:.n.al

Becommendation  Some provision should be made to show
Congressional intent to tax all gifts end transfors 4in trust
wnlch serve o substitutes® for testementary disposition. The
18%6 Aet inserted & two-year conclusive preosumption which was

4
held unconstitutional by & & "o E decision in Helper v, Donum

1., Paul, Beledted Btudies in Federsl Taxation, Second
Series, p. £85 (1838).

£. £8% U.8. 10& (1921).
%z, FHochester H., Hogers, £1 BTA 11p4.

4. pes U8, 318 (1928),
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¥hile the present Oupreme Court might sanction such a
provision, 1t © ould be extremely unfair 17 the case of
gifts b’ relatively young persons. A general provision
might perhaps be enmcted establishing conclusive presumption
to cover cases in whien the gift 13 made after the decedent
reaches 60 years of age, with thé present rebuttable pre-
sumption covering cascs in which somecne under the sge of
80 mokes & s1ft and dles thereafter withih a two-yesr period.
20 Existiog Law as to Elimiostion of Estate Tax
Against Insurence Proceeds b- Reason of Uncollectiblae
Claims { See, 302 (g)) Under the Internal Revenue Code

claims ageinst the eatate woich sre allowed in tae juris-
dlction in which the estate iz baing adninistered, are de-
ductible in determining the net estate, even though the
claims are not enforceable against some particular assets
of the estate. ; i

Discussion 1In many States the proceeds of life
insuronce payable to named beneficieries are not -ubject to
claimz against the estate. Taxes are escaped sltogethar
if the claims against the estate exceed not only the net

estate, but also the statutory gross eatate, including 1ife




inmarnnee proceeds, In onc uul an estutcevelusted at
over 12,000,000 more then half of shlen couslsted of the
srocesds of 1ifm {nsursnce, kad v:olid clalwma agoinst 1t
amounting to some £6,000,000, none of whigh conatitutod
2 eharge sgainst the vrocoeds of the policios. Binco the
uncolloctible clsise excecded tas gross estote, therse wos
te estete tox liability.

el Bection %0I (a) of the Intarnoal
Reveais Cods should be smended to jrovide toat oleinms o galnat
rm astate nre sllowsble o eductions oaly 1f collectinlo in

the particulayr jurlsdiction.

1. Comm, v. Ames, &6 F(Pd) 23 (<CA Tth, 1337),
Sae also Helve.ing E, Northwestern Hutlonal Bunk and Trusg
Co., B9 F(7d) 587 (CCA Btn, 197 )y Comm. v. Lynz, 80 r(ea)
745 [Lod l..u'r.! 1927) 3 fielvering v. OftDomnell, 04 ""t?d} ape
frica oad, 168a); Comm, v. OGtrauss, 77 i?['..'a.) 401 (LCA Tth
1328), on reherring aff'd sl ¥{rd) 1018 [ CCi Tth, 1978)% Eomn,
Ve H'!i!.urﬂ:, 1% F (7d} 1 (Cus 6th, 1820); Walnwright v. Kile,
$7 P, Sunp. 175 (BiD. Po., 1027); Bdna ?, Hays et al,, Bxira,
24 OTA 808, Bee the Alssenting colnlon of Mambaer harron in
Thomss Dol huth, at al,, Sx'pa, 74 ATA 181 which was hDowaver
afffd by the Cireuit Court of Appusls (nppecl Hlamissed,
CCA Bth, 1B24).
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1
GIFT TAX

31, & t =1 '
505 (a), 504 (b) of the 1932 Act, as amended) The sxiat-
inz gift tax allows a cumulative examption of $40,000, and a
non-cumulative annual exemption of $4,000 per dones. This
lart exemption 1m not apnlieabla to tranafers in trust.
Discupaion Thin $4,000 exemption im much abused.
"lany taxpayers spread large amounts of valuabls pifts amnong
savaral persons and accomplish subatantial tranafers of proparty
without any gift tax. Furthermore, a donor who sufficlently
antielpates the future may over a span of yenars Flva away A
conaldarabls amount of property free from tnx. The prineipal
nurnose of the axemptlion 1s meraly to allew a reasonable latituds
for inter-family gifta.
& comme n Sectlon 504 (b) of the Rmvenus Act of
1232 should be further amended mo as to reastriat axanpted gifts
at laaat to membars of the donor's immediate family.

lovember 13, 1939

1. GSeetlon number rafersnces under tha =ift tax are to tha
aaveral revanua acte and not to the new Internal Revenua Code
with whlech latter sectlon numbers most permons are not yat
familiar,



Referring to Mr. Paul's fcoompanying memorandum
marked "A", question arises &s to how much additional tex
will be derived from the suggestions mede Bs followsi

1. The making of some evsropriate provision to
the end thet the rersonal exemption and credit for dapendents
will be changed from 1ts present form to & eredit against
tax, under which equal benefit would be Elven to texpayers
in the low brackets and taxpayers in the high breckets.

This might be aecomplished by an asmendment to the statute
limiting the present personal exemption and credit for de-
rendents to & eredit for normal tex purposes only,

2., The taxation of all stock dividends not present-
ly subjected to income tax and rerticularly common stock divi-
dends upon common stock, there being no other cless of stock
outstanding at the time of the declaration of the dividend.

3. The texetion of short-term and other trusts of a
cheracter exempted from tax to the grantor in such cases ag
the Meredith !ggﬂ_aa-n,l in which title to the trust rroperty
1s trensferred for & limited term to the trust, end the trust
becomes a taxtayer in & lower bracket than would be the

37 BTA 1065, aff'd per 104 F (24) 1013 (cca
2nd, 1939}, cert. granted, Dot T 555



grantor if he were charged with the income of the trust,

4 (a). *ne strengthening of Section 102 by a
provision that the facts recited in Memorendum 4, page 8,
shell be regerded as constituting prims facie evidence of
& purpose to evold surtax upon shercholders. _

{b). %ne strengthening of Section 102 hy a
provision that the word Mexisting” be inserted before the
word "business® in subdivision (c) of Section 102 to pre-
vent avoldance of the De Mille typedescribed on pages 2 to
9 of demorandum A.

(o). Tne lengthening of the statute of limi-
tations as suggested in the same memorsndum with respect to
Section 102 cases.

5 (a). A provision to the effect thet deductible
religious, cheritable, sclentific, literary and educational
End other contributions of the type deductible under Section
23 (o) be limited, when pald in the form of property,to the
cost basia of the property to the donor or its value &t the
date of gift, whichever 1s lowar.

{(b). 4n alternative provision allowing no
Ereater dnﬂuatim;. than would be allowed if the donor sold the
property and contributed the proceeds less the capital gains
tax.

& (a). 4n elimination of the deduction now con-
tained in Seetion 23 (e)(3) appliceble to losses arising from



firi; storm, shipwreck or other casualty, or from theft,

(b). Treatment of such deduction as & capital
loss instead of en ordinary loass.

7. & limitation of the allowance for the deduc-
tion of interest on non-business individusl borrowings te
& fixed amount of $500,

I 8 (a). An elimination of the deduction provided
in Section 23 (b) of the Internal Revenue Code for interest
rald or acerued on funded corporate indebtedneas,

(b). 4 restrietion of the reorganization pro-
vision sc that it will not apply to recapitslizations hav-
ing as their prineipal purpose the tax avoldance motive of
substituting borrowed cepital for an equity contribution by
stockholders,

9. An elimination of the provision contained 4n
Seetion 23 (k) for the deduction of non-business bad ‘ebts
except bad debts when not exceeding $1,000 in the case of
each debtor.

10. A limitation upon the allowance of deductible
taxes s yprovided in Seection 23 (d) in respect to property
held for the taxrayer's own use to taxes on small homes not
exceeding £10,000 in cost to the deducting owner, or value in
the texable year of deduection,



11, A provision to the effect that where the
optional valuation privilege granted by Sectian 302 (1)
of the estate tax statute is used, the basis for the
property rl:ll.u-d pursuant to this election shall be the same
for purposea of aapitai gains or losses &s the value used
in the estate tex return.

12 (a). 4 provision denying to husband end wife
living together the privilege of filing joint returns.

(b). 4 provision generslly adopting the British
method of taxation of husband and wife as outlined in Memorsndum
A, assessing the joint income 8t surtsx rates besed upon the
cobined ingome of both husband and wife,

13 (a). An smendment of existing law along the
lines suggested in item 13 of Memorandum A with particular
respect to taxing the interest on all state or Federal bondas
issued after the rassage of a new Congressional &mendment,

(b). 4n amendment of the existing lasw, s pro-
posed by Senator Class 20 years 8go, which would measure the
surtaxes applicable to non-tax-exempt income in relation to
taxrayer's total income, including tex-exempt {noome.

134 (a). A flat inerease in carital gain rates of
50% of the existing rates with a provision that cepital geins
snall not be recognized to the extent that the geine are
reinvested within 12 months in risk-bearing equities in new

anterprises.



(b). An amendment of capitsl gains rro=-
visions so as to meke cepital gains taxable et the highest
rate (not exceeding 50%, however) applicable to taxrayer's
‘ncome, exelusive of caritel gains, with & provision for
8 credit against the tax to the extent thet the gains are
reinvested within 12 months in risk besring equities in
new enterprises.

15. * rrovision revoking the exemption now
granted by Section 115 (b) of the Internal Hevenue Code to
corporate distributiona of earnings or profits or ineresse
in value of property acerued prior to Mareh 1, 1913,

16, & provision in the statute insorporating
the general prineiples of G.C.M. 13,796, CB XIII-2, p. 41,
discussed under item 16 of Memorandum A.

17, 4 provision discountenzncing the dectrine
of the W, & ¥, Holding case, 32 BTA 830.

18 (a). 4 provision that the basis for -ain or
loss and depreciation and depletion shall be, in the case
of property transmitted at deeth, the adjusted cost basis
in the hands of the decedent, rether than the value at the
date of death.

(b). 4 provision along the lines of Section
42 of the Internal Revenue Code generally to the effect that
death shall constitute & closed transaction with respect to



property transmitted by the decedent at death.

19. 4 provision limiting the exemption now sc=
corded to domestie bullding and loan associations elong the
general lines indicated at rage 28 of demorandum A.

20. & provision limiting the exemption and deduc-
tions granted to mutual casuelty and fire insurance com-
penies along the lines indicated at page 29 of Memoresndum
A,

21. & provision limiting the deduction for ray-
ments made by employers to pension trusts to 2 fixed amount
per annum of $5,000 for any one employee,

42. A provision eliminating the "bonus" deduc-
tion on aecount of discovery value and percentage depletion
now allowed to mine owners and oil and gas well owners, to
the general end that sueh taxpayers shell be limited to
cost depletion, or gipléiinn on the basis of value at Merch
1, 1913. f

23. A modification of the existing regule tinns
greuting the option-as to the expense decuction or capitaliza-
tion of intangible drilling and development costs as outlined
at pege 33 of Memorandum A.

24 (a). The elimination of the exemption from
carital geins tex on sales consummated within the United States



now g;lntud to nnnnreaidahtlnlilna éand foreign corpora-
tions hoving no office or place of business within the
United States.

(b). + general provision placing foreign nonrenident
corporations upon & basis of taxation similar to that em=
ployed with rezpect to.d?mnstin corporations. :

25 (a). A modification of the $40,000 general
astate tax exemption (and also the $100,000 estate tax
exemption grented by the 1926 Act) so that an equal bene-
fit is derived from the exemption by both lerge a&nd small
estates,.

(b). 4n elimination of the $40,000 generrl es-
tate tax exemption (&nd the $100,000 estate exemption) in the
case of estates exceeding ¥1,000,000 in net vslue excluding
the exemytion.

(¢). 4 redevelopment of the estate tax structure
g0 that the effect of the 540,000 general estate tex exemp-
tion (end the $100,000 exemption granted by the 1926 Act) is
limited to & normel estete tax uot exceeding 20%.

(d), & provision similar to thet mentioned in
{a}, (b} and (c) sbove with respect to the imsurance proceeds
exemption of $40,000 on policies payable to nemed beneficiaries.

26(a)., & prospective provision generslly to the

affect thet the proceeds of life insurance shall be subjected



i

to eatate tax to the extent that the decedent hes patd
preziums on the insurance or in their full anount here ha
poscesses at the date of hia death some incident of owner-
ship over the policies.

(b). A provisicn as to cross-insu enee policies
along tha lines suggested in kemorandum A, page 39, subject-
ing the proseeds of such policies to inocome tax &t the
regular rates, or to a special excise tax at a flat rate
of 10%.

{e). 4 comparative statement showing the effeot
of this amendment generally as compared with a- smendment
madified on the basis of cash surrender vnlue or ratio
on the time basls, as described on pege 39 of Memorandum A,

27 (a). » provision 1iaiting the tax exemrting
effect now applicable in the case of speeisl pomers of
eppointment e2 indieated on ?tgc L3 of Memorandum A with an
exception thet speelel powers =mads thereunder can be sxercised
free from estate tax only emong the children of the donor or
donee &nd where the croperty in default of aprointment is to
ba distributed emong thet cless.

(b). 4 provision imposing & succession or in-
heritance tax on the value of remsinders under a will, to be
imposed at the death of the life tenant at -stes cquel to the

eristing estats tox rates.




28. & provision subjecting reverter intorests
to estate tax taxation where the decedent retains any
valuable interest in his Froparty by which he postponesa
final disposition thersof until hia death, such as the
interest involved in the St, Louls case mentioned on rage
43.

29. 4 provision that gifts by persons over 60
yerrs of age shall be subject to an irrebuttable LT asump-
tion thet they were made in eontemplation of desth,

30, & provision precluding the estets tax
deductibility of uncollectible claims,

31. A provision limiting the £4,000 gift tax
exeantion to gifts to members of the donort's immediate
family.
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