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MZMORANDUM OF M
B_AND B-1

TO: Honorable Henry korgenthau
Secretary of the Treasury

FRQU! The White House

I am enclosing herewith o second memorandum,
marked B, also prepared by lMr. Randelph &. Paul, listing
a number of situatlions in which the tax laws might possibly
be amended in the interest of taxpayers. I would like to
have from you an estimate of the loss in revenue, 1f any,
which would reasult from the adoption of Mr. Paul's suggentions.
For your conveniance I enclose a mamorandum of gnecific
auestlong keyed to Mr. Paul's memorandum, marked B-1.

As with respect to the accomnanying memorandum, T
agaln reallre the impossibility of answerinz these aquegtions
©1th mathematical accuraey, tut T would like in all cagen

t» have your begt estimate.
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OF REVENUE

INCOME TAX
1. Sxisting Law as to Oonsolidated Returns. The income

tax law since 1934 has abolisghed the privilege of filing con-
solidated aurgo-uh returne, exoept with raference to raillroad
corporations.

Disougsion It peems to be generally accepted good
agoounting that the accounts of affiliated ocorporations should be
computed on & consmolidated basls. Beparate sorporate returna
often mean multiple taxation of the same sarnings, and put an
irreslstible premium upon artificial intercompany transactiona
to reduce the tax burden. Also, Internal Revenue Buresu:dddentralization
anormously complicates tha problem of auditing uneonsolidated
returna. What 1a really a single business unit should properly
be taxed as such. Although the older proviglons on this
polnt were productive of considerable litication as to the
exlstence of affiliation and the praclees treatment of various
intercompany 1tﬂ_nn, the use of consolidated returns would be
practical and feasible, eéspeclally in the light of pravious

1. 8ee Internal Revenue Code, 8s0. 141.
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experisnce. Little or no loss of revenus would be involved, aslnce

it ies impossible to administer Section 45 with thoroughnees.
HBeconmendation Affiliated companies should either

be required or permitted (if not required) to file consolidated

returns under the general method applleable to years prior to

1934. If the latter alternative igs adopted, a higher rate of

tax and consent to various regulations might be required as a prica

for the privilege of filing a consolidated return; sueh a

differential was provided in the 1032 Act,

2. Exiating Law as to Intercorporate Dividends For

nearly twenty years the Lneome tax statutes, until 1938, exempted
intercorporate dividends. Reelplent corporationa were requirad
Tor information purposes to repert dividends from domestio
corporations, but were allowed to dedust such dividends to thelir
full extent in determining taxable net income. Bection 26 (b)
of tha Internal Revenis Code now ham the sffect of relisving
1ntn-uurpout-1ﬂ.lrucndl from double taxation only to the

extent of 855, while tax is impossd upon such dividends to

the extent of the ﬂn,lnlng 18%. This means a normal tax

of 2.7% on 1nttrfm-porn.tu dividends under the 1940 rates

(18% or 16%).

1. This percentage was formerly 90%,



EN
Disougsion The purpose of the legislative change
" of policy in 1935 resulting in partial ;mﬂnn of intercorporate
dividends was partly a revenue purpose, and was also derived
from a desire to disecourage complioatsd networks of holding
companiss. This purpose has, of courss, been partly achisved
in the oase of management and holding companies by the Wheeler-
Rayburn Law. A Congressional purpose to disecurage personal
holding companies has also been achisved by & very drastio
speclal provision applicable to peraonal holding companiss
firet inserted in tha 1937 Aet and now part of Title I A
and Suprlement P. However, there still remains A neossslty
of dlscouraging over-complicated corporate struotures, partioularly
structures involving the use of a triple tisr of corporations.
On the other hand, there ars undoubtedly many eituations in
which subsidiaries are a legal necesslty, as for sxampls whers
a rallroad ls compellad to 1nnu§pormn in a pumber of atates

as the priee of doing busineas.

1. Aoparently another purpese in 1936 was to pravant
avoldance of tax by dividing the inc-me of a sorporation among
ssvaral subeldiary ocorporate units. But sse Twentieth Century
Fund, Faoins the Tax Problem, p. 179 (1837); "Howaver, sub-
stantlal avoidance would be unpractical for a large corporation
aince its business would have to be diyided ATONE numarcus
small subaidl aries. Furthermors, such avoidance ecould be pre-
vented by taxinz aubsidiaries at the highest rate of taxatlon
Applicable to the whole affiliated gEroup. ¥

2. Various useful and necessary purposes of helding
and subaidiary corporations are set forth in Berle & Means,
Hodern Corporation and Private Property (1932).



It would be a happy solution if we ecould
devise some method of taxing intercorporate dividends whiah,
in accomplishing desirable objects, 414 not penalize cases
where a minor degrees of corporate mmplioation is unavoidable.
It might also be advisable to eliminate from this double
taxation intercorporate dividends where the recelving
corporation has merely reasonably invested a surplus in the
stock of other corporations and has a small interest which
has no real controlling power in the corporation whose stook
ias owned. ;

Recommendations FRecommendations have to be vague
on this point, but eertalnly certaln agpecta of the problem
may be canvassed as follows:

(a) The poseibility of the elimination of thie
type of double taxation where a subsldiary corporation is a
matter of necessity or requirement, as in the rallread caseg
mentloned.

(®) The poseibility of the elimination of thias
type of double taxation in cases in which a4 ocorporation haas
merely more or less temporarily invested surplus as above.

(e) The possibllity of stiffening the tax in casss
of inexcusably complicated corporate structuras whieh have ne

reasonable business purpose or foundation.
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Limitations in Certain Onges Section 820 was added to the

income tax mtatutes by the Revenus Aot of 1938 to prevent

the possibility of double dedustions or double taxes bansd

upon the same items. Under this Bection if there is a determina-
tion under the income tax laws subsequent to August £7, 1838,
resulting in an inconsistent treatment of a prior item - slther
as to the identifisation of the taxpayer or when an item ig
taxable - then the itam can be sorrected by taxing the amount
corractly and allowing a deflolensy assessment or refund,

uurpt that no sdjustment can be made for yeara prniuuu to
1932-

Digowmalon Some of the worst types of inconsistency
are not covered by this Ssotion. The atatute treats of the
double allowange of a deduction, but does not affest the double
disallowgnos of a deduetion. The shiaer axamples of this
oategory are deductions for worthless securitles or bad dabta.
Nelther taxpayers nor Epvarnmant offlclals are entirely
innecant of inconsiatent footballing reagarding such items. The
fevernment often clalms, and frequently with susosgs, that
the atock or bad debt olaimed as a dsduetlion by the taxpaysr

1. Bes gene ra and Traynor, Seatlen 820
of the Ravanue Aot 5 1838, 48 r-:u L.J. 609, 'n.n'{ 58) .



actually became worthless in a year prior to the taxable year
ard also prier te the period within whiech refund olaima are
poseible.

The new statute thus is ineonslatent in its condemnation
of inconsistencles. BStock losses may not bs olalmed by the
taxpayer because of reasonable doubt as to the faots, rather
than any culpable negligence on the taxpayer's part; and if
the debt or stock 1s finally held to have become worthless in
an outlawed year, then the error is irretrievably perpetuated,
The sxplanations offered informally for this incompletensss of
Seotlon 820 ars not wholly satlsfaotory. It 1s stated that if
an adjustment were here permitted, the statute of limitat lona
would be virtually abolished. But at least some permlesive
machinery mizht be set up to permit the Commigamioner to de
Justice in these excluded cases.

Hecommepdation Section 820 should be sxtended go as
to glve disoretion to the Commimslonsr to allow adjustments
back to some appropriate data for amounts which would other-
wise be completely lost as deductions. Also, the requirement
in Section 23 (k) that a debt ageertained te be worthless
must be “charged off within the partioular year" ghould be
removed from the atatute, and this elimination should be mads
retroactive to the extent outlined above.
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L 4, A great
number of opportunistic deolslons made by a bewildering varisty
of administrative and judiclal officials hae completely confused
the whole field of transaotions involving mortgaged property.
This confusion involves questions both as to the recognizable
date of the loms suffered by the mortgagor or nortgq{- and thn.
nature of such losees (whether sapital or ordinary).

| Discussion There the mortgagee bids in mortgaged pro-
perty at a price which hapvcens to inolude interest acorued on
the mortgage, the Supreme Court heas decided that the "interest®
la conatruetively recelvad amd econatitutes taxable income to
the mertgages, aven thoush the fair market valus of the property
&t the time of the sale may have bsen far legs than ﬂza.u bid
price and the mortgagee tharefore had an astual loas. On the
other hand, 1f the property ls “duntarily® aonvayad by
the mortgagor to the morigages in satisfactlon of the dahtr
without the formality of a foreolosure, the mortgazes la not
treated as having reesived taxable interest unlegs the falr
markst value of the prupn;t:r transferred 18 equal to the prin-
elpal debt plus interest,

1. Bee generally Paul, Federal Income Tax Problems of
Mortgasors a Kertgagees, 48 Yale L.J. 1315 (1039).

2. Helvering v. Midland Mutual Life Insuranes 0o., 200 U. 8.
216 (1937).

3. Manhattan Mutual Life Tns. Co., 37 BTA 1041,



The Poard of Tax Appeals has held that the mortgagor's
logs on foreclosurs is r;a.li.nd only when the redemption pariod
oxpires under local law. In viaw of the comparative infre-
quenay of redsmptions, such a rule ig deoidedly arbitrary.
loreover, it causes complicated que stions whers the peried
of redemption is differsnt with reapect to different parties
in interest. It would be far more convenlent, and certainly
mora realistie, to provide that the loss is realized at least as
#aon as the foreslosure sale occours.

The nature of any loss suffered by the parties (as to
wihethsr an ordinary or capital loss for income tax purposes)
haes alaso ‘buaun a fertils field of disagreement. The Treasury
regulations parmit the mortgasee to deduct aa an od lnary bad
dabt the unesllactible deflelency upon a forecloaura, ta the
extent that the mortgage notes have not been applied on the bid
pries. But the regulations o on to provide that whare the
mortgaces bids in the proptra, he realizes a oaplital galn or
lass maasurad by the difference between the bid price and the
fair market value of the property. It 1 algo ruled by the
Bureau and the Board of TaxAppeals that except ag to de-

L. J: C. Hawkine, 14 BTA 918, aff'd 91 F(2d) 364 (OGA Bth,
1957); Derby Realty Co., 38 BTA 336, Alamissed without opinion
e2 F(2a) 999 (COA 6th, 1937).

Ei R.E- 101’ mr Eﬂ {t}*ﬂ-
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preciable property a gapital loss coours (as to both mortgagor
and mortgagee) whers property is oconveyed in satisfastion of
the dabt without a rmmm{ by a mortgagor personally
liable for the mortgage debt. '

' Thers should certainly be no taxable gain from the
purchase of property by the mortgagee. Nor should the loss
ef the mortgagee upon a foreclosure, or the loss of sither
party upon a *voluntary" conveyance of the mortgaged property,
be treated as a capital losa. BSuch a conveyanoe lg not a
"sale or exchanre® exoapt in tha most tachnioal pense of the
term; the parties are in the position of debtor and creditor
rather than of seller and purchaser. It is a medieval play with
words to say that a foreclosure gale 1g involuntary but that a
convayance under threat of foreolosurs 1s voluntary., The
mortpagor's equity 1a usually l\hull:lr worthless in either oase.

Enluulq:t!.unu of gain or loss upon foreclosure ralae

further problems ag te the mortZagee's copt baals for galn or
logs upon a re-gale. The regulations now provide that the
mortgages's basis is the falr market valus at the time of fore-
closurs (which is taken to be the bid priee in the absence of
clear contrary evidencs). Howsver, oconsiderable doubt has been

l. 8ee for e le Betty Rogeras, et al., 37 BTA 887, aff'd
105 F(2d) 790 (0CA 9th, 1939), cert. den. Oot. 9, 1930; but see
Binghem v. Comm,, F(24) (COA gnd, July 26, 1939).



10. )

cast on the valldity of thess regulations by the Midlapd Mutysl
deolslon. The Bupreme Court's refusal in that oase to conaider
falr market value on the question of intersst inoome may mean
that the mortgagee's basls is ths price which hs bid at the
foreclosure, regardless of astual value,

Becommendation Thers should at least be addsd to
Beotion 117 (as was dons in the ocase of redemptions of eorporate
bonds) a provislon that neither a forsolosure, nor a CONVaYAnos
in 1leu thereof, is to be deemed a sale or sxchange for
inoome tax purposea.

Such & provision might be merely part of a gensral
ravislon of Bectlon 117, in so far as it relates to tranafera
which are essentially inveluntary, such as losfes on corporate
ligquidations.

8. Exletine Law ag to Taxation of Aliwony The Supreme
Court several years ago ocommitted iteelf to the vlew that
alimony does not comstitute taxable income to the divoresd wife,
Thie orineiple has besn further extended to exempt from income
tax in the hands of the wife trust payments provided in 1leu of
dlrect alimony payments; the inoome from such trustas remains
taxable to the huaband on the ground that hs 1s rageiving its
soonomic b-guﬂt through the discharge of his legal obligation
of support.

1, 0Oould v. Gould, 245 U.8. 151 (1917).
B h“!lu Vs *1110‘“':., B85 U.8. 1 {19“]!
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Disgussion It does not seem constitutionally necessary
to continue granting divoreed wives this freakish sxsmption from
income tax elther upon direct alimony payments or upen distribu-
tions from an alimeny trust set up by the husband. The theory
of the Supreme Oourt in the Gould case was that alimony was not
income, but rather a transfer to her of sapltal to take the place
of tha support which the husband would have glven her in future
yaars if the partiss had continued living together. But while
it 1s true that the value of the support given by a husband to
hie wife 1s not taxable to her while the parties are 1living
together, there meems no conclusive reason why the same axemptlon
should be granted to the pscuniary substitute which the law grants
to tha wife upon her divoroe, and whiech she 1s fres to use for
any purpose she deslreas.

The exlsting treatment leads to endless complications
and controverales as to who shall be taxed on the trust incoms
under varylng sets of faote, as where the husband dies befors
the ex-wife btut the alimeny trust for her benefit continues, or
whare tha wife was the gullty party in the divoree proceeding
and was not lefally entitled to alimony, or whare the very crsation
of the alimony trust completely rellieves the husband under looal
law from any further obligation to his sx-spouse. A En“u case
in this field is now pending before the Supreme Court but 1ia

1, Fitch v. Comm., 103 F(24) 702 (COA Bth, 1939) oert.
granted Oct. 9, 1939.
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‘unlikely to afford a complete solution. The liabilities of

the present system, in the form of uncertainty and of the heavy
burden of litigation which it throws upon the oourts, more

than outweligh its assets, since taxing the wifs rather than

the husband would sawse 1ittle if any dscline of revenus,

Becommendation The income tax statute should be amended
to tax the wife upon alimony payments or trust paymenta in lieu of
alimony, and the husband ghould be allowed to deduct such amounts
from his own taxable income. The revenuss oould be sompletely
protected by imposing a gift tax upon the craation of alimony
truste; this could be acocomplighed by inserting into the gift ]
tax sectlons & provision that releass of marital rights to
alimony should not be eonsidered an adequate conaideration in
money or money's worth for a tranafer of proparty.

The alimony situation 1s, of eourase, only a ssgment of the
whole field of trusts set up by a husband for memberas of his family.
Where such a trust 1s s=t up for a child or wife 1living har-
monioualy with the husband, the exiating ommes ars so confused
that one never knows whan the grantor will be taxable upon the
ineome and when the benaficlary who recelves the incoma. The
model ef the English ino-me tax law certalnly deserves carsful
consideration here; the grantor might be taxsd by express
atatutory provision on the incomas from any trust set up for a
wife living with him, er for a minor child, unless a full 1ife
astate in the income 1s given in trust for the ohild rather than
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& mere term of years. If deemed desirable, this new statutory
scheme could be made applicable only for the future, and the old
scheme eould remaln for eases in whioh alimony arrangementa
bave besn based upon existing law.

8. Mmmwm,_u
forporate Reorganizations The Chamdler Act, recently passed

to elarify and amend certain portions of the National Bankruptey
Act, contains a provision that no income tax shall be levied
Upon any release of indebtedness ocourring when a ‘company 1s
reorganized and returned to business under Section ™ B A
largs reduction of fixed indebtedness usually ocours, since that
18 the very purpose of a eorporate reorganization. The Aoct,
however, goes on to provide in Seotion 270 that the cost baais
of the assets in the hands of the reorganized company shall be
reduced by the full amount of the indebtedness ocancelled or
reduced. This aweeping income tax prevision erept in almoat

in the st1ll of the night, through the Judiclary Committes
rather than the Ways and Heans Committes.

Discussion The above treatment, although seeningly
falr on 1ts faes, leaves the sltuation worse than it waa befors
the attempted remedy. Independently of this statute, the eor-
poration would be taxed as having reeceivsd inscome only in the

1. Pub. No. ﬁgﬁ, ?lm uﬂn‘:, Srd .‘.'!. ‘r'“ [1‘“]!
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amount by which it is left with an affirmative surplus, Tha

Chandler Aot, however, appsars to have the offeot of imposing
& deferred ineome tax (through a basis reduotion) on the whole
amount of indebtedness cancelled, even though only a part of
the cancellation would have been taxable to tha corporation
under general incoms tax prineiples.

Thus, a cerporatien with a debt of £1,000,000 and assets
of §800,000 which meoursd & $600,000 redustion of ita debt,
would, under general lncome tax prinelples, not be taxable upen
the first $£00,000 of the oancellation, since that would merely
leave the agsets and debts exactly equal. Only the remaining
$300,000 would be taxable. Under the Chandler Ast, hu_:mr,
the whols §500,000 goss to reduse ths sost basis of the
company's aseets for depreciation purposes and for eomputing gain
or less upon subseguent dlspomition.

Becommendation The provisions of the Chandler Act
ralating to ineome tax mesnm out of place, and might l:n tnana-
farred to the Revenue Code, with a olear provislen that ooat
basis ghould he redussd only to the extent that tha earporation
would have reseived taxabls insome except for the statutory
sxemption. Bectlon 113(b)(3) of the Oode affords a precedent

1. Lakeland Grocery Co., 36 BTA 289, Even thim rule hae its
qualifications. Several forms of releage from indebtedness do not

econatitute taxable incoms regardless of solveney. Thus the oanoella-

tion of a debt owed by a eorporation te one of 1ts atookholders
le ordinarily treated not as inesma, but as a sontribution to thas
oapital of the corporation. Reg. 101, Art. 22(a) .14,
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here, although even that Seotlon is momewhat anbiguous in its
phraseology.

There seeme no reason why a sinllar treatment should not
be extended to individuals. Extension or re-adjustment agresmants
with erediters, of the type hare involved, are really adjustmenta
of gapital rather than the oreation of income in the ordinary

oenaa of the term.

7. Exieting Law as to Ascertaimment of Earnines or
Profits Available for Corporate Distributiong The inooms tax

statute defines a dividend as any distribution out of "sarnings or
profita., * The term "sarninges or profits® includes many itema
of non-taxable income, such as interest on govarnmant bonds
and dlvidends of domestic corporations. Numerous quaatlions have
arisen as to whe ther partisular rageipts which would otherwiss
be taxable ineoms, but which have besn acoarded a statutory
axamptlon, are "sarninges or profita" ams that diatribution there-
from to the sharsholders would bs taxabls to them.

For oxample, property may be acquired by a cor-
poration In the course of a tax-fres raorganization. COom-
pany 4, having proverty for which it pald §1,000, but
whioh has risen in value to $1,000,000, may tranafer the
property to Company B in return for the latter's stook.
A al=llar galn may, of courss, arlse on an exchangs of stook
for stock. It has been held by the Board and the courts
that such & gain, thoush 1t 1s not recognized as taxable
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to the eompany due to the reorganisation provisions, never-
theless, inereases the earnings or profits of ths t{‘l’-
ferring company available for taxable dlistridution.
Furthermere, at least ons court has indicated
that a mere rise in valus of property held by the same
company may o-natitute sarninge or profits, although un-
realized lnorement has never been considered taxable income,
Disoussion Cases like F. J. Younz Corporation
ignore the basle theory underlying the non-recognition of
gain in rmrgmnl.tiun transactions. Seetion 111(ec)
provides; "In the case of a sale or exchange, the extent
to which the galn or loss determined under this meaotion
ghall be recognlzed for the purposes of this title, shall
be determined under the provisions of seotion 112.°
The words "for the purpeosss of this title® aseem to compal
the eonclusion that the exemption from non-recognition for
income tﬁ,luurpon-n aprlies equally to the determination of .,
earnirge or profits. A correlation betwesn these twe con-
cepts 1s esmential if we are to achleve the objeotive of the

reorganization ssctions, and if we are to avold sxtremely

"1, Py 3. Young Ecrgorlthn, 35 BTA 860, aff'd 103
F(24) 137 {CCA 3rd, 1939); Susan'?. Freshman, 35 BTA 304,
dismissed without opinion COA £nd, Ird, 1936.

2. Binzel v. Comm., 75 F(24) 989 (0OA 2nd, 1838) cert.
den. 296 U.8. 579 (1935).

S
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aiffioult problems of administration and of bookkesping

for tax purposes. The deolsions referred to are als con- d

trary to the Treasury's own curremt Lncome tax regulations.
Becommendation The statute should be aménded to

make 1t perfectly olear that "earningce or profits" are

not inoreased either by appreclation, or decreased by

depreciation in value, or inoreased by any recelpts rendered

tax-free by the reorgmnization provisions.

®. Exiatine Law as to Taxation of Undistributed
Erofits Despite Ispairment of Capital Though expiring
at the end of the current year, the undistributed prefits
tax stlll leaves a large number of controversiss arising
with respect to sarlier years slnoe 1935. Rellef from
this tax was accorded to insolvent companies and
to companles in recelvership. However, oompaniss which
had an impaired canital struoture, but Ih!.r:lh had pomehow
managed to stay out of bankruptey or receivership, were
glven no similar rellef, even though theywmre esgually
unable under local law to dlstribute any dividends. The
charter of such a corporation was held not to be a contract

1. Reg. 101, Art. 116-3. For a more complate oriticism
of these ocases see Paul, Aseertalnment of ! Earnings or Pro-
fits"® for the Purpose of Determining Taxabllity of Corporate
Distributions, included in Selected Studies in Federal T axa-
tion, Second Series, p. 149 (1938).
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axacuted by the sorperation, Zmd the statute so interpreted
hag bean held eonatitutional.

Disowsglion There 1s still no authoritative decision
upholding the right of Oongress to tax as undistributed profite
earnings the distribution of which is forbiddsn by state
law. The right to tax in such cases will probably be upheld,
but such a confliot between national and local statutes im
ocartainly inexpsdient. It was often not feasible, dus to
limitatlons of time or-td the unwillingness of preferrad
ereditors, for companies with impaired capltal to write
down their capital struocture in order to distribute the
eurrent earnings. Therefars, such corporations are practically
in the same position as eerperations in regslvership or
bankruptoy, and should be given the mame relief. QOtherwlse,
the very corporations least able to pay dividends are forosd
to pay the greatest undistributed profits tax,

Dacommendation If 1t ls desmed insdvisable retro-
actively to exempt deflolt corporations from the undistributed
profits surtax to the extent of thalr capltal impalrment,
then they should be least be given the favorsd treatment of a
Tflat tax mt a rate subatantially below the avarage effective
undistributed profits tax rate.

1. Reg. 94, Art. 26-2.

195912' u"‘ﬂ'ﬁjmnﬂ 'ﬁﬂ- Vs 'uﬂ'nq,. 1“ I'{H.'l '?40 {m ﬂth.
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9. Exletipe Lav as to Personal Holding Company Tax
Hnore Dividepds Oannot Be Distribyted Since 1834 Congress

has imposed upon *personal holdine eompanies® a tax now
amounting to 86% on the flret §2,000 of undistributed income,
and & tax of 768 on the remalning undistributed incoms. Bee-
tlon 405(a) nilon such ocompanies the deduetien of dividends
pald. The current act, however, denies teo such sompanise
the benefit of the capltal loss provislons which will
be avallable to other eorporations beginning next yaar,
and aleo purports to dany them ths banefit of tha QArTy-ovar
of net losaas.

cusslon Aa & result of tha abova provisions,
many personal holding companies are belng spanked much more
seriously than Congress probably intendsd. Thia is sspacially
trus in the cass of corporations which have surrent taxable in-
coms but whieh have no earnings or profits available for dlvi—
dend dlatribution, aither from the current Year or from past
¥Yaars. This situatlon 1s poselble whers the oo poration
has non-deduetidle capltal losses, or other non-nllowable
8xpansas or losses, ,shich el iminate "earnings or profits®
within the techniesl u{.nl.m; of that phrase but lesave

curramt taxabls incoma.

{ocA Eﬂh sﬁu;ﬂ"?’mﬂégl" b ' no3aing e
ora raon olding oom 1634
profit of J49, Hﬂtii‘lrl:.lt had a defioit ﬂmﬂt §223,000

(eontinued on fellowing page)
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Under the existing law such a sorporation may be
taxable at approximately 752 of its nat ineome. It can-
not escaps this tax, sinoe even ir it diatribut s an amount
8qual to the total eurrent taxable income, that amgunt will 5
not be a taxable dlvidend becauss net out of "earninge or profita®,
and therefore would not entitle the eorporation to a dividends-
pald oredit. Nor can the tax B- 8acaped through the mechanism
of a consent dividends oredit; the intentlon of Congreas,
as reveanlesd in the legislative reporta and in the current
regulations, was that such a eredit sould be obtained only te
the extent that a dividends rald oredit would have bean
possible if the astual oash had been distributed, which means
that the amount of the oredit 18 limited by the amount of

(eontinued frem previous page)
at the beginning of the same year. It distridbuted aprroximately
§42,000 to escape the psrgonal holding BOMDANY Burtax,
Dus to the prior defielt, 1t was held that the first §23, 000
had to be used to maks up that amount, and ths distribution to
this extent was a retupn of capital, not taxable to the share-
holders and not avallable for use ag a dividends oredit,

This problem doss not 8xlst under the aot alnes
1938, since Sestipon 115(a) now definea "aividand® to mean a
ddstribution out of slther sarnings or profite acoumulated
alnos 1813 or aurrent earnings or profits of the taxables
year without regard to the existence of acoumulated sarningn.
That is, sinoe 1936 a dividend from ourrent prof ita would be
taxable when distributed, aven though there 1s a dafiolt and
such a dividend would be’deductible by the eorporation, fhe
problsm typified the Foley came still mAy ariss, hewavar,
whare the company has ourremt taxable inocome but na sarnings
a:lmﬂt. elther from the current Faar or prior years sings
1813,

1. Bee Internal Revenus Cods, Seo. 115(a) defining a
dividend,

2. Baa Im'!‘ﬂu h"m cﬂhl Bag, 28,
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sarnings or profits .umu.l I.'uu‘ complate liquidatisn would
possitly not aserve to remove the -trutgumt; avan hare the
dividends paid oredit might be limited,

ABecommendation If it is deemed inadvigable to
exempt from the personal holding company surtax corporations with
no current or past earnings er prefits, then an alternative
mechanism would be to extend the consent dividends oredit
to such persenal holding companies for amcunts whish the ghare-
holders inelude in their individual returne, even though such
amounts would not have been taxable as dividends if notually
distributed.

10. Exieting Law as to Reg Judicats The general
Judielal dcetrine of res julicats, namely the principls
that lssuas of fast or of legal rights determined in one
sult cannot thareaaftar be Hintignttd. is applied by the
courts in tax sontroversiea. Tha dootrine involves mpeoial

1. fWays and Neans Committee Report NHo. 1860 T8th Cong.
&rd Beas., pp.24-28 ﬁnaa]: Reg. 101, Art, Ea{u}-i. sl

2. Ses Oanton & Oo., 39 BTA 840, involving Seotlon

381 of the 1934 Act and holding that a quuih%fnn distribution,
not belng taxable to the gha lders exoept to the sxtant
that 1t exceeded their basis, could not be dedyoted by the
corporation in computing the parsonal hu].d.!.ni nmg;ny
tax. Under present law, however, it s poasible to &btaln a
diridends pald credit for some 1iquidation digtributions; Reg.

* : g)=1.

2. Talt v. Western Maryland Ry. Co., 280 U.S. 820 {1paa)
digpowsed in Paul, Selesoted Studies in r-&m; Taxation, Second
Series, pp. 108, 106 (1938); Oriewold, Aes Judicata in Federal
Tax Cases, 46 Yale L.J. 1220 (1937),



gueations with relatlion to the lncome tax for the reason
that the income tax involves Ltems such ms trimt income, da-
preclation and many othera which reow annually year after
Yoar, oausing each ysar's tax liabllity to eonstltute a
differsnt ocause of action.

As applisd to tax casss the doctrine is further som-
Plicated by the faot that tax suits may sometimes be brought
againat the Opllestor of Internal Revenue and scmetimes againat
the Commissioner or agalnat the United Btates. On this point
the law may be susmarized by stating that declalons in the
caasa involving the {nited Btates or ths Jommimsioner as a
party may be rag judlcata as to later aectlons Lnvolving the
m whereas the sonveras of thls proposltion 1a not
trus.

Disoupsion The application of res Judicats causes
gome startling instamces of martyrdom as tax law progresaes
and changaa, Een;lﬁ-r the plight of the unhappy husband in Hel-
yerips v. Ergokg. The Beocond Cireoult Court of Appeale in thie
oage held that a certaln husband who had created an alimony
trust in behalf of his divoreced wife was taxabls on the trust
inosme upon the ground thi the ilnoome operated to discharge
his hqni obiligation towards the ex-spouse. Saveral yeara
later (long after the time for any direct aopeal in the Erooks

Cf. Bankers Popahontas Oonl Oo. v. Burnet, 287 U.8.
ilﬁaﬂ; and Talt v. Western Maryland Ry. Oo., o8 U.8.

2. 82 F(2d4) 173 (0OCA 2nd, 1038).
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uuhl{:ﬂrﬂ] the same Cireult Couwrt of Appeals in a differ-
ent came, involving a subatantially identical alimony trust
held that ths husbard was not taxable and expressly over-

ruled its prior declsion in the Brooks cass. Neverthe-

less, because of the opsration of m Judleata, Mr. Brooks

wust apparently continue to pay incoms tazes upon the truat
inoom so long as the trust endures. An error has besn per-
patuated which neither the Court, nor the taxpayer, nor the
governmant ecan do anything to alleviate,

The dootrine has further complicatlons in tax LET-LT
due to the system of Bupreme Court certiorari. The United
Btates Bupreme Court rarely grants certiorari in tax cases un-
lass the lower courts are in confliot; but~oconfliot may de-
volop only after it is toe late for the original taxpayer to
petition for certiorarl. Ths purposes of the dootrine of rap
Judioats, namely, to lsssen litigation is, of ﬂm.lr:u, & worthy
uhjutiu, tut as appiied to tax cmses under our lrltﬂ of
mm-tn, the objeotives of the dootrine are defeated instesad
of achleved. In casnes decided adversely to tha partioular
litizant, whather government or taxpaysr, every avenue of arpeal
must be exhausted, however small the amount involved, ainoe
otherwise the original deolsion will result in a binding ad-
Judieation which may Le conoclusive as to all future tax 11-
abilitles relating to the same L1tem.

1. Helvering v. Leonard, 108 F{2d) 200(C0A 2nd, 1938).



Oscommepdation The existing dlstinction between
aults involving the United Btates, the Commissioner and the
Colleator im highly artificlal, and there ism ne reansn
why all tax sulte and prooeedings should not be required to
be brought against the United States, the real party in in-
tareat.

It also need not be too loome a remedy to authorize
the oourts and the Board of Tax Appeals te relax the rula of
Fes ludioats in meritorious cases upon a showing of additional
or different facts in the submequent year or upon a ghowing
that the rules of law as announced by the courts have ohanged
slnce the prior determination. This can be rocomplighad
procedurally by pemitting motlons to atrike out pleadinge on
the ground that res judioata applies and permitting such mo-
tions to be defended on the ground of additional or different

facts or & new rule of law.

11, Exletine Law ap to Credit for Dependents. The

sxinting law granting a 400 oredit for dependents has bean
etated in the accompanying memorandum. This ecradit for des-
pendents now provided by the mtatute oceases when the depandant
renchas the age of 18 vears, unless the depsndent la rhysieally
incapable of self mupport.

Dixuaglon The acoompanying memorandum Auggeste
an elimination ~f the diseririnatisn involved in the faot that
taxpayers in the high brackets receive mors tax aaving than




those in the lowsr brackets. On the other hand, the eredit
far deapendents ls inadequate in that 1t stops, as indleated
above, at the age of 18 yoars. This lssout the oollege
antering age when in many families depandsnta become most ex-
panaive and the eredit for dependenta is most neaded.

Hecommendatl on Asguning the dlserimination in-
volved in ths aredit i1a eliminated, 1t 1s worth serious con=-
glderation whether the maximum age of 18 ghould not be lifted
to 21 years, the standard age of attaining majority.

12. Zxlating Law & to Personal Medical Sxpenses

Tha pru;nt atatute sxpressly disallows All parsonal living
expanges and thls disallowance includes any amount expendsd
for medleal servicsa.

Digousaion It would be wholly logleoal and falr to
allow taxpayers some deduotlon for expenses inourred in protect-
ing thelr own health - their chief income-produeing capltal
asset, It 1s plainly inconalstent to permlit a farmer to
deduct the expense of veterinarian service to his oattle, but
not to daduct medical expennes made to proteet the health of
himself and his family. A deduotion heres would encourage the
obtaining of adacuate medical attention by taxpayers in the
lower-niddle ineome brackets. An experiment in permitting such
& dedvotion has worked auccessfully under some of the state income

1. Intermal Revenue Code, See. 24(a)(1).



tax laws.
Hecgmmendation A maximum deduetlion of perhaps
$100 a year sghould be allowed for medlpgal or dental expenaes

peid by the taxpayer on bahalf of himself or any member of
his family.

GIFT TAX
13. Exietine lew ag to Oifte in Trust Section 505(a)
of the 1838 law amanded Section BO4 (b) of the 1932 law by

providing that the §4,000 ennual exclusien allowsd generally
for gift tax purposes shall not apply te gifts in trust.
Discussion This amendment was Lnserted to remady
tha evlil of eoreating a number of trusts for the same bene-
flolary in order to securs ths banafit of mors than ons ex-
elusion. The caleculation of the exclusion in this situatlon
has baan tha subject of a differance of opinlon beatween the
‘Bnrg of Tax Appeals and thes courta; the courte have finally
held under the lawes prlor to 1938 that the benefloisries
are the trus donees rathar than the trustees, and therefore
ths tax avoldance which the 1832 amendment was assigned to
prevent has proven 1llusory. At any rate the remedy adopted
in the aot amountes te burning down the house to desatroy
ths rata. Trusta for miner children and other members of the
family are a useful soclal device, and 1t sesms unwise to
glve them a virtual death blew by completely removing the

axsmption.

1. Weleh v. Davidson, 102 F 100 (OCA 1st, 1938)
Rheinstrom v. Comm.. 106 Fl2a) uﬂ%u 8th, 1938). !
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Begommepdation - The $4,000 gift tax exelusien
should be restored to gifts made by way of trust, with the

limitation that only one trust should be rasognized for sach
beneficlary in-computing the tax. The exclualon, in other
words, should be in all oases determined according to the
nuzber of beneficiaries rather than the number of trusts. If
one exelusion 1s olaimed with respect to a gift in trust . :
for & certaln bensficiary, no additional execlusion ahould be
allowed in the same year for a gift made direotly to the game
benafliolary.

14. t to t T t
Entirety. The exlsting regulations under thes gift tax pro-
vide that if a husband purchases property and causes title to
be conveyed to himself and hils wife as tenants by the sntirety,
then the tramsaction amounts to a taxable gift to the wife,
conslsting of the value of her interest in the property.

This posltlon has been upheld by the uau:r'l;l.l Howaver, the
estate tax law provides that upon the death of the huaband 1in
such a sltuation, the whole value of the property is in-
cludible in his estate for sstate tax ::n-.n-j:wruuu-.E

Disougsion The above trsatment means that the

government inoonsistently treats such a OONVAyANoe A8 a4 COm-

1. Lilly v. Snith, 96 F(2d4) 341 (CCA 7th, 1938) eert.
dan. 306 U. 8. 804 “.936]-

2. Bea. 302 (e).



pleted transfer to the wife for Eift tax purposes, but dis-
regards the transfer for nht; tax purposes. The rift tax
rule, moreover, involves oonsiderable difficulties of valu-
ing the wife's right to the jJoint use of the preperty for 1ifs
and her contingent right to become sole ownar of the property
in ocase she survives the Dusband; and itis possible that re-
fined distinotions may have to be drawn mscording to the
sxaot legal rights which the law of ths partloular loeality
Elves to the wife as ome of the Jeint owners.

Binee the sstate tax and gtftltu wera olearly de-
signed as supplementary to ome another, the gift tax ghould
not be interpreted ams covering transfers which ars axplieitly
covered by the estate tax. The moras significant shift of
economle interests cooura at the huaband's death; and hera,
ag elpewhere, the imposition of tax should be laild wpon
economic realities rather than artifiolial legal technicalities.
The gift tax upon the type of transfer in question would, of
course, be an allowable deduction in computing the estate tax;
tut dus to the methods of computine sush a eradit, this ls an
inedaquate protestion. loreover, ths husband may not ocon-
solously have intended to maks & gift to the wife in the sort
of transaction hsre invelved, and imposing = gift tax traps the
unsuspecting taxpayer.

1. The precise axtent to which this 1s trus will be further
11luminated by the deoision in Sanford Estate v. Comm,, u.s.
(1938) aff'g 103 F(24) 81 (coA 3rd, 1939).



Begommepdation Assuming, as we apparently must, that
Lilly v. Bmith is a correct interpretation of the statuts, the
Fift tax law should be amended to provids that no tranafer (ex-
ocept gifts ultimately determined to havs been made in contem-
rlation of death) should bs subjested to gift taxation where tha
same property would be ineluded In ths transferer's taxable
eatate upon his death.

GENERAL
15. Exleting Law ag to Interest on Defiolencies and

Befundg. The prepent law allows intersst of €% upon the mmount
of any deflolencies, and alsc allows the same rate of interast
upon any refunds found to be dus the taxpayer.

Digousgion Those percentages are out of line with
pregent intereat rates and should be reduced. BSuch a reduction
would beneflt taxpayers since the amount of deficlenciss collsotad
by the government must conslderably excsed the amount of refunds
a~1leoted by taxpayers.

Regommandation The interest rate on both deflolencies

and refunds should be lowersd to 4%, g A//{F? f
: 7z

Rove=bar 13, 1039

Hote: BSeotion number refersnses under the gift and satate
taxes are to the msveral aots and not to the new Internal
Revenue Code with which latter seotlon numbers most persons
ars not yet familiar.




QUESTIONS AS TO THE ZFFEOT ON THE REVENUE
QF THE POINTS KADE IN MEMORANDIM B

Referring to Mr. Paul's accompanylng memorandum
marked "BY, question arises as to how much loss of
revenue will result from the suggestions made as follows:
1 (a). A provision requiring affiliated corpora-
tions (defining those terms as they were defined in the
income tax mcts lmmedlately prior to 1934) to flle oconsolidated
returns, the rates of taxation to remaln unchanged.

(b). A provislon granting parmiseion teo file
conaolidated returns (1) upon condition that under a consolida-
ted return there ghould be added an additional rate of 1%
to the tax gemsrally provided with respect to corporations,
and (2) without such a 1% differential.

2. A provision modifying the pr::umt taxation on

153 of the amount recelved as intercorporate dlvidends in
the following reapaotsi

(a). An elimination of this tax where the dividends
ware recelved from a subsldiary company the formatlon of
which waas necessary to carry on business aotivities in a
particular state.

{b). Ellminating the tax completely whers the cor-
poratlion has reasonably invested surplus in another sorpora-



tion without aequiring a controlling interest.
(e). Raising the tax (by imposing it upen
25% instead of 158 of the dividends received) in the case
of compligated eorporate structures involving a sub-sitsidiary.
3 (a). A provision mmending Section 820 added
by the Revenue Aet of 1938 and giving the Commissioner dis-
eretion to allow adjustments back to 1932 for worthless
stock or bad debts when there has been & determination re-
sulting in a double disallowance nf such & deductioen.

{(b). A provision eliminsting from the statute
(retroactively to 1932) the reguirement that bed debts as-
osrtained to be worthless during the taxable year must be
charged off on the books of the taxpayer,

4+ A provision amending Bection 117 of the In-
ternal Revenue Code to provide that neither a mortgage
foreclosure nor any conveyanoe in lieu of a foreclosure
should be regarded as & sale or exchange within the meaning
of Bection 117 and that the loss of elther party upon suech
transactiona should be ordinary, rather than capital, losses,

5 (a). A provision which would prospectively
emend the income tax statute by rejecting the Bupreme Court
cases of Gould v, Oould and Douglas v, Willcuts and which
would impose ineome tax upon & divoreced wife with respect to
amounts hersafter received by way of alimony or trust pay-



ments in lieu of alimony, allowing the husband to deduct
such amounts from his gross inoome.

(b). A provision whiech would subject to exist-
ing gift tax rates the creation by a husband of an alimony
trust which completely discharged the husband's obligation
of support towards his divoroed wife,

6. 4 provision amending the Chandler Act to pro-
vide that the cost basis of &sgeta in the hands of a corpora-
tion reorganized under Section 77 B should be reduced only
by the amount of the debt cansellstion which would have con-
stituted taxable income oxeept for the statutory exemption
in the same Act,

7. 4 provision that the earnings or profits of
gorporations available for dividend distribution shall not be
affected by any increase or decrease in the value of aasets,
or on account of a tax-free reorganisetion, which are not
recognized for income tax purposes.

8. 4 provision retrosctively reducing the un-
distributed profits tax in the omse of Mﬁcﬂﬂﬂn: whigh
were unable to make legal distribution of dividends under local
law because of capital deficits, to & flat tax of 5%,

9 (a). A provision removing the 65% er 757 tax on
the undistributed ineome of persmal holding sompanies whers
the company has no earnings or profits available for the dis-



tribution of a dividend,

(b). A provision imposing the persnal hold-
ing compeny surtax upon taxsble income without regard to the
existence of earnings or profits, but extending the consemt
dividends credit provided in Beetion 28 to permit share-
holders to consent to the taxation of undistributed inoome
even though such amounts would not have been taxed to them
asg a dividend if setually distributed.

10. A procedural provision requiring all tax
suits or prooceedings to be instituted ageinst the United
Btates rather than the Collector or Commissioner and conferr-
ing upon the Board of Tax Appeals and the courts & broad dis-
oretion in tax cases to disregard the principle of res Judicata,
where the faots or the law as announced by the courts is
chenged in the subsequent year.

11, A provision allowing the $400 credit for de-
pendents to be claimed with respect to children of the tax-
payer until the children reach the age of 21, instead of 18,

12, 4 provision allowing & maximum deduction of
$100 for medical or dental expsnses per year paid on behelf
of the taxpayer or any of his dependents,

13. A provision once more granting the $4,000 gift
tax exclusion to gifts in trust, but with a limitation that
only one sich exelusion should be recogniszed in any year with



respect to gifts in trust for the same beneficiary,
14s 4 provision amending the gift tax law to
the effect that conveyances by way of tmn of the
s muwurmwmu1mmmummmu'
subjected to gift tax where the Same property will later
- be taxed for estate tax purposes, \
15. A provision redusing the interest on hﬂn-ﬁ\g-
and refunds to 4%, rather than 6%, ;




1. Persopsl Exemptions To a married person with
a net income in the neighborhood of $4,000, the $2,500 personal

exemption means a tax saving of $100. To a married perscn
with & net income b etween $100,000 and $150,000, this exemption
means a tax saving 15 times greater, or $1500. The exemption
is therefore a patent diserimination in faver of high-bracket
taxpayers, and the statute should be changed so that no one
¢lass of taxpayers derives & greater benefit than other classes.

2. Btock Dividepds At the present time common
stock dividends upon common stock with no other class of stock
outstanding, the type,involved in the fsmous Maeomber case, are
not taxed. This type'of stock dividend should be taxed along
with other taxed It‘ﬂ'p&l, such as (a) praferrsd on common and
(b) common upon preferred,

8. Irusts A person may under existing law reduce
taxes by the obvious device of short-term trusts, vig., he may

tranafer property in trust for a very short period of years,
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with provision that the property shall return to him at the
end of t his p eriod. Such trusts do not involve real irrevocable
transfers of property, and reduction of the grantor's surtaxes
should be prevented by taxing the income therefrom to the grantor.

4. Corporate Surplus Accugulations The provisions
of existing law penslizing unreascnable corporate accumulations
of surplus are & conspicuous fallure. For 1nstance, they
permit the stockholders of a corporation to escape tax if the
corporation 1s bullding up surplus for the purpose of going
somz day into some nebulous new venture. This is hardly lesa
absurd then the plea made by the White Enight, who carried a
beehive around with him because some day he might want to
keep bees, The staute should be strengthened in this and in
other respects set forth in the enclos ed memorandum.

5. Charitable Contributions As the law now stands
the taxpayer secures a deduction on account of contributions
in the form of property to the extent of the value gt the date
gf gift of the property transferred, For example, a taxpayer
has jurchased securities in 1922 for $1,000 cash, and thelr
walue in 1979 1is #5,000., This taxpayer would have a taxable
arofit of $4,000 if he sold the securitles, and made a gift
of §5,000 in cash; howsver, if he is well advised the taxpayer
will donaste the securities themselves without any sale thereof;
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the donee institution may then make the sale as 1t pleases
without any tax liability. While charitable and educational
institutions mey,object, contributions in the form of property
should be allowed a s deductions only in the amount of the
cost to the donor or value at the date of the gift, which-
ever 18 lower. An alternative possibility would be to allow
no greater deduction than would be allowed if the donmor sold
the property and contributed the proceeds less the eapital
gains t ax,

6. QCasuslty Ugsses The provisions now in the
statute for losses arising from fire, storm, shipwreck or
other casualty or from theft are particularly availed of by
taxpayers who have large country estates and are of no sub-
stential benefit to small taxpayers who cannot afford the high
cost of proving 8 uch lnuea: They should be eliminated or
treated only as capital rather than ordinary losses.

7. HNon-business Interest Deductions Taxpayers
are now permitted to deduct interest on non-business borrowings,
The principal justification 1s that such a deduction promotes
smell home-ownership and building. But this objective could
be achieved with & substantial gain in revenue if the deduction
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were limited to a. fixed amount such as $500, sufficient to
cover interest on mortgages upon personal homes of limited
value.

B. Corporate Interest Deductions There is a serious
diserimination in existing law between corporaticns which secure
capital by equity financing and corporatlons which finance by
borrowing. The latter t ype of corporation secures reduction for
interest paid, while the f ormer type secures no deduction for
dividends paid. This dscrimination against the equity financing
corporation iz a substantial item, - approxdmately 18% of the
interest paid, If fhe elimination of the entire Interest de-
duction would be too drastic & remedy, at least corporations
should b e denied thed benefit of tax-free recapitalizations
which replace contributed equity capital with borrowed capital
merely for the purpose of s ecurlng this advantage.

9. pBad Debts The allowance of bad debts as a
.deduntinn results 1In more litigation than any other provision
of the statute. The deduction of non-busime ss dgbts should be
coordinated with the 4 eduction of losses, and limited to debts
incurred in trade or business, except bad debts not exceeding

#1000 in the case of each debtor.



10. Non-business Tax Deductions The allowgnce
in existing law of a deduction for v arious types of non-
business taxes, like the interest deduction on non-business
borrowings, may accomplish its prinecipal jJustifiable object -
the encouragement of small home-ownership - if it 1s limited
to taxes on small homes not exceeding $10,000 in cost or value.
1l1. E - :
Death 1s Used There 1uln plain error ih the s tatute in its

fallure to compel taxpayers, who elect for estate tax purposes
a valuation date one year later than the date of death, to
take the wvalue so chosen as a basls for taxable gain or deductible
loss. A decedent may leave assets with a value of $1,000,000
at the date of death, which drastic market fluctuations reduce
to a value a year after death of $100,000. If the executors
of such an estate exercise the opticn to use the lower $100,000
for purnoses of estate tax liability, they should be prevented
from using the higher basis, upon which they refused to pay
gstate tax, for the determination of income tax liability.

12, Husbapds and Wives A minimum recommendation
in regard to husband and wife living together 1s that they should
not be given the privilege of filing joint returns. A larger
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guestion, which should be canvassed, involves the extent to which
husband and wife should be taxed on a Joint basis, or at least
on some basls which recognizes t he famlly economic unit.

13, Interest upon State Obligations The loss of .
Federal revenue and the unfortunate economic effect of exempting
this class of income and other 1mplications of this point are
well Imown to you.

14, Capltsl Gsins You have stated your opinion
that Congress went too far in the 1938 Act in reducing the
tax burden upon capltal gains. Ypur views in this connection
are emphasized in an inflationary perloed. The shopworn clticism
that taxation of capital gains impedes the mobility of capital,
and discourages venture capital, 1s in my opinion grossly exaggerated.

The existing provisions discriminate seriously a gainst
earned income. Ah individual with an earned income of $100,000
(disregarding credits for e arned income and dependemts, but
allowing a $1000 exemption) would be taxed $33,354, whereas an
individual realizing $100,000 from long-term capital gains would
be taxed only $9,334.

15. Corporate Distributions from March 1, 1913, Subplus

Corporate distributions from p re-March 1, 1813, earnings have had
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25 years of exemption. Reasonable opportunity has beem afforded
to accomplish their distribution, and you ma¥y ;ish to consider
whether distributions from this source should now be made texable,
16. Life Insurence reid in Installments As the
income tex statute has been interpreted, the exemption of life
insurence proceeds paid by reason of the death of the insured
is not 1limited to the amount payable at death, but in the case
of insurance paid in installments it innlud;a an exemption for
amounts which are referable to the lapse of time after the death
of the insured, and are thus in substance interest upon what
is payable at death. There is no valid reason for such exemptiom.
17. Double Loss Deductions Double loss deductions
should be forbidden under all circumstances. Their possibility
is countenanced by the mechanism suggested under this roint, and
the statute should be corrected so as to allow but a single loss

r
r

deduction for each loss sustained.
18. Basis for rroperty Transmitted at Death If B

aequires property transmitted at death by A, andthe property

cost A £100,000 in his 1life time and is worth $500,000 at the

date of death, B 1s entitled to use $500,000 as his basis

upon & sale of the property. This means that $400,000 of ap-

preciation in value has never been, and will never be, subjected
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‘to income tax. Tremendous loss of revenue must be involved in
this statutory rule, and it must have a freezing market effect
by discouraging sales by persons late in life. A remedy for
thlis situation seems to me to be to adopt for property transmitted
at death substantially the same rule as to basis as is now 1in the
statute in respect to gifts inter wivos.

19. Bullding and Loan Associations The exemption

now granted to demestic bullding and losm associlations 13 not
limited to associations the activities of which are related to
finaneing home-ownership, but go much further in the direction

of exempting associations, which own and operate office buildings,
which make loans to bulilding contractors, and which accept savings
deposits, thus competing with banks. Thi 5 exemption should
somehow be confined to building and loan associations of a genuine
cooparative character.

20, Mutual Casualty Companies  Mutual casualty and
fire insurance 'c ompenies, as distinguished from stock companies
of a like character, almost entirely escape taxation under exist-
ing law, This exemption should be limited to companies of a
purely local character.

21. Pension Trusts You dealt with the subject of
pension trusts in the 1837 Tax Avoldance Investigation, and

considerable evidence regarding this matter was presented before
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the Joint Committee on Tax Evasion and Avoidance in that year.
Tnis is a much abused provision of the statute in that key men
in employer companies use 1t as a device for postponing the
tax on thelr high bracket income to a periocd of retirement when
their brackets are low, The tax deferrment should somehow be
limited a8 to apply only to limited contributions to pension trusts.
£2. Percentage Depletion You dealt with this subject
in the 1937 Tax Avoidance Investigation, but the Investigation
waes so truncated thet the Jpint Committee did not give any ex-
tended consideration to the m;nttar. The point involved in this
favored industry deduction need not be elaborated.

28, Development Eypense The speclal election
available to oll and gas companies to deduct certdln predominantly
capital assets as expense deductions should be further investigated.
In this connection it is worth consideration whether a further
provision should not be enacted, limiting depletion and depreclation
deductions to amounts reported to stockholders in annual reports.
Conversely, listing applications to the BSecurities & Exchange
Commission might be required to show depletion and depreciation

taken for income tax purposes.

Non-resident alien individuals and forelgn corporations are
distinctly favored under existing law as compared with citd zens
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and residents of the United States. Foreign corporations
are given the benefit of a flat rate of 15 ¥ on their taxable
income (10 £ in the case of dividends - which may be reduced
by treaty to 5%). There is no capital gain tax upon non-
resident aliens. I see no. reason why hon-resident aliens

and forelgn corporatiocns should be given this distinct ad-
vantage over American citizens.

25. Estate Tax Eyemptions The estate tax
exemptions - the $40,000 general exemption and the $40,000
insurance exemption - confer an undue bemefit upon high-:ﬁrnekut
estates. The $40,000 general exemption means $400 to an
estate of between $40,000 and $50,000. In the case of a net
estate in excess of £4,000,000, btut not in excess of
$4,500,000, the exemption means $20,000 in tax. In the case of
an estate in excess of $50,000,000 the exemption means $2£8,000
in tax. The same riéunea-nny be applied to the additional
insursnce exemption of another $40,000 for the proceeds of
policies payable to third persoms. It is well kmown in insurance
circles that many persons with high brackets estates take out
insurance policies of $40,000 not because they are interested in
insurance, but merely to secure a $40,000 exemption, These
exemptlions should be modifled so that they are of equal benefit

to large and small estates.
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26. Life Ipsurance and the Estate Tax It is
impossible briefly to deal with the recommendations as to the

taxation of life insurance., The s tatute, as now interpreted,

opens the door to tax avoldance on a wide scale. Large

‘amounts of life insurance proceeds now altogether escape tax,

Insursnce 1s sold t o large customers on the basls of a high-

pressure tax avoldance selling appeel. The thought is that

the insured avolds having any incidents of ownership at the time

of death, either by transferring the incidents of ownership to

the other spouse, or by taking out cross policies - the husband

on the 1ife of the wife and the wife on the life of the husband.

It should certainly be made inescapably clear that the intention

of Congress is to ath to estate tax the proceeds of all

1ife insurance policies on the life of any decedent to the extent

that the decedent has paid premiums thereon, as well as when he

possesses some incidents of owmership at the time of his death.
27, Powers of Appointment and the Estate Tax It is

now possible under the law a = to the estate taxation of property

over which the decedent has a power of appointment almost com-

pletely to avold tax. In Delaware it is possible to avoid all

estate tax by the simple expedient of leaving a life estate in

a child with power of appointment to issue of that child, eand the
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issue then repeating the same process through his generation,
and so on., In Maryland virtually no power of appointment can be
reached by the statute. This absurd situation plainly demands
statutory amendment.

28. Reverter Interests and the Egtate Tax Under the
existing statute, if the decedent provides that the benefit of
the property should pass to & for life with a reservation of the
fee to the grantor, but with a remainder in fee to 4 contingent
upon A's survival of the grantor, then the property 1s includible
in tha.grantur's estate. Hunreirer, if a technically vested fee
title to the property iz given to A but with a further provision
that the property should revert to the grantor if A predeceases
him, no estate tax is imposed, although the net effect of the
disposition is exactly the same as in the preceding c ase. This
perfectly artificial discrimination should be remedied by a
statutory provisioh along the lines of a recent dissenting opinion
by Mr. Justice GStone in which he thought that the existing estate
tax imposed tax in all cases in which the decedent in making
distfibution of his property retains any valuable interest in the
property such as a reverter interest by which he postpones fim 1
disposition of the property until his d eath.
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£9. Gifts ip Contemplation of Death Although the
statute has a provision purporting to tax gifts in contemplation

of death, meny gifts of this character escape tax under the
ax:[.atihg law., In one case a2 gift by & person over 90 years of
age was held not to be in contemplation of death. Here I would
recommend, in additicon to the rebutteble presumpticn that
gifts made within & certain periocd prior to death are to be
presumed to be in contemplation of death, a conclusive pre-
sumption to be applied in the case of decedents who were 80 years,
or over, at the time of gift.

%0. Insurance apd Claims Against an Estate As the
estate tax law has been interpreted, Federal estate taxes may
in meny states be escaped altogether if the claims against the
estate exceed mnot only the net estete, but also the statutory
gross estate, including life insurance proceeds; and this is tm
even though the claims in gquestion cemnot be collected out:of
the insurance proceeds. In one case m estate valued at over
42,000,000, more than half of which consisted of the proceeds
of 1ife insurance, had valid claims sgeinst it amounting to
some §6,000,000, nome of which constituted & charge ugaﬁisf the
proceeds of the policles; such an estate completely escapes
estate tax. The statute should be amended so that uncollectible

cledms are not allowable dedw tions.
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8l. Gift Tex Exemptions The existing $4,000 gift

tax exemption 1s much abused. Many fuparers spread large
amounts of wvaluable gifts among several persons, and accomplish
substantial transfers of property without any gift tax.
Furthermore, & donor who sufficiently anticipates the future
may over & span of years give away a considerable amount of
property free from tax. The statute should here b e amended

80 as to restrict exempted gifts at least to gifts to members of
the donor's immediate family,
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