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

REPORT
[To accompany H. R. 8300)

The Committee on Finance, to whom was referred the bill (H. R.
8300) to revise the internal revenue laws of the United States, havin
considered the same, report thereon with amendments and recommen
that the bill as amended do pass. '

R
I. GENERAL STATEMENT

- Your committee has joined with the House Committee on Ways and
Means in undertaking the first comprehensive revision of the internal
revenuelaws since before the turn o6f the century and the enactment of
the income tax, This revision includes a rearrangement of the pro-
visions to place them in a more logical sequence, the deletion of chsolete -
material; and an attempt to express the internal revenue-Jaws in &
more understandable manner. i 5 :

In addition to the rearrangement, however, H. R. 8300, both as
passed by the House and as amended by your committee, contains
many substantive changes in the code. In general; the purpose of
these changes have been to remove inequities, to end harsssment of
the taxpayer, and to reduce tax barriers to future expansion of pro-
duction and employment, ‘

The restrictive effects of the present tax law on economic growth
have been obscured and somewhat offset during the past decade by
the inflationary pressures of the war and postwar periods. It is now
apparent that prompt adoption of this new tax law is especially tirnely in
order to create an environment in which normal incentives can
operate to maintain normal economic growth.

This bill is a long overdue reform measure which is vitally necessary
regardless of the momentary economic conditions and should not be

1
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confused with other measures which may be, or might become
appropriate in the liqht of a particular short-run situation. Tho bill
has been developed through extensive and lengthy study of ways and
means of removing tax inequities and tax restraints, Its passage will
lead to increased employment and a higher standard of living.

Slightly over half of the revenue loss in the fiscal year 1955, which is
expected to result from the provisions of this bill, represents amounts
which will be available to individuals. Section IT indicates that about
$850 million out of a total rovenue loss of approximately $1.5 billion
will go to individuals, This is withotlit taking into consideration tho
fact that this bill continues tho present lovel of the corporato rate for
1 more year. This continuation of the present corporate rato is
expected to produce approximately $1.2 billion in revenue for tho
Government in the fiscal yecar 1955, With this taken into account
the revenue loss under this bill is about $277 million.

This bill is only 1 of 4 steps taken with respect to taxes so far in 1954,
Congress has already allowed the excess-profits tax to expire as of
December 31, 1953, and permitted an individual income tax reduction
of approximately 10 percent to go into effect as of the same timo.
For the fiscal year 1955 the former represents a saving to businesses of
approximately $1.6 billion, and the latter & saving to individuals of
$3 billion, Morcover, Congress has already enacted an excise tax
reduction bill which will reduce excise tax colléctions in the fiscal year
1955 by approximately $1 billion. These measures which have been
cnacted, or allowed to become effective, represent tax reductions of
approximately $5.6 billion. Of this, approximately $3.8 billion has
gone to individuals and in large measure represents additional funds
available for consumer spending, This bill as amended by your com-
mitteo will increase the savings to individuals by approximately $850
million and to corporations by about $630 million. As a result, indi-
viduals after the passage of this bill will have received reductions under
the 4 tax measures of $4.7 billion and corporations will have received
a reduction in their tax burden of $2.4 billion. This represents an
over-all reduction for the fiscal year 1955 of $7.1 billion, These figures
do not take into account extensions of present rates since these merely
continuo existing tax lovels. o , o

The bill contains many provisions which are important to the growth
and survival of small business. These include more adequate depre-
ciation, & more realistic policy with respect to retained earnings, more
liberal provision for research and development expenditures, a stimulus
to equity financing through dividend relief, recognition of business.
practices for tax accounting purposes, and simplified procedures for
partnerships and corporate reorganizations,
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II. RBVENUE ErrecTs’

Estimated revenue eﬁ‘ect in the fiseal year 1966 of H. R, 8300 as passed by the House,
as compared with the changes made by the Senale Commillee on Finance

{Money amounts In milllons of dollars)

Estimated loss or Number of tax-

galn (4) payers aftected
Commit- Commilt.
House tce on House tee on
Finance Finance
Individuals:
Full split incomo for head of family. . oo oeeenananaann.. 80 ). ..., 800,000 |..........
Dlvldends rccclvcd° :
Exclusion, $50 in 1064 and $100 thereafter............_.. 45 11 PO AU
Tax credit, § peréent August 1954 to July 1955 and 10
poreent PHOTOAIOT . oo oo eeaoecemeeenam e meemeann 195 Lo R I
" Total, dividends recofved. ......oeeeeiiveannnnnnn.. 240 243 17, 000, 000 { 7, 100, 000
Taxatlon bt &AAGILIES oft 1166 expectancy. ..o ovoooo. 10 10 | 800,000 [ 800,000
Deductlon for cértaln depéndents regardless of carnings. ... 75 75 11,300,000 | 1, 300, 000
Dependent deductlon for members of taxpayer's household )
who meet support test. ... iiiaaaa. 10 10 | 100,000 109, 000
Retlrement Incomocredit.. ... ... .. .. ... ..... 128 141 |1, 500,000 | 1, 800, 000
Deductlon of lntercst charge on Installment contmcts ....... ) (1 O 1,600,000 |..........
Medlml expense dé fon:’ .
Increase inlhmitatlon. ... ... . . . . . ... ..... 10 ) [0 PO PO
Reductlon in oxclusion from & to 3 percent.............. 115 b §1.20 IOURRURNE ISR
Limitation on drugs and medlcines to the excess of 1 ‘ .
percent of adjusted gross. ... . ... ....iiieiaae.... +43 45 e -
Total, medica) expense deductloR....oeeeeno....... 80 80 |8, 500, 000 | 8, 500, 000
Chlldmre deductlon.......ocolieiiiiii it iiiaananan 40 130 |. 800,000 | 2,100, 000
Exom tlon for distributable trusts (Increased from $100 to 3 3
Pmmiu’fn' ’g&ﬁfﬂéhﬁe’s’t’ on 1ifo insurance. . 5. o 11T 25 26 10,000 | 10, 000
Increase charltable contribution limitation from 20 to 30
o e 1 1 | SIS 25 25 {160,000 160, 000
8oil and water mnservatlon expenditures................... 10 10 | 600,000 500,
Depreclatlon. . oo i i iiiec e cieeaeaaaa. 75 77 {9, 600,000 | 9, 600,000
Taxing partncrshlps and proprlewrshlps as oorporatlons.... .......... 2 [ceeneeanas 60, 000
Eﬂect on individuals....ocaeeenauann. teememcemamescsesnen 8 -7 2 P
Corporations; ..
atural rcsources‘
Depletlon. .. i il iiiiiiceac i 27 L. T DO cecssecene
Allow capital galns treatment for Iron ore royalties.....{.cccecean-- 10 [oommacceac]onmnnn cena
Total, mtnml resourees.......----.-.i.... ........ cee 27 # 4,000 8,000
Treatrént of lnéome from Torelgn souroes:e i
Treatment of branch profits. ..o ooiaccendaannnn.n. 122,70 PORUUN PRI FUS .o
14 peroent differential rate. .. . .. ... cioeeeoiiiiloanno. B3 |eceeemeenafeemnennanedaaaaas .
Dan‘ fal ct»z {Hﬁorentlsl rate on manufactured products +5 : i
Y00 27 S ceeemcnreolovacicenasfemeocraane
-Removal of overall limitation on forelgn tax credit...... 2| 2 PSR MO
Total, treatment of income (rom forelgn sources. ..... 147 2 4,000 1,000
Allow 1g balanco at 200 pereent of stmiﬁhb lno..| 300 300 Jverennens
Allow declinin, bal nco on (ull cost of construction com- :
pleted after Dee, 31, 1853 .o o i fecrmmnnnan 0032 |eacscecccc]oancans .
Rostrlct declining balanoe to assets with usoful iita of 37| ' : .
OF OIS YOI e e e e e eescnneacancnracaanecacasasenca|eaneacesan s = 2 PO IO
: Total, depreciation...... o 800 | 32| 000,000 | 600,000
Netopemtlng los: o 5 R AN o '
Extend carryback yeu-s. RCUUIUUTISRSTI ISR - f (N | I PR, camerraite
. Adjustmonts for dlvidends recelved and deplotioa...... i 10 0 |oledqeaecc]oanericsan
Totd), net operating 1oss......ccocioiciiclisieeatoiiaec) 0 T100 ) - 120 [ 080, 000 |, 50,000

)

1 Does not include any esumtse for uranium, thorfum, or va.nndlum Data confidential.
'#'A smiall part &f tbis estimate pplies to [nd1viduals, but this esndot bo clearly segregated.
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Estimaled revenue effect in the fiscal year 1966 of H. R. 8300 as passed by the House
as compared wilh changes made by the Senale Commiltee on Finance—Con,

[Money amounts {n millions of dollars)

Estimated loss or Number of tax.
galn (+) paycrs affected
Commit- Commit.
House tco on House too on
Finance Financo
Cor?)omtlnns:'—é(?@r‘iiiﬁﬁed

enfal of dividends-recelved credit for dividends from In.

SUFANGO COMPANIES. . ..o vieii e it L o £/ P, 4,000 |oeeeennan
Removal of 2 pereent surtax on consolldated returns of regu-

lated publioutiltles. ... e 35 |oeeaannnn 8
Tax on ¢arnlngs l,mpm{)erly accumulated. .. ..o .o i fieeiaaaa. 10 foceeennee. ’
Allow corporations with 10 or less stockholders to file as - -

POrtnershIPs. o it ieeeiicrieraicaaeaean]ocecarnans 80 |ouceenan.. 100, 000
Continuatlon of 20 percent capltal gains rato to Apr, 1, 1955.|.......... 40 foeicannn.- 60, 000
Accounting provislous o iieeiaee. 45 47 | 600,000 600, 000

Tolal corporations exclusive of rate oxtensfon o .. .. ... 502 (522 PP R,
Extenslon of the 52 percent rato. oo oo ceenniinieaannan.. +1, 200 +1,200 | 600,000 600, 000

Total corporntions ®. .. .ccueeeeeeiiieiiiiceeeececeranen +608 HE78 |oeeeafenaaaaan
Alcohol distilled spirits (stelp stamps)..oooeeo oo caooae.. . (i} FOTR (UM

Qrand LOtal..eeeeeneeeeeecemeneeeeeeeennnesnnnnnnnnnns T P22 I R .

$ Not Included In Houso report,
1 Jess than 500,
¢ A small part of this estimate applies to individusls, but this cannot be clearly segregated,

Bource: 8taf of the Jolnt Commitice on Internal Rovenue Taxation.

III. Tax oN INpiviDuALS AND CORPORATIONS

A. Combination of Normal Tax and Surtaz (sec. 1)
(1) House changes accepted by committee

Under present law the individual income tax rate structure con-
sists of a 3-percent normal tax and a graduated surtax.

Since the definition of income subject to the normal tax and the
surtax is the same for the vast majority of taxpayers, the retention
of 'the separate normal tax and surtax represents an unecessary
complication,

Accordingly, in both the House and the committee bill the normal
tax and surtax rates have been combined into a single rate schedule.
This simplification is made possible by providing a credit against tax
(in a subsequent provision) equal to 3 percent of the interest received
on Federal Government bonds, exempt from the normal tax but
subject to the surtax.

(2) Changes made by committee

None.

B. Head of Family (sec. 2)
(1) House changes

Under present law, half the benefits of income splitting are extended
to persons who qualify as ‘‘heads of households,” The term ‘‘head
of household” is defined as a single individual who maintains in his
home a child, grandchild, or any person whom he claims as & depend-

ent. ‘
The House provision substantially revised this provision, It gave

8 “head of family” the full benefits of income splitting rather than half



INTERNAL REVENUB CODE OF 1954 b

of such benefits. It also provided that the dependent qualifying the
taxpayer as a head of family need not live in the taxpayer's household.
On the other hand, it required the taxpayer to support the dependent
iving him the “head of family’ status even in the ease of his children,
%:1 addition, the House bill limited the classes of dependents which
could qualify the taxpayer for this status. Under the House bill these
dopen&ents were limited to the taxpayer’s son, daughter, fathor,
mother, brother, or sister and, if his spouse was dead and he had not
remarried, to relatives bearing a similar relationship to her.

(2) Changes made by commitice

Your committeo has restored FreSent law, Thus, heads of house-
holds will continue to receive half, rather than full, benofits of income
splitting and the dependents qualifying the taxpayer for such status
must live in the taxpayer's household. On the other hand, any de-
pondent for whom the taxpayer may claim a dependency exemption,
may qualify the taxpayer for this treatment. Moreover, in the case
of his'own children, thé taxpayer need not support the children nor
do the children’s earnings need to be limited to $600 for the taxpayer
to oblain head of household status so long as the taxpayer supplics -
more than half the cost of maintaining the home.

Your committee’s action was based on a complaint that this provi-
sion did not treat all income groups equally and benefits primarily
the middle- and upper-income groups.

By rcstoring present law in this area, it is estimated that your
committeo is saving $60 million which would have been lost under the

House bill.

C. Corporcle Income-Tax Rate (seo. 11)
(2) House changes accepted by commitiee

Under present law the corporate normal tax as of April 1, 1954,
automatically decreased from 30 to 25 percent. Thus, the present
52 p(3r€cnt maximum corporate rate as of this date reverted to 47
percent. -

Botl: the House and {our committee’s bill extend the 52 percent
rate (30 percent normal tax.rate) for 1 year. Thus, the April 1,
1954 reduction scheduled by present law will occur on April 1, 1955.

While your committee is reluctant to continue tho present abnor-
mally hi% tax on corporate income, it agrees with the House that the
present budgetary situation requires a 1-year extension of the 52
percent rate. . N v

The continuation of the present corporate rate is expected to save
approximately $1.2 billion'in revenue for the Government in the fiscal
year 1955,

(2) Changes made by commitiee-

1V. CrepiTs AGAaINsT Tax

4. Dividends Received by Individuals (secs. 34 and 116)
(1) House changes accepted by commitlee -

Under present law the earnings of a corporation are taxed twice,
once as corporate income and again as individual income when pai
out ds dividends to shareholders. This is due to the fact that divi-
dends unlike wages or interest do not constitute a deduction to the

corporation,
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This results in a higher tax burden on distributed corpotate earnings
than on other forms of income. In addition, it has contributed to the
impairment of investment incentives, Capital which otherwise would
he invested in stocks is driven into channels which involveless risk in
order to escape tho penalty of double taxation. This restricts the
ability of companies to raise equity capital and has forced them to-
rely too heavily on borrowed money. The penalty on equity financing
has been especially harmful to small business which cannot easil
borrow funds and must rely on equity capital for growth-and survival,

The House and your committee have reduced double taxation by
adopting two related provisions: One (sec. 116) affords complete
relief from the double tax on small amounts of dividend income.
Under both versions of the bill an individual may exclude from his
gross income up to $50 of dividend income received from a domestic
corporation during a taxable year ending after July 31, 1954, and
hefore August 1, 1955.- In subsequent taxable years he may exclude
up to $100 of his dividend income,” These exclusions are granted for
ench taxpayer which means that & husband and wife filing a joint
return will have two exclusions where each is a dividend recipient,

In addition, the other provision (sec. 34) under both versions of
the bill provides relief by making available a dividend-received credit
for part of the corporate tax paid on the dividends ini excess of the
amount excluded. This is a credit against tax, equal to 5 percent of
dividend income above the exclusion reccived after July 31, 1954,
and before August 1, 1955, and 10 percent of dividend income above
the exelusion received after July 31, 1955,

The amount of the credit is limited to 2 percent of taxable income
in 1954, 7 percent in 1955 and 10 percent in subsequent ycéars. This
limitation restricts the credit to the amount of diviaend income which
actually enters into the tax base. The use of 2 percent and 7 percent
for 1954 and 1955 removes the necessity of prorating income in the
2 ycars. _

The August 1 date for the credit was selected in order to minimize
the likelihood that corporations will change the dates of dividend
payments in tha year in which tho credit is introduced or increased.

The relief offered by the dividend-received credit i3 limited to
situntions in which double taxation actually occurs. Accordingly,
tho dividend-received credit is not allowed with respect to dividends

aid by foreign corporations or tax-exempt domestic corporations.

Toreover, it does not apply to dividends of exempt farm cooperatives.
or to distributions which have been allowed as & deduction (in effect
treated as interest) to a mutual savings bank, cooperative bank, or
building and loan “association. In addition, the dividend-received
credit is not available to nonresident alien individuals not subject to
the regular individual income tax. (For differences in the treatment
of dividends-of insurance companies under the House and your com-
mittee’s bill sco (2) below.) - , \

The proposéd dividend exclusion and credit confers partial relief for
double taxation in the most administratively feasible manner. -More-
over, the method of adjustment adopted affords greater rolief for the
low-income investor than for those at higher income levels. The
percentage reduction of tax under the combined dividend exclusion
and credit is greatest in the lowest bracket and declines progressivel
as the income level rises.  For example, in the case of a married couple.
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fili joint return,.the 10-percent c¢redit alone will reduce existing
tax ab ities on dividend income in the $4,000 first bracket (subject
to a 20-percent rate) by.50 percent; on dividend -income in the
$12,000-$16,000 bracket (subject to a 30-percent rate) by 33 percent;
and on d1v1dend income in the $32,000-$36,000 bracket (subject to &
50-percent rate) by 20 percent., ‘At very high income ‘levels,: the
percentage reduction in tax on dividend income wﬂl be about 11
ercent,

P - ‘The combination of a. dividend exclusmn and a credit for dxwdonds
recelved was adoli:ted in preference. to various other methods to relieve
the existing double taxation of dividend income. A credit to corpora~
tions for dlwdends paid would be unsatisfactory. because it would in
effect make the remaining corporation income tax an undistributed
profits tax, or a tax-on retained earnings, the prmcxpal source of equity
capital. Also, a dividend paid credit for corporations would completely
‘rolieve from tax dividends received by tax-exempt organizations:” -

The method of relief from:double taxation selected is'a modification
of the dividends received credit adopted in Canada in'1949." However,
the present: Canadian credit is 20 percent ‘instead of 10" percent.
Moreover, limiting the credit to the amount of taxable income; when
it i8 less than the amount of dlwdends is & restriction ‘not imposed
under the Canadian system,. On the other hand, the’ diyidend
exclusion prov1ded is more liberal than'ithd Oanadlan method for
persons receiving small amounts 6f dividénd inéomeil: « - -

In effect, the 5-percent or 10-percent ‘credit exempts : dwidend
income from 5 percent to 10 percent of the'tax rate’ apphcable to ‘an
individual’s income, - In this 'countiy): ‘prior-to the middlé '1930’s,
dividends were exempt from the nonfnai individual indome’ tax, which
wag! enera,lly the first'bracket rate. _This ‘gave recognition to. ‘theé'fact
that’ the income from which' they were'paid had already" been " taxed
at the corporate level. It was not: considered appropriate,: however,
to give & credit equal to the entire 20—percent first bracket rate, -'

other ' suggestion has been' to-give‘‘the dividend l‘eclplént ‘B
deduction in computing taxable income for some specified percentage
of dividends received instead 'of the credit aghinst tax. ' Howeyer,
this proposal was rejected ‘because it gives: hliher pfoportionate tax
rehef to stockholders in the upper mcome bra

(2) Ohanges made by commitiee | . y e

Your commlttee ‘made’ one;, pubstantlve cha.nﬁ m thevdlwdend
.credxt and; exclusion %ovmmns provxd oqse bill, for, Jindi-
‘wduals "Under, the, House: bill “the, excluswn :andcr 10 Aare; dem
‘with- respect to d1%] ends. paid by any; 1insurance companies ', Your
committee’s bill follows the House provision in "denymg the Ql'edlt
and, exclugion ;with respect to; dm(lends palg by life ms\iraqce com-
panies (compapxes faxed: under ‘socs.. 801-807) .and, mutugl, ix)surqnce
companies ‘ofher than hfe,‘marme, ‘on; fire i msumnqes ‘asaing perpetual
policios. % mpanies taxed under. secs. §21-823).. Howeyer, yquy ¢om-
‘mittee’s, bill allbws the, excluﬁ;pq and; credxt, W,lth ,gequct jt’dividends
paid on, _fg ' f,,;o 6. msurg.noe com, pmea\ ’mfl o, thxed u.nd
secs, ,831-83%)., /Thus, exelumonp an e allowed;wi
respect. to - dm&en J)a,xd by . such msumnee;tcpmpanws as stpc
fire, casualty, txtle, an mrme msupance companies.
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The Houso committeo report indicates that the tax concession for
dividends was limited to those cases where the dividend income
actually bore a substantial double tax, Your committee agrees with
this rcasoning and has for that reason followed the House provisions
with respect to life insurance companies and mutual companies tax-
able under parts I and II of subchapter L. However, other insurance
companies for the most part pay the full corporate tax, For that
reason it was belioved that the exclusion and credit should be available
with respect to dividends of such companies.

It is cstimated that the dividend-exclusion and dividend-received
credit provided by the bill will reduce revenues by $243 million in

the fiscal year 1955,

B. Retirement Income Credit (sec. 37)
(1) House changes accepted by committee _
Under existing law, benefits payable under the social security pro-
gram and certain other retiremont programs of the Federal Govern-
ment are exempt from income tax. No similar exemption s accorded
to persons recetving retirement pensions under other publicly adminig~
tered programs, such as teachers, as well as persons who receive indus-
trial pensions or provide independently for their old age. In order to
adjust this differential tax treatment, the House bill grants an indi-
vidual who is 65 years of age or over a credit against his tax liability
equivalent to the tax, at the first bracket rate, on the amount of his
retirement income up to $1,200. Retirement income is defined to
include pensions and annuities, interest, rents, and dividends. Since
some types of retirement pensions are already excluded from gross
income, an adjustment is made to avoid duplication, The amount of
retirement income up to $1,200 which an individual receives is to be
reduced, for purposes of computing the credit, by any social security,
railroad retirément, military retirement pension, or other retirement
pension which is' excluded from gross income, Military disability
pensions or workmen’s compensation payments, however, do not serve
to reduce retirement income. v o )
Since the benefit of the credit is intended for retired individuals, the
bill employs substantially the same test of retirement as that adopted
for social-security purposes. An individual would be permitted to
earn up to $900 a year as an employee or in self-employment without
affecting the’amount of the retirement credit, However, earnings in
excess of $900 reduce, dollar for dollar, the amount of retirement
income ‘on which the credit is based. If an individual's earnings
ecuial $2,100, he would receive no tax credit for any retirement income.
%‘lis,provision has been modified by your committee as described
elow. - ’ .
The bill also adopts a work-qualifying test similar to ofie used for
social-security purposes to determine whéther an income recipient
—above-the age of 65, who is not ‘deriving‘earned income, is a person
who was actually enga'g'e'd in gainful employment ‘prior to dge 63.
. Thus, to qualify for the c¢redit ‘an individual must have"derived
- earnings of at least $600 a year in each of any 10'years prior to the
taxable year. A widow whose spouse would have qualified under this
requirement is herself qualified. Where a husband and wife meet this
requircment, cach can qualify for the retirement credit. =
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Income which quahﬁes for the retu'ement eredit may also be' the
basis for other credits. Income from certain Government’ bonds, for
example, would entitle & taxpayer to a partially ‘tax-exempt mtereet
credit as well as to a retirement-income credit. Hence, provision is'
made to avoid tax refunds by virtue: of such double credit, The
retirement credit may not exceed the tax: computed after deducting
any credit allowed with respect to foreign taxes, dividends receive
by individuals, and partially tax-exempt mterest

(2) Ghanges made by committee

In many cases, pubhc retlrement systems provide for the retxrement
of covered employces before the agé of 65.  The House bill, by limiting
the retirement income credit to individuals 65 years of age, or over,
would exclude such persons although the ‘purpose of the ) provnslon is to
afford relief to individuals depéending for their vehhood on their pen-
sions or similar retirement payments. Your committes’s bill extends
the retiremént income credit provided by the. House bill to | pensions,
annuities, or similar payments received from publlo retu‘ement sys-
tems by individuals less than 65 years of age.”

In addition, your committee has eliminated the reductlon of the
amount of retirement i income to which the credit may be applied for
earnings in excess of $900 a year in the case of an individual 75 years

of age or over.
It is estimated that this: provision will decrease revenues by $l4l

million in the fiscal year 1955,
V. DEDUCTIONB IN Amuvmc AT ADJUSTED GRross - INCOME

A. Transportatwn Expenses (8ec 6‘% @) (0))
(1) House changes accepted by commzttee

At present, business transportation expenses can be’ deducted by
an employee. in:arriving: at: ad)listed gross. income only; if. they: ‘are
reimbursed by the emploger or if they. are incurred: while he was away:
from home overnight. Business transportation expenses not falling,
in these cate§ornes presently: catinot be; deducted unless the employee
is willing: to:forego’ the use-of the standard deductlon and 1tem1ze a.ll
of his deductions. - - G

Because these ! expenses, when mcurred, usually are subetant.nal t
appears degirable.to. treat émployees in thisirespect like self—employed
persons. For this reason both the House and, .your committee’s bill
permit, employees to, deduct busmess trans orﬁa ion prenses in
arTiving ‘at adjusted gross income even though the ‘exp ené are-not,
incurred i in travel gway | frém’home’ oF ot reim uréed by ‘the eﬁipldye
Thus,’ employees will be able ‘to: dediict’ business” trqnspox‘tatnon ex-
penses ‘and still use ‘the standard ‘deduction. ~The business, transpor-
tation expemtes hich aré ‘deduqtnble inder tlns provision, includs only’
expenses for act 31 tray e such as payments'to others'for transporta-
tion or, if ‘the. individysl '8 OWN Gar I8 used, the' co?t ‘of gasolm "ol
auto’ repmrs’, and depreciation; o

The new, transporta ion deduction is not, avpllaple for’ éoihmut ng‘
eXpenses between ho ome and’ ‘the place of employment sxﬁce leso'aTe
not busmeés expenses. .~ .

. (8) Ohtmgea quc by commwtem

N one. -
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B. Business Erpenses of Qutside Salesmen (sec. 62 (2) (D))

(1) House changes accepled by commitlee

As in the caso of the transportation expenses described above,:
business expenses of an ‘“outside salesman’ who is an  employee

resently may be deducted in arriving at adjusted gross income only
if tlhgy are reimbursed or incurred while he i1s away from home over-
night,

If these salesmen were independent contractors they would  he
permitted to take business expense deductions in computing adjusted
sross income .and still use the standard deduction, Morcover, the

usiness expenses incurred by outside salesmen usually are substantial
relative to their incomes,

Both tho House and your committee’s versions of this bill treat
outside salesmen in effect like self-employed persons with respect to
these oxpenses, permitting their deduction of expenses in arriving at
adjusted gross inccme even though tho salesmon use the standard
deduction. Theso.deductions include expenditures for moals, split
commissions paid on subcontracts, etc. An ‘“outside salesman”is
defined as an employee ongaged principally in the solicitation of business
for his employer at places other than the employer’s place of business.

(2) Changes made by committee

None. . v
VI. SpeciaL INcLusions IN Gross INcoMp

A. Alimony and Separate Maintenance Payments (sec. 71)
(1) House changes accepted by committee .
Present law taxes to a recipient and allows the payor a deduction
for periodic alimony or separate maintenance payments if the pay--
ments are a légal obligation imposed by a court docree or by a written
agreoment incident to a decree. : S
Attention has been called to the fact that the present treatment
discriminates against husbands and wives who have separated although
not under a court decreo. - o :
For this reason both the House bill afid your committee’s bill
extend the tax treatmont described above to periodic payments made
by a husband to his wife under a written separation agreement even
though they are not separated under a court docree if they are living
apart and have not filed a joint return for the taxable year. '
(2) Changes made by committee o o
Your committee made two changes in‘the House Erovigibn;rglgtjpg
to alimony and separation payments. It provides that the treatment -
described above is to be effective only with respect to writtén separa-
tion agreements executed after the date of enactment of this bill, It
also provides thiat this treatment is to be applicable where a wife. is
separated from her husband if she receives periodic payments from
him under any type of decree (entered after the date of enactment of
this bill) requiring the husband to make payiments for her support and
maintenance. ..o oo
Your committés made the first of these 2 amendments in order to
prevent the upsetting of arrangements which already have been
worked out with the understanding that the wife would not include
the payments in her income. In such cases it appears probable that
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tax effects were taken .into:account in determining the size of the
payments. The second amendment was made by your committee to
cover cases where amounts made .under a court decree for support
have not been called separate, maintenance payments. So.long as the
husband and wife are separated and not filing a joint return it would
appear that the tax effect in such cases should be the same as in the
case of a decree of separate maintenance, '

B. Annuities (sec. 72)
(1) House changes accepled by committee

The so-called 3 percerit, Tule under ‘present law taxes an annultanb
on ‘the annuity paymonts he receives to the éxtent of 3 percent of
the amount he paid for the annuity, Any payments he recelves above
this amount are considered to be the return of his capital and are
éxcludéd from tax uttil the cumulative amount excluded cquals the
gmount he paid for the annuity. - Thereafter the unnulty payments
receWed dre taxable in full,

- 'This present mile is obJectlonabIe beéause it is erratic. Where tho
amount paid for the annuity 'represents a large proportion of: its yalite
at the time payments begin; the presént rulo does not réturn to ‘the
annuitant on a tax-free basis the amount hé paid for the anmiily durihg
his lifetime, On the other hand, where the amount:the aumumnt
paid for the annuity represents a: small prqpomon of its value at the
time payments begin, the exclusion is used up ra 1dly, . In such cascs
the annuitant finds that after being rotired for & fow years. .and becom-
ing accustomed to llvmg on a certain amount of income after tax, he
suddénly has to: make & sizable downward ad;ustmcnb in his living
standard’ because when ‘his exclusion i is used up,’ tho annulty income
becomes fully taxable,

The House bill and your commltteo haVe adoptcd a provnswn whfch
spreads the tax-free portion of” the annulty income; evenly over. the
annuitant’s hfetlme. In the Usual case the exclusion ™ will équal the
amount the annujtant paid for the’ "xﬁmmty, divided by ‘his life expéc-
tancy at the time the | pa ‘ments begm{' 'This exclusion is to, remain the
same éven though’ he ‘outlives this hfe,eﬁrﬁectancy Under this’ rule
the comﬁany prov1 ing the annuit  will be’ able to suﬂ)ly the annui-
tant with 8 ‘statement’ mdlcatmg that for the rest of hig life'a stated
amount of bxs annuity income lel be excluded annua]ly from hls'

income sub ect to tax, ‘_ i
So employees wxll not have’td,,maké (;omputatlons her‘e srr}all‘

amoints’of exclisions. are involved, an’ ihdmdual recewmg a pension
financed inp grt by contributions from’his empl oyer wﬂl not. be ta; e<li
under the’ hf xpectancy method if the‘ nounts’ payq.b]e under”the
anndity i the first 3 years's ual ‘or exceed,‘f hig:cost for' the. annunty
Such 1ndmduals are toexclude a l anniil ty payments"u‘ntn hey have
recovered: thelr lfpxtal tax’ free , thefeafter‘ all- annunt,y paympnts will
be_ taxable in fu éXce,pt of cour’s i'for the' retiremen  ifcom credit
which may, mulch of thig'inconde each year. =
Any refund’ pmd’tof 8 béfel ciary: t.thé death 'of ‘dn annliitant is
to be exempt from tax." However, to avoid granting a double exclu-
sion, the annuitant’s cost (to be’ spte&d tax:free over’ hxs ‘expected
life)'is to be'¥edriced by the. refund: ‘anticipated  computed-in accofd-

ance with his life expectanoy
‘359,9’.—-54——-’
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In the case of,{'oint and survivor annuities, the cost of the annuity,
in determining the annual exclusion, is to be spread over the com-
bined life expectancy of the annuitants. - ~

The life expectancies of those already receiving annuity payments
will bo determinéd as of Januarly-l , 1954, and the cost, or considera-
tion, to be recovered tax-free will be reduced by any amounts already
recovered tax-free under the 3-percent rule.

The ruloe described above applies to payments for a fixed number
of years as well as to payments for life. Amounts received under a
paid-up endowment contract also will be taxed in this manner where
the policyholder elects, within 60 days after he has the right to receive
o lump sum, to receive the payments in installments instead.

(2) Changes made by committee. -.
Your committee made certain technical corrections to the annuity
section passed by the House, including corrections in the House rule-
for determining tho sizoe of the estate-tax deductions which may be
taken by the secondary annuitant. These rules were moved to sec-
tion 691 relating to income in respect of a decedent.
It is estimated that the new annuity rules will decrease revenues by
$10 million in the fiscal year 1955.

C. Payments Other Than Annuities Received Under Annuity or Endow-
ment Contracts (sec. 72 (e) and (h))
(1) House changes accepted by committee

Individuals frequently récéive under annuity contracts amounts.
which are not strictly s’peakixi’i' annuiby(‘f)éym'ent,s,, such as dividends
and amounts reccived from the surrender, redémption or maturity
of the annuity contract. Undér present law, such amounts are taxed.
to the extent that they exceed the portion of the consideration paid for
the contract which has not previously been recovered free.of tax.

The House bill and your committee’s bill make two changes in the_
present treatment. First, proceeds other than annuity paymients
which do not constitute a complete discharge of the carrier’s obliga-
tion under the annuity contract (for-example, dividends as contrasted
with amounts received from the surrender of 'thebgntj;@btg;a;i{q;,t,g be
taxed in full without any exclusions, if received on or after the dafe the
annuity payments begin. The reason for the change is that if part.
of such proceeds were excluded, it would be neceséﬁf{,td;;écompgte'
the annual annuity, exclusions allowed under "the life expectancy
method used in the taxation of annuities.  Where the proceeds from
the annuity contract are reccived either before the date annuity pay-.
ments begin or in full discharge of the contractual obligation these’
proceeds will be taxed, as under existing law, only to the extént that
they exceed the consideration, .

1{ second change made gives relief whére such proceeds are réceived’
in a lump sum inone year, In such cases, the tax on the lump-sum
procecds cannot exceed the tax which would be payable if such pro-
coeds had been received in three équal installmen(s: one in the year of
receipt, and the other two in the two preceding years, . .

~ (2) Changes made by commitlee . e

Your committee added lman ge -to prov1de that face @o@nt.
certificates would be treated in the same way, with respect to taxation -
of the investor as endowment insurance. =~ - : '
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D. Prizes and -Awards (see. 74) :
(1) House changes accepted by commattee 5

Both the House and your committeo’s versions of thé bill include
in income subject to tax all prizes and awards except those qlade in
recognition of past achievements of a religious, charitable, scientific,
educational, artistic, literary, or civic nature, where the recipient was '
selected without any action on'his part and is not required to render
substantial future sofvices. - This exception is intended to' exempt
such awards as the Nobel and Pulitzer prizes. ' S

The provision eliminates the confusion resulting from certain court
decisions, The Pot O'Gold case and the Ross Essay Contest case -
are overruled insofar as these cases held the receipts not to be income
under the code. In these cases the courts held that prizes on give-
away pro%rams and prizes for winning essays are not includible in
income subjéct to tax, R o

Scholarships and fellowships are not covered by the rules described
above. These are provided for in a separate scction (sce. 117 dis-
cussed in VII-H). . o .

" (2) Changes made.by committee

NOHQ. . . ’ - ‘ : )

E. Discharge of Indebtedness (secs. 76 of the House bill, 108, 1017)

(1) -House changes _acc_epted'bi/ commitlee

Under existing law, a corporation:is permitted to:exclude ftom in-
come amounts:attributable to:the ‘discharge of :indebtedness if the
indebtedness‘ was ‘evidenced by :a security-and.the corporation  also
elects a corresponding réeduction in the basis of its property. Because
of the required reduction of basis. of property, the income from ‘dis-
charge may be taxed at:a later date through reducéd deductions for
depreciation or a lowér basis for capital gain. ' Railroads may exclude
income -attributable to cancellation ‘where the cancellation’is: made.
pursuant to bankruptcy ot receivership® proceedings' without: having
to make a corrésponding reduction in basis of property.  This'special

rovision for railroads.is inapplicable after Decémber 31, 1954, The
ational Bankruptey ‘Act also contains:a number: of provisions per-
mitting exclusion of income -attributable, to. discharges under: bank-
ruptey. A reduction in basis of the debtor’s property is oftén required,
he House bill expands present law to permit thé exXclusion of all-

or pait ‘of income ‘attributable to discharge “of indebtedneéss”if ' the
indeptednéss’ was: incurred by’ a bofgbrdtidﬁ‘, or ‘an’ individuil in‘con-
nection with property used'in his trade or business. ‘Following present
law, the debtor may excludo such income only if he’ ?Xpll,e(s the amount

e éxcluded to reduce the basia of any property held during any por-
ear in.which'the discharge 6ecurred. - . -

t.ioni”éf*thé“tdiéblérv _ urred. L

. The provision relating to_railroads is’extended ' to Deoceimber:31,

1955,  as''a’ few ‘toads: would otherwise be deprived of the bénefits

received 'by roads reorganized 'in past ‘years. 'No' change is'made in

the provisions of the;National Bankriptey Act. - " ¢ i
(2). Changes made e ..

gy ;

IR S R Y )

Your committee has‘deleted section 76 of the House bill which set

forth a general rule that discharges of indebtedness by the debtor for
less than' full value shall result in income' to the debtor unless: the:
creditor and debtor have, because of the nature of their ‘dealings,
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consummated a transaction of a capital nature. In the latter cases,
tho dischargo for less than full value migll;t be deemed a gift, a contri-
bution to eapital, or adjustment of purchase price or property.

Your committee mado this delétion because testimony before its
hearings rovealed that the House draft was the cause of considerable
doubt as to its meaning and effects. Deletion of this section will
leave the situation as 1t now exists, with the détermination as to
whether cancellation results in income to the debtor, and to what
extent, to be settled according to rules developed by the courts.

VII. Excrusion From Gross Incoms

A. Proceeds of Life Insurance Contracts Payable by Reason of Death

(sec. 101 (a))

(1) House changes _ N v

Under present law life-insurance proceeds payable by reason of

death are exempt from tax. However, where an insurance contract
is transferred for a valuable consideration, only the actual value of
the consideration and subsequent premiums paid by the transferce
are tax exempt and the balance is taxablé as income. The House
bill grants full exemption to life-insurance proceeds payable at death
where the contract is transferred for a valuable consideration.

(2) Change made by commatlee
Your committee believes that the procedure in the House bill may

result in ahuse in encouraging speculation on-the death of the insured
and therefore has reinstated present law with respect to contracts
transferred for a valuable consideration. However, it is made clear
that complete éxemption is.to be granted .to life-insurance proceeds
paid under contracts which have been transferred for certain legiti-
mato business reasons rather than for speculation purposes. - In con-
forming with the changes made by your committee in the treatment
of employces’ trusts, there has been deleted the provision of the
House bill which would have taxed.the .proceeds (in excess of the
$5,000 employee death benefit exclusion) of life insurance purchased
for a participant in an exempt employees’ trust. -~ . .
B. Employecs Death Benéfits (sec. 101 (b))

(1) House changés accepted by the commitlee ., .

Present law provides a pecial exclusion ofx:f) to $5,000 ifcigmms

by an employer to benoficiaries of a deceased employce, Your; com-
mittee adopts three changes in these provisions made by the House.
The amount excludable because of the: deathi-of any employee is
limited to a total of $5,000 per employee to prevent individuals from
increasing :,tliii:iexem;f&ion*bx ‘arranging to have two/or more employers
each:pay. $5,000 of death benefits. , iic: i - ir goq v
"Tho exclusion is ‘also made. available, regardless of; Whether. the
employor, has a contractual obligation:to pay. tho death benefits.......
he"$5,000 exclusion is extended to lump-sum distributions paid bK
roason of death under a qualified .emplo, .ees"‘p_quﬁht-shggqug and stoc
bonus plan even though the employee had ‘a*nonforfeita o right to
tho antounts whilo living, ‘ ‘ ’
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, (8) Chdnges made by the cominitleé ‘

Your committée bill also.extends the $5,000 exclusion to dlsmbu-
tions from qualified pénsion plans‘on the same basis as distributions
from proﬁt-sharlr}g and stock-bonus plans. The purposé of this change
is to provide uniform’ treatment for lump-sum distributions granted
because of death by the various types of employee plans.

C. sze Insurance Proceeds Paid in Installments (sec. 101 @)

(1) House changes

Presenb law exempts proceeds of life: insurance pajd by reason of
death oven though such:proceeds are paid in installments and ‘ificlude
interest earncd after the death-of the insured. The House 'bill limits
tho interest exclusion in connection with’ life insurance installment

roceeds to $500 a year for & widow of a decedent and $250 & yéarfor
ineal docedents and -ancestors of the decedent, The House bill
extends the interest exclusion, subject to these lumts, to so-called
excess interest or policy dividends, ,
- (2) Ohanges made by commiittee’ ‘

Your committes's bill accepts’ the prmclple in the House bill that.
it is desirable to place a limit on the exemption now granted | to interest
earned on life insurance paid in installments.’ However, your, com-
mittee substitutes for' the exclusions prov1dcd by the House:a $i 000
a year, exclusion for the widow. No exclusion:is-allowed for other
beneficiaries, The WldOW is granted the exclusion to encoura,ge her
to take the hfe ingurance proceeds in 'installiments so as not to waste

the gnncxpal There. appears to be littls reason to grant an eéxclusion
. to children since even if the mother is dead their interest in the prin-~
cipal is protected by guardlanqhxp laws while they are young, More-
over, when children reach majority there appears to be no reason to
encourago them to leave the proceeds-in any particular form, '

D. Accident and Health Plans Fmanced by Employere (seca. I 04 and 1 05)

(1). House changes -
Under present law amounts recelved as: accldent ‘or. health beneﬁts
under employer pension plans are’ exempt if pald undel; 8 contra,ct ‘of
insurance and are taxable if paid under nomnsured plans, The House
bill would grant the same. treatment to sickness, and accxdept benefits -
financed by émployers whether paid under msureq or no;nnsured plans
Such benefits would be (1) entlrely excluded from tax if received as
compensation for personal injury ‘or gicknéss and' (2) excluded up to
$100 a week if received as” compensatnon for loss of wages under a
plan providing a waiting, em
These exclusions ‘would’ fmnted under the House bll} only to
benefits:paid out by ualified ans which would be reqmred to’ satlsfy
nondiscrimination ‘rules general]y similar~to" those providéd in’ the
House bill for pension plans, - Also, the House bill Fequires that when'
nonqualified payments are’ made for loss of wages, that- the $100 ex-
clusion  for: J)eymente under! quahﬁed plans be oﬁ'set by payments
recexved under t.he nonqualified: plansa e
(2) Ohan htadébyﬂwcéfn ibes' 1

Your minitte é proves "in' ‘principle. of . "'":""én’)"("' bectw‘iif
Houng Provision’ gn ‘equalizin; ﬁ?h‘ ‘tax’ treatlgent 0 ?ngured, d

nonmsured sickness and accident eneﬁts "Like the House bill, your
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committee’s bill provxdes for an exclusion of up to $100 & week for
anments for personal injury or sickness made under a plan financed

y the employer where the payments are in lieu of wages. However,
this exclusion applies only to payments which are attributable to a
period beginning 7 days after { 16 beginning of the i injury or sickness,

Benefits which reimburse the employee for expenses incurred for.
his own medical care and for the medical care of his spouse or his
dependents will also be exempt. In addition, your committee’s bill
makes it clear that certain payments for injury 'if made without regard
to the employee's absence from work are to be exempt. There are
payments for the permanent loss (or loss of use) of a member, or
function, of the body or for permanent disfigurement. These pay-
mentis may be made with respect to the taxpayer his spouse, or his

depondents,
The qualification rules provided in tho Houso bill have been elimi-

natod. This was necessary because your committee, for reasons
developod in the discussion on pensions, stock-bonus and profit-sharing

ans, abandoned the automatic qualification rules provided by the
{)Iou%e bill.  Without these rules it would be necessary in most cases
to obtain specific rulings from the Internal Revenue Service in’the
case of each employer sickness and accident plan, if the requirement
had been kept that they must be qualified to receive the treatment

described above.
Your committee’s bill also specifically indicates that amounts paid

by an employce association as well as amounts paid by an employer
a{)e cligible for exemption if they fall in the exempt categories indicated
above.

E. Rental Value of Parsonage (see. 107)
(1) House changes accepted by commiliee
Under présent law, the rental value of a home furnished a minister
of tho gospel as a part of his’ salax?r i8 not included in his gross income..
This is unfair to those ministers who are not furnished a parsonage, but
who receive larger salarics (which are taxable) to compensate them
for expenses they incur in supplying their own home, ‘
Both the House and your committée has removed thé dlscrm’nna-’
tion in existing law by prowdmg that the prescnt oxclusion is to
apply to rontal allowances paid to ministers to the extent’ used by
them to rent or provide & home.
(2) Changes made by committee
None.
F. Income Tazes Paid by Lessee Corporation (sec. 11 0)
(1) House changes accepted by committee
Under ‘many long-term leases, : the lessee contracts to ay a fixed
income bo the lessor corporation (or its stockholders) wi out reduc-
tion for income taxes assessed on the rental payment, :
Under present law the lessor is deemed to derive addxtnonal taxable
income from the income tax paid on its behalf by the lesses. :The
lessee, in turn, is required to pay; the tax on such income for the, lessor,
and so on. This tax on & tax is pyramided to the mt -where the
income tax liability paid by the lessée isgreatly'in ex rf the initial
tax on the rental. Although the lessee 18 éntitled to ded ct such tax
peyments in computing its own income tax liability, under some
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conditions the taxable income of the lessee is not sufficiontly large to
absorb this deduction, with the result that no tax benefit is realized.

Under the House and your committee’s bill, the income tax liability

ayable by the lessee on such rental income is to be excluded from the
essor's gross income and denied ‘as a deduction to the lessee. This
applies only to leases entered into before January 1, 1954, where
both lessee and lessor are corporations, -

This provision adopts for income tax purposes a rule which has been
in effect with respect to excess profits tax liabilities. '

(2) Changes made by committes

None. S ~

@. Combat Pay of Members of the Armed Forces (secs. 112 and 692)
(1) House changes acéepted by commitice '

Present law provides an exclusion from gross iricome for members of
the Armed Forces serving in combat zones or hospitalized as the
result of wounds, disease, or injury incurred while serving in such ‘a
zone. In the case of enlisted personnel, this exclusion is granted
for all pay received for service in a combat zone or while hospitalized
as a resuﬁ, of suchservice; for commissioned officers the exclusionis
limited to the first- 3200 of p,a'f' received in a month, Under present
law this exclusion is available only for service in a combat zone
between June 24, 1950, and January 1, 1955, ~°~ .

Your committeo agrees with’ th@,%pus’{a that this exclusion should

O K £1

be available for any period in which persons are generally subject to
induction into the armed services under the Universal Military Training
and Service Act, For that reason tha House and your committee’s
bill provide that this exclusion is to be available with respect to service
in a combat zone after June 24, 1950, during-an ‘‘induction period.”

Present law also has a special tax forgiveness provision applicable
to an individual who dies after Janudry 24,1950, and before January 1,
1955, while in the Armed Forces if his death resulted from service in
& combat zone. Any income tax hé owes the Government at the time
of his death is forgiven. Asin the case of the exclusion, the House
and your committee’s bill extend this provision to apply to sérvice in
a combat zone after June 24, 1950, during an “induction period.”

(2) Changes made by committee, : None. . = =~ .
H. Scholarships and Fellowship Grants (sec. 117) -
(1), House changés accepled by committée |

Present law contains no provision regarding treatment of scholar-
ships and fellowship grants, The basic ruling of the Internal Revenue
Service which states that the amount of a grant or fellowship is
includible in gross income unless it can:be established to be a gift
.ba‘:ﬁg:{;‘iprovi ed a clear-cut method of determining whether a grant
18 Qi ioso o T O T S TEE oy SRR

The House bill adds a new-seétion which egrow:ides rules for deter-
mining the extent to which.amounts received as scholarships and as
fellowship grants are:to. be.included in gross;income. ,The gection
first states the general rule that amounts received as scholarships,or
as fellowship grants are excludible from gross income and.then pre-
scribes specific rules for limiting the amounts which may. be excluded.
The general rule specifies that the exclusion: extends to. the. yalue of
contributed services and accommodations (such as room, board, and-
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laundry) which are received as part of tho scholarship or followship
rrant,  The exclusion also applies to amounts recoived to cover
incidental oxpenses for travel, research, clerical help, or equipment
which are incident to the scholarship or fellowship to the extont that
they are expended. by the recipient }or these purposes.

Your committee’s” bill adopts the gonomr rule provided by tho
House bill, but makes certain amendments to the limitations placed

on the amount which may be oxcluded.

(2) Changes made by the committee

The House bill provides that the exclusion shall not apply to that
portion of any amount received which Fepresents payment for teaching
or rescarch services in the nature of part-time employment requiréd
as a condition to receiving the scholarship or fellowship'grant. Your
committeo extends the provision to include “other services” in addi-
tion to teaching and rescarch services. Your committee has also
specifically provided that if teaching, rescarch, or other services are
required of all candidates, for a particular degree (whother or not
recipients of scholarship or fellowship grants) such services arpg not
to be regarded as part-timé employment. ' :
The Houso bill provided a specific standard for determining ‘the
taxability of grants receivéd by individuals who are not candidates
for a degree, typically’ tho recipients of post doctoral fellowships:
Such grants may be in effect a ¢ontinuing salary payment while the
recipient is on leave from-his rogular job. The House hill 'specified
that such grants are excludible only if the annual amount of the grant
plus any compensation reccived (fom the recipient's previous é’m’]ﬁéyer
18 less than 75 percent of the recipient’s salary in” the year préceding
the grant, Caseés were brought to your committee’s atténtion in
which the formula of the House bill would tax grants which were
clearly not a continuing salary payment. In many of these cases
taxability would result from the absence of & substantial'earned in-
come in tho previous year, Your committée therefore has substi-
tuted for the 76 porcent rule an exclusion of $300 per month of grants
paid toindividuals who are' ot candidatos for dégrees. The exclusion

will not be allowed beyond ‘a total of 36 months. = o
In the casc of individuals who are not' candidates for dégrées, your
committee’s bill allows the exclusion only if the grantor is a tax-exempt
organization described in section 501 (c)(3),:the United States.or its
instrumentality or agency, or a State, Territory, or a possession of
the United States, or their political subdivisions, or tho District of

Columbia. ' - o
1. Contributions to the Capital of a Corporation (secs. 118 and 362 (c))

(1) House changes accepted by committee o
The House and your committee’s ‘bill provide that in the:case of a
corporation, gross income is not to include any contribution’ to.:the
capital of “thie taxpayer. - This in-effect places in -the code the:court
decisions on this subject. : It ‘deals ‘with cases where a-contribution
is made to a éorporation by a govei'nmentaljgpnib, chamber of: com-
merce; of other association of individuals having no proprietary-inter-
est in the corporation. In many such:cases bécause the ‘contributor
exptcts to derive indirect benéfits, the ‘contribution cannot be callod
& gift; yet the anticipated future benefits may also be so intangible as
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to not warrant treating the contribution as a payment for future
services, L ) L

In a section dealing with the basis of property contributed to a
corporation both the House and your committee's bill provide that a
corporation takes a zero basis for contributions to capital by nonstock~
holders. : , ‘

(2) Changes made by commitlee _

Your committee made only technical changes in the basis section
applicable to contributions to capital. This provision was made
applicable to acquisitions after June 18, 1954, instead of the effective
date of the bill, Also the committee deleted the provision in the
House bill indicating that the basis provision was not applicable in

the case of gifts,

J. Meals and Lodging (sec. 119)
. (1) House ¢changes accepted by commattee ‘

Under present law meals and lodging have been held to be taxable
to the employee unless they were furnished for the convenience of the
employer. Kven in such cases, however, they would not be excluded
from the gross income of the employee if there is any indication that
they are intended to be compensatory. For example, under present
law it has been held that the value of meals and lodging are includible
in the employee’s income, ‘even where they are furnished for the con-
venience of the employer, if there is an indication that the meals and
lodging were taken into account in establishing the salary paid: ..

The House and your committee has adopted provisions designed.to
end the confusion as to the tax status of meals and lodging furnished
an employee by his employer. Under both bills meals and lod%inﬁ
are to be excluded from the employee’s income if they are furnishe
at the place of employment and the. employee is required to meet

certain other conditions specified ‘below..
. (2) Changes made by committes . R

Your committee believes that the House provision is ambiguous in
- providing that meals or lodgi%g furnished on the employer’s premises,

which the employee is required to accept as a condition of his employ-
ment, are excludable from income whether, or not. furnished as com-
pensation, Your committee has provided that the basic test of exclu-’
sion is  to be whether the meals QI‘.IOd(fifﬂg ‘are furnjshed primarily.
for the convenience of the employer (and thus excludable) or whether:
they were primarily for the convenienco of the employee (and therefore.
taxable), = However, infdeq,id,ix’tlg;vvhethéﬁ,they, were furnished for the
convenience of the employer, the fact that a State statute or n em-
ployment contract fixing the terms of the employment indicate; the
meals or lodging are intended as compensation 1s not to be determina-
tive, This means that employees of State institutions who are required
to live and eat on the premises will not be taxed:on the value of the
meals and lodging even though the State statute indicatés thé meals
and lodging are part of the employee’s compensation,
K., Subsistence Payments to State Police Officers (sec. 120)
.. (1) House changes accepted by committés .
~ 'The Houyse and ‘your committee’s bill provide anéxclusion from

gross'income not to exceed $5 a day; for subsistence allowances paid
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to officers of a police department of a State, Territory, the District of
Columbia, or a possession, There is no comparable exclusion under
existing law, It is believed that this exclusion is desirable because
State police officers are required to make frequent trips away from
their posts of duty. Under present law these expenses cannot be
deducted if the police officer is to use the standard deduction.

(2) Changes made by committee

None.
VIII. PersoNaL EXEMPTIONS

A. Earnings Test for Dependent (sec. 161)
(1) House changes accepted by committes .

Underexisting law a $600 exemption may he taken for a dependent
only if he has gross income of less than $600. Thus, if a child helps
to pay his way through school by securing part-time employment,
the parent is denied a dependency exemption if the child happens to
carn more than $600. Not only does this represent o -hardship to
parents who provide most of the support for their children, although
the latter earns slightly over $600, but, it also represents an inducement
}'or %he child to stop work just before his earnings reach the $600
evel.

The House and your committeé’s bill f)rovide' that the $600 earnings
limit for dopendents is not to be applicable if the dependent is the tax-
payer’s child and is under the age of 19 or is a student. . Thé term
“student’” is defined as an individual who is a full-time student at an
educational institution during 6 months of the year. An ‘“‘educational
institution” is one which normally maintains a regular faculty and
curriculum and normally has a regularly organized body of students
in attendance at the place where its educational attivities are carried
on. This excludes correspondence schools, employee training courses,
and similar institutions and programs,

(2) Changes made by committee _
For the purposes. of determining whether or not an individual is a

student and therefore may earn over $600 and still %ialify as a depend-
ent, your committee 'has made 8 change’in the House bill. As-an’
alternative to qualifying asa full-time student at an educstional institu-
tion ‘an individual 1s considered s a student’undeér your committce’s
bill if he is pursuing a full-time‘cdurse of institutional on-farm trainin
under the supervision of an édiicational institution or State or local
governmental unit. Your committée believes that those obtaining
practical training in the run‘ninE of a farm are equally deserving of the’
tax benefit provided here with those attending regular educational
institutions. _
B. Definition of Dependent (sce. 168)
(1) House changes accipled by commatlee - o :

Under existing law a dependent:is defined as an ‘individual over
half of whose support is réceived from the taxpayer and one who
bears 1 of 8 specified relationships to the taxpayer, . ...
- The House and your coinmittee’s bill modify the support test in
two respects. It is provided that in the case of ¢hildren of the tax-
payer who are students, any scholarships they réceive for study at
an educational institution are to be ignored in applying the support
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test, This is believed to be desirable since a taxpayer who .is send-
ing his child through college, even with thie help of a scholarship, is
likely to be incurring more expenses for the child than is true in the
case of taxpayers with dependents not in college. L
Another problem is presented in connection with the support test
where two or more persons supply the support of another individual
but no one can claim the dependency exemption because of the failure
of any one to supply more than one-half of the support. Sometimes
the contributors are able to vary their contributions from year to
year in order to qualify one of them, In most cases, however, such
arrangements are difficult and frequently all of the contributing group
lose the dependency exemption. - Under both versions of the bill a
group of contributors may annually designate one of their number
to claim the dépendency exemption where no one in the group con-
tributed more tKgn'h’al of the dependent’s support if all of the tests
with respect to the dependency exemption (éxcept the support test)
are met by each member of the group; the ’gers‘o’n designated to
reccive ‘the dependency exemption has contributed more than 10
percent of the dependeént’s support; and all other members of the
fgroup who have contributed more than 10 percent of the support
wve agreed in a written statement that they will not claim the
exemption for that year. , S ‘
The House and your committee’s bill also modify the “relationship”’
test of existing law. Many complaints have been received that the
relationships specified in existing law are not sufficiently flexible to
allow for the various types of situations'under which taxpayers' fre-
quently support an individual in their'home. This point is most
frequently raised in the ¢ase of foster children or children in'the home
awaiting adoption. As a result both versions of the bill provide that
a taxpayer may claim as a dependént ar individual over half of whose
support he supplies, irrespective of the relationship of such individual
to the taxpayer, if the individual has as his principal place of abode
the home of the taxpayer and is a.-member of tﬁe taxpayer’s household,
A dependency exemption is also provided for cousins of the taxpayer,
whora he supports, who are recewihf institutional care (r'équii'edy.by
reason of a physical or mental disability) but prior to-being placed in
the institution weré members of the same household as the taxpayer.
At present individuals may not be claimed .as de’pendentsj-? they
are not- citizens ‘or residents: of the United -States unless they. are
residents of a contiguous foreign country. - Both' versiors of the bill
expand this exception for ‘contiguous countries to permit, taxpayers, to
claim as ‘dependents individuals’ who' are not- United:States citizens
but are residents of the Canal Zone, Panama,; and in certain cases, the
Philippines. - For a resident of the:Philippines to qualify-he must be
a child' born:to or adopted by the taxpayer in' the Philippines before
July 6, 1946, and the taxpayer must have been a member, of the
United States Armed Forces at the time the child was born or adopted.

. (2) Changes made by committes =
No substantial changes, =~

O. Revenue Effect . ) o e
It is estimated that the change in the earnings test and the definition

;)3 Bdsepqndqqts will decrease revenues by $85 million in'the fiscal year
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IX. Iremizep Debpucrions For INDIVIDUALS AND CORPORATIONS

A, Trade or Business Expenses (sec. 162)
(1) -House changes accented by commaitiee ‘

At the present time corporations are allowed a deduction for chari-
table contributions up to a limit of 5 percent of their income otherwise
subject to tax, In addition, they are allowed to take as business-
expense deductions contributions to charitable and other organizations
where the institution is to render a service commensurate to the con-
tribution. However, where no service is rendered,; a bisiness-expense
deduction may not be taken for amounts not allowable as charitable
contributions only because they are in excess of the 5 percént limita-
tion. However, in the case of individuals, there has been some
question as to whether or not a business-expense deduction can be
claimed for gifts (for which no service is to be rendered) which are in
excess of the percentage limitation applicable to individuals,

The House and your committee’s bill make it clear that the rule
presently applicable to corporations is also to be applicable in the
case of individuals, -

(2) Changes made by committee .

Your committee made no changes in the House provision,

B. Interest (sec. 163)
(1) House changes

b ;I‘ho Housoe provision which the committce deleted is described

clow. ,
(2) Changes made by commaitiee _

Since interest payments are deductible under present law, admin-
istrative practico  has allowed a deduction for carrying. charges on
installment purchases if the interest element is stated separately.
The Houso added a provision permitting an interest deduction for
carrying charges on installment purchases even where the interest is
not stated scparately. The deduction in this case is limited to 6
percent of the average unpaid balance due under the installment
contract during-the taxable year. : SV

Your committee deloted this new House provision because it did
not believe that it should encouraie the practice of hiding the interest
chargo imposed “under some other name. -Moreover; the House
provision is belioved undesirable because it creates & presumption that
the propeér: interest charge is'6 percent. ‘It should also be pointed
out that the interest deduction itself is'only available where taxpayers
itemize their deductions:rather than using the standard:deduction.
Because only a small proportion of the taxpayers in the lower income-
tax brackets itemize’ their deductions, it ‘appears ‘unlikely - that "the
deletion of this deduction will effect a significant nimber ¢f taxpayers
whose installments ‘are substantial. - It 18 believed that the adminis-
trative complications of such a deduction outweigh its.value. ,

It is ‘estimated that your committee’s delotion of this provision. will
save $10 million in revenue over the House bill iri the fiscal year 1956.
C. Tazes (sec. 164)
(1) Housé changes accepted by committee 7.

Under present law, a taxpayer who buys real estate may be denied
& deduction for the local property taxes which he assumes and pays
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if under local law the seller of the property had become liable for:the
tax prior to the date of sale. .This occurs because the Supreme Court
has held that the deduction for -taxes depends upon the time when the
tax becomes a lien upon ‘the property.  If, for.example, .thetax lien
attached to the proper K ‘before the date of sale, only: t,he seller would
be allowed to-deduct the tax for income-tax purposes,. regardless- of
the manner in which the sales contract allocated the tax bétween
buyer,and séller,” The purchaser would be allowed no deduction but
would include the portlon of the tax he paid in the basis of the property.

To correct this situation, the House and your committee’s bill pro-
vide that the purchaser and. seller of real property are to each’ claim a
deduction for that part of the real property tax which is proportlonate
to .the number of ‘mornths in’ the property tix year during which he
‘held the.property,, This provision applies whether or not the partles
to the sale actually dpportion the tax.” A special rule extends the
benefit of this provision to cash basis taxpayers. o .

(2) Changes made by committee

Because .your committee amended’ section 461, ()" to mnke the
accrual of real property taxes over the related pemod electlve, section
164 has be¢n amended to provide a special rule; which will:make the
apportionment of real property. tax between buyer and seller in-
applicable in cases where either of the parties is an .accrual basis tax-
payer who has not elected under section 461 (c). "In addition, your
committee has amended section 164 to permit the deduction of taxes
-assessed by special districts for debt retirement and capital purposes,
To be deductible, the assessments must, be levied annually at & .uni-
form rate on the same assessed value ‘of real property in the district
as is used for purposes of the feneral local property tax; the district
must include at least one complete county; and the tax mus(a be levied

‘with respecb to at least 1,000 taxpayers.

D. Theft Losses (sec. 166 (e))
(1) House changes aocepted by commzttee .

The regulations under present: law mdxcate that generally ordlnary
losses can be taken: only inthe year in which they. aré sustained. In
the case of embezzlemeént and other theftlosses; however, the taxpay 'er
may: not find out about the: ‘loss until! the! statute of hmltatxons
run_for the year in'which' the loss was incurred. . .

The House and ;your committee. have adopted -a° prowsnon whxch
provideés that theft losses can be deducted in the year: in which the
taxpayer discovers the loss, and only in that year. ey

¢)] Ohanges made by commzttee

None.’
E. Lossés on S’ecunttes n Aﬂilwfed Corporatwns (sec. 16'5 (g))
(1) House changes accepted by céimmttee s

Present law. prowdes that.a pm‘ent' muoh ifm £akq »q' ‘
nary loss on worthless stock or secilritje ';w in'a sub sldnary 95 per-
cent of ‘the stock. of ;which’ it owns, if 90 pérce

nore of the gross

income of.'the: subsndmry for all ; yea.rs is derived from sources other

_than rents, royalties, and other. investment-t3 i mcome. ) s e
-Applying this 90 percent test on the.basis o “gross income,’” W,

is after the deduction of the icost of goods. sold, ‘means that, a dechne
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in the gross profic margin (or a loss) may reduce non-investment-type
income to less than the required 90 percent. , -

For this reason the House and your committee have amended this
provision to permit ordinary loss treatment if the subsidiary company
derives 90 percent or more of its ‘‘gross receipts’” from non-investment~
type income. However, in the case of the sale of stook only gains
are to bo included for this purpose. Since “gross receipts’ is before
deduction of cost of goods sold, the change makes &is provision
somewhat less restrictive. - '

(2) Changes made by commiitee’ _

The House bill also reduces from 95 to 80 the percent of the stock
which a parent corporation must hold in a subsidiary in order to take
an ordinary loss on worthless stock or securities of the subsidiary.
The report of the House committee indicates that this percentage was
reduced in order to conform it with the change made in.the general
affiliation requirement which must be met if two or more corporations
are to file a consolidated return, As will subsequent(,]ﬁy be explained,
however, your committee has restored the 95-percent afhliation require-
ment for the filing of consolidated returns, Because of that your
committee has also restored the 95 percent requirement for ordinary
loss treatment on worthless stock or securities of a subsidiary,

F. Bad Debts (sec. 166)
(1) House changes accepted by committee

Under existing law, business bad debts may be deducted in full.
Nonbusiness bad debts of an individual, however, aro treated as
short-term capital losses which can be deducted from capital gains
but in the case of ordinary income are deductible only to the extent
of $1,000 (although there also is & §-year carryover). . =

If a debt at the time it becomes worthless is not directly related to
the taxpayer’s trade or business, under present law it is treated as a
nonbusiness bad debt. This rule is ap‘glied‘ even though the debt
was related to the taxpayer’s trade or business at the time it was
created. For example, a taxpayer is not permitted to treat’'sas a
business bad ‘debt, which is fully deductible, an:account receivable
which pmvés‘uﬁcoﬁet:tible after the taxpayer has gone out of business.

The bill eliminates this harsh treatment by permitting the taxpayer
to deduct as a business ‘bad debt an obligation which becomes worth-
less, whether or not it-is directly related to the trade or business at
that time, if it was a bona fide business asset at the time it was created
or acquired. : L

~ (2) Changes made by committee . S

Your committee has removed the provision in the House bill which
denied a bad debt deduction in-the case of mortgage. foreclosures
covered by section 1035. The treatment of foreclosures is discussed
under that section, .

Your committee aléo provided that busiriess bad debt tibatinent wil
be available where a noncorporate taxpayer; who yas tlie endorsér
(or guarantor or indemnitor) of the obligation of another,'is requiréd
to pey the other’s debt '(and ‘cannot collect it from thé debtor).
However, this treatment is to' be availablé only where the debt répre-
sents money used in the other person’s trade or ‘businéss.: Your
committee believes that this treatment should be available in such
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cases since in most cases debts of this type usually are incurred
because of business relationships.

@. Depreciation (séc. 167)

(1) House changés. accepted, by commutee ,

Your committee accepted, with some modlﬁoa,txons, the basic proyi-
sions of. the House bill rberahzmg depreciantion:allowances, primarily
through the extension of the use of the declmmg-balance method at
double the corresponding strm%ht-lme rate, applicable to new property
acquired or constructed after December 31, 1953..

he House bill provides for ‘a liberalization of depreciation with
respect: to the method of allocatmg the deprecmble cost over the years
of service, .

Depreciation allowances computed under any one of the following
methods are to be considered reasonable for new property acquired or
constructed after December 31, 1953: . - .

- (1) The straight-line_ method allowable under present law,

(2). The declmlnibalance .method, using a rate not in excess
of twice the straight-line rate. Under this- method -a uniform

ercentago is apphed to -the unrecovered basis of the property.
}S)mce the basis of & particular property is constantly reduced by
prior deprecmtlon, the . percentage is applied to & constantly
declining balance. The  de reciation a owances under : this
method, thercfore, are considerably larger in the early.: years, of
the life of a property than those. resulting from the straight-line
method. The echmng-belance ‘method. depreclates 40 porcent
of the cost of an asset, in the, first ¢ arter of its service lifo and
two-thirds of the ¢ost in the first half of its life,” - -

(3) Any other method consxstently applied so long as ‘the
accumulated depreciation allowances or a proR rty at the ‘end
of each year do not exceed the allowances w lh ‘would have

- resulted from the use of the declining-balance mathod, descrlbed
aboye. Alternative methods'which would be considbred reason-
able would include those based on units of pxoductlon or &

‘combination of stralght-lme rates,”: ..

The liberalized depreciation methods provnded in the bnlls ate: 6'to
apply to all types of ' tangible ' depreciable assets, moludm “farm
equipment;’ machmely, ‘anid: buildings, rental ‘housing,dnd inc ustrial
and commercial buildings ds ‘well as machinery and equipment. They
are limited; ‘howevyer, to: ‘propérty new'in use' and therefore neVer before
subject to’ depreclatlon -allowances; " .

he bill limits the' el?hcatlon of the' llberahzed deprecletlon methods
to new -assets acquired' after ‘the effectivedate of the bill primarily
a8 & méans of - mnmmrzmg transitional revenue-losses’ and obtaining
maximum’incent{ve effect.The application of ‘the néw’'methods:to
used" property mlght artificially: enceurage’ transfers‘and’ exehenges ‘of
R‘rtlally 7depieciated assets ‘motivatéd-only by tax considemtmns
he stirhulus’to-inyestment through'liberalized deprecxiltlon is"most
rmportT.nt with fespect to-theé creation: ‘of new assets. - Moreover, the
reality//of faster dépreciation'in the early yea.rs 13 generally greater in
the cadé of new than! uséd prop: BTty 1 .
" Theliberalized ‘declining-balance method mcluded the blll'eon-
centrates' deductions’ in the eatly years of service: and iregults it -h
timing of allowances more'in accord:with:the actual:pattern of loss
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of economic usefulness. With the rate limited to twice the correspond-
ing straight-line rate and based on a realistic estimate of useful life,
the proposed system conforms to sound accounting:principles..

oro liberal depreciation allowances are anticipated to have far-
reaching economic effects. The incentives resultinig from the changes
are well timed to help maintain the present high leveél of investment
in plant and equipment. The acceleration in- the speed of the tax-free
recovery of costs is of critical importance ‘in ‘the decision of manage-
ment to incur risk. The faster tax writeoff would increase available
working capital and materially aid growing businesses in the financing
of their expansion. For all segments of the American economy,
liberalized depreciation policies:should assist’ modernization and ex-
pansion of industrial capacity, with resulting economic growth, in-
creased production; and a higher standard -of living.

Small business and farmers particularly have a vital stake in a more
liberal and constructive depreciation policy. They are especially de-
pendent on their current earnings or short-téri loans to ogtain glnds
for expansion, The' faster récovery of capital investment provided
by this bill will permit them to secure short-term loans which ‘would
otherwise not be available,. .~ - - ,

The House bill also contains a provision which your committee has
accepted for removing sources of irtitation and fruitless controversy
in administering ' depreciation policy. It provides that where the
taxpayer and the Internal Revenue Service have agreed in writing to
a rate of depreciation to be applied to a particular property or to a
group account, that rate will continue to be appropriate for tax pur-
poses until such timc as”evidonce is produced which was not taken
mnto consideration when the agreement was made. The burden of
proving the evidence rests with the party initiating the change in
rate. 1en the necessity for a change has been established it will
be made only prospectively.

(2) Changes made by committee

Your committee has adopted a number of changes and modifications
in the House bill provisions in the depreciation area designed to meet
problems and criticisms described below. - ST T

One change made by your committee removes possible. uncer,tairgt{
as to the status of other methods not specifically,set forth in the bill,
Some believed the House bill precluded depreciation allowances which
have been acceptable under present law, or.might be proved reasonable
under present law, There was apprehension, that otherwise redson-
able deductions might appear to'be denied by, the proyision limiting
the accumulated allowances to the total provided under the:double
declining-balance system. To meét this criticism .and agsure -tax-

ayers that the bill will not:‘operate:to cut:back their allowances
Eei%\ivjpreseht”law,:.y‘our conimittee has'made changes indicating that
nothing ‘in the new trcatmort is-to.bo construed as limiting. or. re-
ducing an allowance othérwide allowable under the general provision
for reasonable depreciation allowances. ... oo st

An important change made by. your committee liberalizes:the treat-
ment of unrecovered cost at end: of service.:life,:  A.characteristic
feature! of the proposed 'dec¢lining-balance method 'under-the, House
bill is that it leaves an uhrecovered portion of some 10 .t6 13 percent
of cost at the end of service life, - In computing the deduction under



INTERNAL REVENUE CODE :OF :1954 27

the declining-balance:method, the:depreciation rate is multiplied- by
the entire unrecoyered cost:of the assot; .. While no specific set-aside-is
made at the end-of usefyl life this ‘procedure automatically leaves an
unrecovered. residual.at . the end. of useful life, which-in some cases
may . represeut.\an unreahstlcally ‘high- . estimate.- of | salvage  value.
Where the asfet 18’ & singlo. item - the amount, 'unrecovered : can: ,be
deducted as a loss when the asset is solgi or; abandoned;;: ' With respect,
to & group., of. 1t-ems, such as,mp.chmes, if a taxPayer mamta,ms records
of his, depreclable assets by dyear of gequisition he may. deduct the
entire' Pemaining unrecovéred' costiof a- ‘giver jrear’s -gcquisitions ‘at
the time of retirement of the last surviving unit. - If -the taxpayer
does not avail hxmself of thls procedure, he would recover the 10 to
13 percent, resldual gradually over a long penod of yeurs subsequent
to the end.of:thie sérvice lifes :': .+

The unreahstlcally thh salvp ) value ab end of ser\qce hfe 1s also
reflectéd 'in- a’ relatively“low’ lével of ‘acdumulatéd’ allowances ‘during
the last third ‘of service life. ' This limiting feature of the ‘declinirig-
balence ‘method ledsens’ its .attractivéness. MorcoVer, _gince | the
accumula,ted allowances under the declifinj ~ba,1ance e hod limit the
amount gllowablo ‘under other methods; thls imposes'a traitjacket on
the use, of other methods such as a corn ingtion of different’ straight~
line rites At différent’stages of servite, life."" Such othier methiods may
not provide ag-tijch’depréciation in’ ‘the early years as the declinitig-
balance method but’ will’ msure the" ful; ‘i‘eé(‘)very of cost abova the
realistic salvage value at the'snd of peivice lifd,

It seems unfair to delay the writ ff of'a's iﬁcqt;,t bpft;gu of cost,
in the manner prédcribed’ by theé oiige' billy,: Thls' difng’6n “cost ‘ra<
covery, dueto the' autofnatlc résidual Under tlie dimihishing-balance
gystem would' parhally caticel its ad%utagés ake it uhatit,raétn‘fe’ to’
somé ‘taxpayers;' and’-weéaken ‘it efféctive’ timiilus "to™ ihveétinent’
Since the' accurhulated: allowancés uindet the dec]pp;ig-b&lhnée méthod
serve ad & stafidard for other eligible méthods, the unrealistically hi
salvggg valie may thus reStncb the use of otlierwme o.cceptab
methods,: :

To: deal wit "@hls problém aﬁd permxt’greater ﬂe ibilit ty’h depre-
ciation, your ¢omniittee has’ adoj sted two' speoxﬁc amendmen One’
liberalizes the ({)rovmbn of ' the  Housé' bill 'which' limits’ accu;hu]ated
allowances “under”other: réasonable  and ddﬁmsteut’ éthods 16 the'
amaunt of allowances which would have resulted ynder,the declinirig- o
balanée téthod;”: This is'dofié by iai) gm’g “the lifx £at 6 {'otil diihn
the first two-thirds of ‘service lifé shéuld déi‘ ‘dée“
other mmethods whxch Permit’ the full amortlzatlon 8 laté y‘ears
of & pr0p life of the ‘entire' cost' above: reahstlc 8 Value_’ i ,”*

The'otheér aniendmient’ allowa ‘taxpayers availing't o8’ 'of
declining-balanics tethod ai option to'switch to strai] lghp de)ii-eci
tion'at any time'in the lifeofa proiiértyi’ “The striig t'-' ine' ’f,e
be ‘based ‘ofi' the réslistic! estinmiate of ‘rémaining life' bf the ‘prop
at, the time of the switch, Moreover,’ the rate would there ter be
ap lied :to" the: dé p;‘éd ated balaxi¢s of the! accotint at thé o"of the:

tch 1688’ ~alistic 'estim;to""o ‘salviage value;/:j vvit g b *(
use Lifl’ ‘does 1ot meaﬂy'ﬁemit the' u%b*‘o‘f t é b‘uiﬁ-o -i “é-"

1 'tﬁét’hodb q ition. " This idéthod results fox
tern’ of" déprécxéﬁoh a8 the'doiibleira X
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balance method, with some differenices which ‘disqualify it under the
House bill, This method is difficult to-reduce to a brief formula but
consists of the application of varying rates of depresiation, which ate
lower each year, to a constant balance in the property account reduced
by estimated salvage, The rate for any year consists of & fraction, thé*
numerator of which-is the number of the yeéar taken in reverse order
and the denominator of which is the sum of the numbers répresenting

tho remaining years of life. To illustrate, in'the case of & property
with a 10-yoar lifo the rate of depreciation the first year would be %g,

10 being the number of tho year in reverse order and 55 béing the sum
of 1—|—2+3+4+5+6+7+8+9+10. 'The rate in the 'second year

would decline to :,% of the cost a'n_d in the 10th or final y'eér. to 515 '

Taxpayers have expressed considerable interest in having the sum-
of-the-ycars’ digits method available as an alternative .accounting
procedure, This would permit them to obtain essentially. the same
results as the declining-balance method without being bound by the
automatic 10 to 13 percent salvige value characteristic of the deelining-
balance system, . ) ) C o e

To permit the unhquestioned use of the sum-6f-the-years’ digits
methbd, your committee has allowed it as a specific exception to the
general rule limiting the accumulated allowances o those which would
result under the declining-balance method, , . = . . . - ,

Your committee has eliminated the ‘“10-percent leoway” rule pro-
vided by the House bill, designed to assure a specific zone of adminis-
trative tolerance in the determination of service lifo. Under this pro-.
vision, the Internal Rovenue Service would not be permitted to disturb
a depreciation rate unless the corrected rate differed by more.than 10
percent from the useful life uses by. the taxpayer. - It appears that
this provision would be considered inadequate and unsatls})actory‘b g
some taxpayers, and might be a substantial source of misunderétandz_
ing and distortion, The practical effect of eliminating this provision
in assuring flexibility in administrative policy shouls; not- be great
since policies already announced by the Internal Revenue Service
under recent rulings should afford taxpayers freedom from annoying
ﬁ}inor changes which would disturb the original estimate of service

e, — e , L

Yotur committeo has also adopted a number of miscellancous minor
and technical amendments listed below, . . . = 5

(@) Use of different methods of depreciation by the same mpager-rlt
is not entirely clear that under tho House bill different methads. of
depreciation may be applied to different properties or different,classes
of property in the hands of the samé taxpayer. Your committee has
made clianges to clarify the bill in this regard to.permit the consistent,
u{s.eﬁgf_ él';iﬁemht depreciation methods appropriate to different classes,
Y asso " ’ e S NN SR e, Guipd 53 T

. (b). Treatment of construction: in process:on January 1, 1954.—The
House bill provides that in thic ¢ase of properly under construction by.
the taxpayer on January.1, 1954, the new depreciation methods'are to
apply only to that portion of costs incurred subsequent to,1953, This.
discriminates, against the taxpayer who conducted the construction.
himself as compared with a taxpayer who purchased a new. building.
after December 31, 1953, which was still in process 6f construction on
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that date. (Moreoyer): this prévision'giveés rise:te-aidifficult' adminis-
. trative’ problein  jn .determining: the portion: of -cost: inourred:: after'
December 31, 1953. Your:. committeoc has eliminated the limitation '
a8 to ‘the use of. the lbéralized miethods on- only'the: portion.of con-
struction costs:incurred after December:31;11953. ‘This :amendment’
would permit the.entire cost of: construction to be: dépreciated under
thg new. methods 1f completed and ﬁrst put mto use after December 81 ?
19 3 ' R H !’ HEN ))‘ U !, EArs :
(c) Reslrwtwn or‘ dechnmg-balance rate on short-lwed assets —-’Phe use"
of the 200-percent declining:balance: rate ‘in: the cade: of:' short,-\hvedf
properties would result in extremely fast: Writeoﬁ's. For ‘example, in
the case of an agset. with.a 2-year service life,ithe doubling.of the 50-
percent strax§h§- ing, rate ‘would. bq ,eqmvalept to expensing . he lcoptn
in the year of.acquisition,. .:T}lv;se pmpertlgq would refain. substanma
value and_could be résold siibject to cp.p;tal gqm' \tes, . |
To prevent unrealistic deductions and resulting tax ‘avoidénes, your
committee las provided that. the li epahzed methods be made a,vsul-
able’ only With respect.to; assets thh ‘usefu) 1We,s, of 3 or. more years,
(d) echmcal amendment relat ne; 1o depremdzm zmprovemmfs “of
mines.—Due to faulty ‘cross-reférencing under ‘the' House, bill, the
liberalized depreciation systems are not exteénded to depremable mine
improyer entg,,‘, igour comrmttee has adopted 8 techmca,l amendment‘
to_correct: this mtuatlon. .
It is estiniated that the’ dechm ;l% ‘balance deprecxatxon ‘of this bill a8
amended by your coxnmlt ee will result in a mvenue loss of $400
million in: thefiscal:year 1955, ', ; - i . .
H. C%amtable and: Stmilar C'ontrtbutwns (ee 170) L .:':-f‘
(1) House"changes ‘accepted by commtttée 4 “ Prosiarovg aln
The Héiige bill raies the cham ablé'conti‘;butlon hmxt fo indmddals
from 20 percént'to 30 heteent ‘of ad ukted ‘grods’ mdome bu t id "oxt
10 percent is"to‘bi allowable only with' res ect” to conti hons{
educational ‘institu ﬁs Hibspitals;’ did” chul‘ches and convehtions' bf
churches. - The: Housp: blll hf)so indicates that thié‘additional ‘exemp-'
tion is to be avallable in -the; case; 0f; rehglous orders; . As, indicated
below; this particular phrase'is remov :mdyour committee’s bill, th
term : “educatxonul mst &an g Y rgang,mqn b
normally imaint ams;a. re dy an oumctﬁ and .normal y,
hasaregularo mzed %&y of st.u qnyq M a,nqe ab. t ,(pl "
Where its educatwnal activitiey q.rg, A1 i e ,”%, o i
Thig, ¢ lgx 8:10- pe,r%n.t. deductign fo r;cb&ﬂ&éble ontribitions is 10
be avail fmt Tespect, 40, any, co ﬁgv uiions, &‘é,w dz bypes,
of organizations) even, thqug contrihutions fom. r organizatio B,
account for ({ 9...!.‘%11&9} lawablo, upder, the regulpr.30-pet
limitation, ., This. mrls Qeaignad o aid thess Joalitions ol
obtaining: the additional funds they head, in view,of thbis Hkig
and the relat,w@ly Iow rate of Tétirn they are re 8 ymgeon endowmqqf,

Lo i i W
charitable’; opntq uhon d & yapn
gorp

At ‘present a. taxpajer, (el
made the maximum, “Wq e

u f 0&1'!1 ,DBCH
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adjustment in his income. The House bill adopted a provision which
will ignore the net operating loss cairyback in applying the percentage
limitations, = o .

At present the .20-percent limitation on charitable contributions
does not apply where the combination of the taxpayer’s charitable
contributions and income tax in the current year and.in each of the
{mst, 10 years ‘cquals 90 percent or more of his taxable income. The
Touse considered this unduly strict and provided, therefore, that this
90-percent test need to be met in only 9 out of the.last 10 years,
Your committee has further liberalized this interpretation.

(2) Changes made by commillee :

Your committce’s bill extends the deduction for.chdritable conw
tributions beyond those allowed under present law to contributions
made to nonprofit cemetery and burial companies. o ,

For purposes of determining- the fa’g licability of the 20 pcrcent
limitation on the deduction for charitable contributions by. taxpayers
whose contributions combined with their income tax excecds 90 percent
of their taxable income, your committee further liberalizes the House
action by providing that this test need be mot in only 8 out of the
last 10 years. . o

Your committee understands that “‘church” to some denominations
includes religious orders as well as other organizations which, as
integral parts of the.church are engaged in carrying out the functions
of the church whether as separate corporations or otherwise, It is
believed that the torm ‘church” should be all inclusive, ,To retain
the phrase “‘or a religious order” in this section of the bill will tend to
limit the term and may lead to confusion in the interpretation of
other provisions of the bill relating to a church, a convention or
association of churches, Accordingly, your committee believes that
the section of the bill will be clarified by this amendment, o

It is estimated that the charitable contribution provision contained
in this bill will decrease revenues in the fiscal year 1955 by $25 million,

1. Amortization of Premiums on Callable Bonds (sec. 171)
(1) House changes accepted by committee :
Under existing law, a bond premium may be amortized with
reference to the amount payable on maturity ‘'or on earlier call date.
In the case of bonds with a very short call featire, such as those
providing for call at any' time on 30-day notice, the entire premium
may be deducted in the year of purchase. =~ *~ -
,'IYhis provision has given rise to tax-avoidance ‘opportunities,
Substantial bond issues have béén made subjéct to: & 30-day"call,
perinitting the purchaser to take an immediste deduction for the
entire ;‘iremium"against;ord.im,ryﬁihqomb, ‘Where the call featyre is
nominal ‘or. inoperative ‘this. permits' a dediction for an’ unreal loss,
since the market value of the bonds ordinarily remains fairly stable
over considerable periods,  The bonds may then' be résold aftér 6
months subject to long-term capital gain treatment.. The writeoff
of premium thus affords a gratuitous tax saving, equivalent to the
conversion of a corresponding amount of ofdinary income into capital
gein. 'This process may bo repested indefinitely. .
"To ourb this typo of abuse, the House and Joiir eommittes’s bill
provide that the premium on'callable bonds may be amortized to:the-
neéarest call date only if such date is more than 3 years from the date
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of engmal issue of the:securities, This (Frovnsmn will apply only to
bonds isdued after Janua.ry 22, 1961, an acqmred after anuary 22,
1954,

The Janue? 22 1954 date oorresponds to the dete of announcement
of this action by the House committes, This effective date limitation,
together with the éxemption of bonds issuéd prior'to the 3 preceding
years, will prevent unfair retrogactive apphéatxon of the provision to
previous investors or 'long outstanding ‘issues, The proposal is: also
confined to bonds having a call date within 8 years from the original
date of issue, in"order-to avoid"disturbing market effects on issues
bearmg an originel long-call date as they approach or come Wlthln the

3-year period prior to possible call
(2) C'kanges made by commzttee - '

Your comx;nttee ma.de two changes in the Holig6 provnslon relatmg to
the amortlzatxon _of premiums on callable bonds,. It made the new
House pI‘OVISlOD mapphcable in the, case of tex-exempt bonde which
restores present law treatment for siich bonds. It also provxded that
where. one ‘of . ‘the bonds, to which the new House pmvxswn applies,
actually is called prior to'its maturity date that the taxpayer may in
that year take as a deduction against ordinary income the remalmng
unamortized premlum A

The first of these two changes by your committee stops aninadvertent
loophole created by the House provision. By denying a Wmteoﬁ of the
premium from the date of purchase to the date of call in'the case of -
bonds with a. short’ call date, the House bill also redt}lces the downward
adjustment to the basis of the bonds. In the ¢ase of ‘tdxable bonds this
smaller iritial basig: ad;uatment is offset; by 8, smaller initial deduction
agamst income {or premlum amort;zatxon However, amce the
premiim may not be amortized ‘againgt . ta,xabie ‘income in the ce,se of
exempt bonds thereis no oﬂ’set in this’ ca,se to the smaller initial basis
adjustmient, ' Should the exempt bonds be called at an éafly. date the
holder of the bond’ would . Tealizé a fictitious loss for tax, purpopes’.

The second amendment made by your committee in effect allows
ordinary, rather than capital, loss treatment in case of bends with a
eall date of 3 years or. legs’ whlch are called pner ‘to maturity. Where
the call feature actually is uséd ‘thiere seams to be 1o justi ca,tlon for

den{ ing such bonds ordinary 1 ogs ‘treatment in the year of call since
o cage of miost bonds it is possible to take s’ cﬁeducmon against

ord inary income over the hfe of the bond equal to the’ amount ‘of 'any
premium pmd o L .
J. Net operatmg Loss Deductwn (seo 1 72)

(1) House changes accepted by. commztm T

Under, eSent law: a et opeérating; loss)may be oﬁ'set againgt met

income’ of ears, by means of a_1<year carrybac, 8 Oyel
carryforward ’I}l’xe Hou);e has, ext.ended the period for the, carry} :315 '
to 2 years Thxs, in’ combmatlo_x; wi )th} By forward, pro-
vidés. a' total g an 'of 8 years r;’‘sc.be’orbu'i'g"a"los:s.;{x |
The House bill also niodxﬁes the. method of eomputang thie smoun&\
of the ‘net operatingloss. ,Under regent law,. %e djugtments
are made in-arriving at the smount determined to’be; the netoperating -

Loas.tha:‘l‘hne, ‘the' lo?ix n,redu ff_or Ny, &‘g“m ot mtereetdrecgv'h :
)4 taxpayer, eexceaao‘pemen 0 Or; very;:de
oveér’ oost depletxon, the excess of nontrade or. nonbumnezy dququ%:.
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of taxpayecrs other than corporations over -gross income from- such
sources, the excess of capital losses of taxpayers other than corporations
over capital gains, and the deduction with respect to long-term capital
gains for taxpayers other than corporations, The corporate dividend-
received credit is also of no avail to the corporation utilizing the loss
carryover, since the credit is limited to 85 percent of net income, and
is thus wiped out in a loss year. Under the House provisions, the
adjustment for tax-exempt interest would no longer be required and
thus would servo to reduce the net operating loss, =

Under present law, essentially the same adjustiments that are made
in computing a net operating loss for a ycar, with the exception of the
one relating to nontrade or nonbusiness; expenses, are likewise made
in the year to which the loss is carried before such loss may be applied
against taxable income. Thus, if a 1953 loss weré carried back to
1952 to be appliod against 1952 income, any excess of percentage
depletion over cost depletion with respect to 1952 in'effect would
first bo used to reduce the 1953 loss carryback before it could be
applied as a deduction against 1952 inconie, In addition, ‘present
law provides, in the case of a corporation, for a similar adjustment
in tho year to which the loss is carried for the dividends received
credit in' that year. Tho loss carryback in efféct “thus is likewise
reduced by the portion of the intercorporate dividends received tax
free before such loss is a}g)li'e'd against taxable income, Under the
House-bill, however, ho adjustments are made in the year to which
the loss is carried prior to computing the amount of the nét operating
loss deduction, . The net opérating f ss deduction thus will be simply
the sum of all the net operating loss carryovers and all the net operat-
ing loss carrybacks to the taxable yéar, Certain adjustments (not
including any adjustment for tax-exempt interest) will have'to be
made, however, in determining the income for any year which ‘must
be s‘uf)tracted, from a net ‘opo'r'atinf loss to detormine the portion of
such loss which will still be available to carry to a subsequent year,

Presently the net operating losses which'may bo deducted by o tax-
payer other than a corporation are limited to expenses or losses in-
curred in operating o business, But the loss on a salé of all or part of a
business or its principal asséts by an individual has been held to be not
includible in his not opcrating loss on the grounds that such a sale
was not attributable to the “operation’” of a business., The House bill
permits taxpayers other than corporations who sell & business or cer-
tain business assets to inciude as part of the net operating loss for the
year any loss sustained on the sale of business assets. Your com-
mitied has accepted this provision, ' . .

(2) Changes made by committee L

Your committeo bill further modifies the method for computing the
net operating loss by permitting in¢lusion in the loss to be carried over
(a) the excess of perceiitage deplétion over cost depletion and (8) 85
percent“of dividends received from domestic corporations, ~This is
done, first, by eliminating the requirement.in tho House bill ‘and
present law of an adjustment for excess' depletion in the’loss'year, or
any subsequent year:from which & loss is carried. ~Second; for’ pur-
poses of the net operating logs, the taxpajer is‘permitted the deduction
or dividends received computed without the limitation of the latter
relative to total netincorie, " This the taxpayer who utilizés the net
operating loss deduction will have thé full benefit not only of tax
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-exempt -interest, 'as‘under the House bill, but; also ‘of all percent
depletion and: of dividend received deductions: These changes:
lessen the differerices in ‘tax treatment‘ of ﬁrma wzth ﬂuctua.tmg apd
those with stable incomes. - .-

It is estimated that the net operatmg loss provxsxon as amerided by
yoillr committee will decrease revenues in tlie ﬁscal year 1955 by $12O
million,

K. Research and Expmmental E’xpenddures (sée. 174)
(1) House chang Jes accepted by committes

No specific treatment is authorized by present law for research and
experimental expenditures, :To the extent that they are ordinary and
necessary ,they are. deductible; ; to the extent that they are capital in
nature they arc to be capitalized and amortized over useful life,
Losses are permitted where amotunts -have bden ¢apitalized in: connec-
tion with: abandoned .projects, and recovery through amortization is
provided.wheré' the useful lifo;of these-capital: items-is' determinable
as in the case of a patént. - However; where projects are hot abandone:
and where a useful life cannot be ‘definitely determined, taxpayers have
had no means of amortizing research expenditures. -

To eliminate uncertainty -and to engourage. taxpn.yers to, carry on
rescarch 8nd experimentation the. House and your. committeq’s. bill
provide that these. expendntures incurre ‘subsequent. to December 31,
1953, may, at the option of the taxpayer, be treated as deductible
expenses, . It also.proyides that s taxpayer, may, elect to capxtahze
such expendltures end if no other meansof’ ‘amortization is rovrded
may write them off OVer &, pemod of not less than 60 months beginning

.....

with the month in which' beneﬁts are. first, realized: .

The "tax’ treat nt for these expendltures, once adopted must be
adhered- to cons ntly unless approval for. a change gthh- respect to
all or 8, £ r of such expendltures) has been obtained from the Secro-

1

s délegate. . -
hese options do not apply to expendltnres for ]and or for depre—

eiable. property used in experimentation work.... Also excluded arejex-
ploration expendltures incurred, for: mmerals orl or gas whlch are
presently provided for under other provisions. : .
€)) Changes madc by commzﬁec
Nomne. -+ K
L. Soil and Water Oonservatzon Expendudres (sec 1 75)
(1) House changes accepted by commattee. . .. : oo
Under present law expendntures ‘made by farmers to improve theu-
land are generally required to:be capitalizeéd rather than deducted as
current, exfpenses . Thoe capitalized er:pendx yres mereo,se the | farmers
tax’ basrs or the.] W and q,rp recovera e orX gpg)pses upon sal
of the land," oweyer, th Court has . hei et substentm'l'
expenditures for ‘the temonpg gpf arms. may b as mainte-
na'rlx‘%e c;glsts and hence, be (}educted 88 glurren expe L do e
e 9 <;e: " 0 14 mm to QP 21 :IJ 8 m er
capltahze,l‘lf‘e"‘ f: ' soil and water ql}gp’ ;\nd for thp
prevention of’ and erosion, in reqpeet of Ia.nqi u d jn farmmg, : Thee
expenditures: include: those for the, treatme - or. Toying: of earth,
such as leveling, grading, and térracing; c'ontour furx‘owmg ‘the con-
struction of diversion channels ‘and amage ditches; control ‘and

B .
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protection of watercourses, outlets and ponds; cradication :of brush;
and planting of windbreaks, These expenditures do not include the
purchaso or construction of facilities, appliances, and structures mads
of concrote, metal, and so forth, and thus subject to allowance for
depreciation, S ‘ o

Tho deductions for soil and water expenditiires for any 1 year
are limited, however, to 25 percent of the gross income derived from
farming. In any year in which actual expenditures of this type are
more than the maximum deduction permitted, the excess of these
expenditures may be carried over to following years.

The deduction for soil and water conservation expenditures is also
limited to land which, prior to or at the same time as the éxpenditures
for soil and water congervation are made, was or is used in farming by
the taxpayer or his tenant. v B ‘

Taxpayers must decide whether they are going to expcnse soil and
water conservation expenditures in the first year after 1953 in which
they have such expenditures, and must continue this policy with
respect to subsequent similar expenditures unless they receive per-
mission from tho Secretary or his delegate to make a change.

(2) Changes made by commattee
Amendmonts were adopted making it clear that the provision applies
to carthen dams not subject to depreciation and to the construction,
as “iell as the control and protection, of water courses, outlets, and
onds. . .
P Your committee also mado the provision applicable for expenditures
by farmers to satisfy ‘special assessments of soil or water conservation
districts to defray expenditures made by such distri¢ts' which would be
deductible under this section if made directly by the taxpayer, .. .
The House bill also ﬁrovided that any expenditures in excess of the
25 percent limitation should be added to basis until such time as they
become deductible in a future year to which carried. Your com=
mitteo omitted this provision as being unduly burdensome for tax-
payors. '
It is cstimated that the soil and water conservation -expenditura
deduction permitted by this bill will reduce revenues in the fiscal

year 1955 by $10 million.

X. SrrciaL ITEMIzED DEDUCTIONS FOR INDIVIDUALS OR
CORPORATIONS

A. Expenses for Production of Income (sec. 212)
(1) House changes accepted by committee :

Existing law allows an individual to deduct expenses connected
with earning income or managing and maintaining income-producing
property. Under regulationa:costs incurred in connection with con-
tests over certain ‘tax ‘liabilities, such as income and estate taxes,
have been allowed, buit these costs have been disallowed where the
contest involved gift-tax lability, . L

A new provision added by thé House and aps‘roved by your com-
mittee allows a deduction for expenses'connected with determination,
collection, or refund of any tax liability, - SR

(2) Changes made by committee

None.
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B. Medical, Dental, and Similai Expehses (séc, 213)
(1) House changes accepled by committee e
Present law allows the deduction of medical; dental;: ete., expenses
which are in excess of 6 percent of adjusted. gross income, and any:
outlays for drugs and medicine may be included in “medical expenses.”
The maximum medical expense deduction allowable under present
law is $1,260 for each exemption- but with .an.overall limit of $2,5600
per return or $5,000 in: the case of a joint réturn, .. . . .
Several problems have been raised in connection with the meédical-:
expense deduction, There is general agreement: that. limiting ‘the
deduction only. to expenses in excess of 5 ‘percent: ofi adjusted gross
income does not allow the deduction of all-“oxtraordinary’’ medical:
expenses, Also, in many cases the maximum-limitation: has created
o hardship. by -preventing the deduction of large medical expenses’
actually incurred, In addition, it: has-been the practice of :many.
taxpaycers to - deduct amounts spent for :pharmaceéuticals; which in
many cases are not properly classified- as medical expense-items.
The House and your .committee’s bill . make three major changes
in this provision to meet these problems: They allow medical ex--
penses in excess of 3 percent of adjusted gross incorne to -be deducted,
mstead of only those in excess of § percent; outlays for drugs ané
medicines may be included in “médical expénses” only. to the extent:
they exceed 1 percent of adjusted gross income; and the maximum
limitations are raised from $1,250 to $2,600 per exemption, and the
overall limit per return is raised from .$2,600 to $5,000, or in the
case of a joint return from $5,000 to $10,000. Xor a head of household
the overall limitation is raised from $2,500to $10,000.. =~ . ..
Other changes in the House ard your committee’s bill ‘allow the
expenses of a last illness to be dedicted on the final return of a de-
cedent even if gaid aftor death, ' A new definition of “medical ex-
penses’ is provided which allows the deduction of only’ transportation
expenses for travel prescribed for health, and not the ordinary living
cxpenses incurred during such:a trip. -~ B
The -reduction  of the %ower limitation from 5.to. 3:percent and the’
doubling of the maximum deductions would involve; a revenue loss.
of $125 million in the fiscal year 1955, but with the limitation on drugs

and medicine this loss ig reduced to $80 million,
(8) Changes made by commattee

None. 4 o

C. Child-Care Expenses (sec, 214) o
. (1) House changes accepted by committee, . - .. . ..

The House :bill proyides a new deduction for child-care expenses’
paid by a working widow, widower, or.divorced person,:or & working;
mother whose:husband is.incapacitated. .. The deduction'is limited to .
actual expenses up' to $600, paid for:the.purpose of permitting’ tha.
taxpayer to follow & gainful employment. = Expenses paid:to a person
who is a dependént of the taxpayer may not be deducted.:.. An-indi,
vidual deducting these expenses may not use the standard:deduction,

Your ' committed’accepts’ the ‘principle of the new’ deduétion” pro-

vided ‘in ‘the” House bill- but: substantially liberalizés it with the"
following changes: h
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(a) The deduction is allowed to a working woman or a widower for
expenses paid for the care of any dependent who is mentally or phys-
ically incapable of caring for himself. o

(0) The deduction is allowed with respect to-expenses for the care
of a child under 12 years of age, instead of under 10 years;

(¢) The deduction for child-care expenses may be claimed by a
working wife provided she files & joint return with her husband.
However, the amount of the deduction allowed is decreased by the
amount by which the combinéd adjusted gross incomo of the husband
and wifo excceds $4,600. Thus, no deduction is allowed where the
combined adjusted gross income is $5,100 or more. _ ) ‘

The House bill provided this deduction because it was recognized
that a widow or widower with small children must incur child-care
expenses in order to earn a liveliiood and that these expenses, there-
fore, are comparable to an employée’s business expensés. Your
committee’s action in extending the deduction recognizes that similar
financial problems may be incurred by taxpayers who, if they are to
be gainfuﬁy employed, must provido care for ph, sicafly or mentally
incapacitated dependents other than their children. “Morcover, 1t
is recognized that in many low-income. families, -the carnings of the
mother are essential for the maintenance of minimum Jiving standards,
even where the father is also employed, and that in such situations
the requirement for providing .child care may be just as pressing as
in tho caso of a widowed or divorced mother. :

It is estimated that theexpensés for child and other dépendent care
as amonded by your committee will reduce revenues in the fiscal year
1055 by $130 million, : . - "
D, Tarjes)and Interest Paid to Cooperative Housing Corporations (sec.

216 : ' ‘
(1) House changes accepted by committee ,

Tenant-stockholders in a cooperative apartment corporation are
presently allowed the same deduction for property taxes and intcrest
available to a homeowner. Both the House and your committee’s
bill extend this treatment to stockholder-tenants in a cooperative
development of homes, : ' '

(2) Changes made by commilttee

None.

E. Rules Applying to Deductions for Dividends Received by Corpora-
tions (sec. 2406) . A
(1) House changes accepted by commitice ‘

Present law provides that in the caso-of dividends paid by the China
Trade Act Corporations and corporations which may exclude part of
their income from their tax base because they derive most of their
income from Unitéd States possessions, the 85 percent intercorporate.
dividends received credit is not to be available to the corporation
receiving the dividend, The. dividends received .credits’ for certain
prefc_s,i'rc‘g"s:tqck of public utilities and for certain foreign corporations
subject to tax in this country also are denied in the case of dividends
received from corporations of these types. - . . . ,

The House and your committee’s bill extend the denial of these
credits, or deductions as they appear in H, R, 8300, in the case of
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dividends:received -from:the so-called. exemxg organizations'and from
the so-called exempt farm eooperatives in the case 6fithe cor-
porations whose dividends under present law. are. not: eligible for the
dividends received creth these corporatlons are free of tax with respect
to these dividends. . Thus, allowance of 8 deduction to.the recipient
for dividends of this type would result in thexr escspmg ent.n'ely the
corporate tax, . Sl i
. Okanges madc by cpmmttee

The House bl].l also. denies' the .three. dmdend recexved deduotxons
in the case of all insurance companies.::'Your:committee :has: restoréd
present law :in’ this respect, however,: by striking' ot the:provision
denying the dwldend recexved deductlons m the: case of urance
companies, aorndy ]

Your. commlttee behevea 1t’1s undesmmble to deny these deducuons
in the case of dividends received from' insurance :companies because
some' types.of .insurance’companiés, such as stock fire‘and casualty
companies; pay the full corporate tax. -Moreover; in the case of the
other types: of companies,: intercorporate ‘arrangements have: de-
veloped where corporations receiving. dividends from insurance'com-

anies would ‘be unable to)meet existing oommxtments if demed thb

3

intercorporate dividend recéived credit. S
F. Oorporate Orgamzatzon Empendzmres (eec 248) S f:
'(1) House chtnges aceepted by committee o

Under, present, law. the: expenses inourred .on; behalf of a: corporatlon
prior to the date of its charter and; incident to.its creatmn .are:not
deductible... They. may.be amo;,vta,zed for. tax:purposs only.when their
useful life may be determned definitely by reference toa. imited term
of existence specified in:the corporate charter. ,In the vast majority
of cases ‘where:the corporate life i m,pe etual, orgamzat;onal expensea
are recovered for tax purposes only; the year of liquidation. -, i

The House, and your:; oomnutbeg’s bill, provides, that. a.co rat,xon
may elect to. amormze orga,mzat;onal expenses over a eriod of not less
than 60 months, begi with the month in which: the: oorporatlon i9
first active in business,.: Thls treatment conforms tax acoountmg
more: closely wlt,h general business. accountmg for ‘these costs. '

This provision is not applicable to the, profe‘;smnal faes and. other
£Xpenses mcurred in connection with stock issues_ or; transfers . of
corporate assets in reorganization, . As is 3 w. the. generany accepted
practice, these. expepses are {0 be, char red irectly to’ the capxtal pmd
in to the corporétlon das & resuft of' the tx‘ansactlon. e

(2) Ohanges made by commdtee Y P P U T

None.” " T P

XI I'mus No*r Dmnvo'rmx.m e Ly

A. Oapztal E'xpendzturec (sec 26’3) VUL G A
For exception for intangible drilling'¢osts a.nd development costs in
the case of oil anid gas wells; sce dis¢ussion under‘‘Natural Resouroee,

XX-Q3..
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B. Certarn Amounis Paul in Connection wzth Insurance GOntraets (8ec.

264)
(1) House changes accepted by wmmzttee , Con

Your committée has aceepted chatiges under the Housé bl" deqxgned
to curb tax avoidance throu;’;h the deduction of interest on mdebted-
ness incurred to. plirchase deferred annuit,y contracts;,

Under existing law, no interest deduction is allowed in “the' chso of
indebtedness incurred, or continued; to purchaée a smgle~prém1um life
insurance or endowment contract. .In addition, if ‘substantially all
the premiums-on a life-insurance or endowment contract are ‘paid
within 4 years.from the date the contract is purchased, it'is treated as

a single-premium contract and the same Tule’ applies,i.. .
Existing law does not extend the denial of the interest’ deductlon to

indebtedness ificurred to purchase smgle-premium annuity- ‘eontracts,
It has como to your committee’s attention:that a few insurance coni-
panics have ptomoted a plan for sellmg annuity ‘contracts based on the
tax advantage derived from omission of annuitiés from the treatment
accorded single-premium life-insurance ér endowment contracts,” The
annuity is sold for a nominal cash payment with a‘loan to cover the
balance of the single-premiuin cost of the annuity. - Iriterest on the
loan (which may be a nonrecourse loan)is then taken as a deduction
annually by the purchaser with a resulting tax saving that reduces the
real interest cost below the increment in value produced by the an-
nuity,

The bill will deny an intorest deductxon in such cases but only as
to annuities purchased after March 1, 1954,

In the case of lifc<insurance contracts, a mothod has been devnsed
to avoid the limitation on the'interest deduction for indebtednéss on
smgle-premmm contracts.- The purchaser borrows an amount ap-
proximating ‘the smgle-premlum cost ‘of the policy -but, instead -of
purchasing the policy outright, deposits the borrowed funds with the
insurance ¢ompany for payment of future premiums on ‘the policy.
The bill will:prevent this type of avoidance by providing that if an
amount is deposited with an msurer for payment of a substantial
number of future premiums on the pohcy, e contract will be treated
as a single-premium contract. No interest dedtiction will be allowed
on the indebtedness incurred, or conbmued to purch&se or carry
such a contract.

_ (2) Changes made by committee

Your commlttee made a technical change in the effective date of
this provision relating to life-insurance contracts involving the deposnt ‘
of borrowed funds, making it applicable only to amounts deposlted
after March 1, 19.)4 as in the case of annuity contracts.

C. Disallowance of Losses, E’a:penses, and fnterest Between Related
Taxpayers (sec. 267)
(1) House changes accepted by commmec ‘ ' -
In transactions between related taxpayers, present law demes losses
on sales or exchanges of property and deductions for unpmd expenses

interest.

ho House and your committee’s bill tlghtens present law by
expanding the concept of related taxpayers to include (1) a fiduciary
dealing with a beneficiary of any other trust created by the same
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grantor; (2) & fiduciary dealing with' a ¢orporation controlled by the
grantor or the trust; and '(3) an exempt ‘organization ‘controlled by a"
person or his family., Dealings between these parties are no -less:
subject to abuse than thosy covered by present law,. - .@ .-, ,
here losses on the disppsition of property are disaliowed, present
law makes fio‘provigion for #n adjustment of gain-when such property

is subsequently Sold to outsiders, ~ ~ v

The two versions of H, R, 8300 remedy this defect by recognizing
gain to the original trinsferee only to the extent that it excéeds the
amount of loss not previously allowable to the tratisferor.. ' In this way,
tho combined tax results on sale of Pmpeﬁrwfﬁf} unrelated taxpayer.
generally will be the same a4 if gh'e' initial sale to a related taxpayer did
not take place. This new rule does not affect the basis of the property
for determining ain’;conséquonﬂ‘v,‘dépreciatiori and other items which
depénd on that bagis are unaffected. L o '

(2) Changes made by commattes

None.” = . L .

D. Acguisitions Made To Evade or Avoid Income Tax (sec. 269)
(1) House changes accepted by ¢ommittee .~ =~ .

Existing law authorizes the Commussioner of Internal, Révenue to
disallow & deduction, credit, or. allowance not otherwise available, in
cases where, control of & corporation is: acquired -principally. for. the
purpose of tax evasion or, avoidance,, The effectiveness of this pro-.
vision has been impaired by the difficulty. of establishing whether or
not tax avoidance was the principal purpose of the.acquisition.

Both the House and your committee's bill provide that the Govern-
ment is not to have the full burden of proving that thiére was no purpose
of evasioni‘ or avoidance ‘in ‘cases where the’ consideration  paid: in
acquiring’ control of anothér corporation, of corporation’ gl’f'o’p _'t?,":fié
substantiallydisproportionats to the sum-of thé adjusted basis of 'thé
property and the tax benefits not 'otherwidé available. - Thi§ provision
will apply’to cases where the tax basis'of thé property acqiiired for:
depreciation and other purposes, together with the tax value of other
tax benefits, such as operating loss catryovérs, I8 substantially greater
than the amount paid for theé property.  Disparities of this typeé gen-
erally arise where thé ‘old basdis’is continued in*the hands of the new'
owner. It is believed that the addition of this new' provision will'
strengthen enforcement of oxisting law in an-area that has presentéd
a serious tax-avoidance problem. " - - -~ oo T

(9) ‘Chafiges made by commitlse .~

Tho House bill proyided that if the‘amount paid to acquirs control

of another corporation’ was substantially: disproportionate to the bakis’
of tho property and the tax benefits acquired that this would be
determinative of the pfincipal:purpose-of: évasion: or: avoidance'of
Federal income tax, unlgg* he taxpayer shows to the contrary. by &
clear preponderance of the cvidénce.; T R LRI TR
Your committee, while agreeing with the objective of the. House
provision, believes that the language used by, the House would ‘almost
automatically-disallow thie’ tax  benefits othietwise’ availablé(in:such
cases, . It believes that the taxpayer-should have, the opportuiiity'iof
proving that tax-ayoidance was:not. thé;tprincipal%gumo:sé,- - For:that
reason your committee has provided ‘that where this substantial dige-
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proportionality exists that this shall be prima facie evidence of the

principal purpose to avoid tax.,

E. Hobby Losses (sec. 270) ‘ o
(1) House changes accepted by committee .

Under present law, if losses from a trade or business exceed $50,000 -
& year for 5 conseculivé years, only $50,000 of the annual loss may be
offset against income. from other sources and the portion of annual
loss above $50,000 is disallowed. This is to prevent ‘the deduction
as business losses of excessive expenditures on hobbies, such as racing
stables and recreational farms. However, the present provision may
in some instances penalize bona fide business enterprises, such as
farms suffering from drought, mining businesses with largo develop-
ment costs, and businesses incurring casualty and abandonment

losses., . U

T'o avoid such results, the House and your committee’s bill remove
from the application of this provision losses and- expenses.incurred
by farmers gecauso of drought, casualty and abandonment.losses,
and expenditures which may, at the taxpayer’s.option, -either be
capitalized or bo deducted when incurred. Deductions for. these
items aro to be omitted in computing the amount of taxpayeér's loss
for purposes of determining whether he has a loss in excess of $50,000.
Moreover, these deductions are to be allowed even if the taxpayer’s
losses exceed $50,000 a year for 5 consecutive years. This provides
tho same treatment for these losses and expenses as is. presently
provided for interest and taxes, =~ . ' ~

(2) Changes made by committee o -

Tn addition to the changes made by the House bill, your committeo -
has provided that the net ,ope’rat_ingj:)ss deduction is-not to.be taken
into account in determining whether a taxpayer’s losses from a trade
or business exceed $50,000 for 5 consecutive ycars. Otherwise, an
unusually large loss in 1 year might have the effect of creating losses
in 5 consecufive years and bringing the taxpayer within the applica-
tion of this provision,

The treatment provided for the net operating loss differs from that
provided for the other specially treated deductions in that if a tax-
ayer is subject to this provision a deduction for the net operating

oss will not be allowed. v ;
Your committee also made it clear that the chani;es made by the

House and your committee in this provision are applicable only with

respect to years in a period of 5 consecutive years, 1 or more of which
begins after December 31, 1953. ‘
F. C’utti')hg of Timber and Disposal of Coal, Timber, or Iron Ore (ses.

272 . ' .

See discussion under “Natural Resources,” XIX-F,

Q. Rental Payments to Governmental Units for Use of Manufacturing
Facilities (sec. 274 of House bill) _ -

(1) House changes ' ‘ C T

The House provision which was deleted by your committee, is. dis-

cussed below. ’
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(2). Changes made by,commwtec i o

Present: law exe ths from Federal i meome tax. mterest on! seeuntxes
issued by.States and their political subdivisionss i1 .

The House wad conceined about the use of these. tax-free bonds by;
local: governmentdl units to. finance . the. construction ! of .industrial
buildings forlease to privateindustry, Because in this way: the benefits.
of Federal tax éxem: (imon are diverte %o private business in an attempt

to attract locdl industry.:The: House, in'an attempt' to: meet, this
problem, added & néw:provision to the:code which' digallows deduc-
tions to private' businesses.for rental payments: made to State or:
local governmental unite for thé use'of property acquired or.improved
by the governmental unit by the- authonzatxonl of mdustnal develop-
ment bonds after February 8, 1954, ... - :

Your committee while not unconcerned with thls problem beheves, ‘
that further consideration needs to be,given to it before any attempt.is.
made to Frowde legislation:.i: It /is ‘not; clear,,for. éxample, whethér:
the denial of tho‘rental deduction: to:the lessee is ithe,best approach-
to the problem:.. Nor isit'clear that:the abuse referred to arises only,
where revenue bonds: are used: to finance: the px‘operty., 1Morpover,:a
number:of problems avise under tho Flouse provision:where &’ property;
is used for what.is generally. considered a:public: ‘purpose, such as an
airport; but as-an mcldont,a use 80meé of the lproperty 1s rented to, pm-;

vato manufacturers.ii-.: o - o - ‘.
H. Nonpartmpatmg Stock (8ec. 275 of House Inll)
(1), House cl;anqe:s -
, iI‘lns section which was not accepted by your commnttce 1s giescmbed
elow. = i A
'I‘hls section, demed ¥ dedud op for amo nig pa;d on o partL
pating, stock,, Under, the deﬁmt;on of - pon%armcdpatmg stoek
section w: 'Fld have dlspllowed 3.8 dc;lucqon intereat; ,on income obli-
gations, . House 111 in section 312 developed & DeW elassxﬁcqmox\
of stock and secuntxes,“,, T T e T (ORI A

() Changes nade ba/cohzmuteo R N R THTTI 3
Your cotiimittée’ sées no reason ‘for- de pling 'from’hhe long7esta'b-
lished Ei‘nctlce of treatmi énts on’ eertb.m income: obli ations/as
intérést. . Mofebver, stiéh s ’charige would: preséfit 'many | difficultiss
to existing corporate enterprises wheré theé dedq jon'o f’shch ‘atriotintd
has’ beén ‘takel ‘into’‘considération iR’ the ‘variolis types' of icapital
employed in the' biisinésa, ' 'FoF: thik,“and othér:readons explained i
conncction with!the'‘¢orportite réofpanization’ p*rowdions, ‘your! ¢om«
mxttéefhasl ‘res‘tel‘é’d f)i‘ésént law atd’ will ‘contihue tHe" treaimeht ‘of
amounts pmd ou mcom ‘0 h é,tﬁms aé’lhtel‘ést éyniehts deducmble
to bhd paydr, to the extent §6 tredted’ undér pr" ent’ law “{5 tes el

YA I AN Y i ,_}‘:A,

XIL O?nﬂbn&m Dle'rmﬂu'nok ANDABIURTHENTe L !

. P RN ST S I e e :
Youi‘ mmitvee hag' substantmlly reéhst the' brohmons of the House
bill déaling” with: the tax 'treatment of/ oorpont,endmmbuuom and.
adjus em@:“Y yiricomiittes fully shares the ‘objectives sought to.

bé #icoo inltlie Hotise bill "It shhres the belief ﬁmﬁ this ipart

of -the" tatube ‘itist/be" Fewritben in (okder - toiprovide b odegreeof
cettaifity Whichis'ls 4R eﬁhsting law:: .Howéver|isuch-'¢ertdinty
is not to be achieved at thié ‘expensé 'of ‘the ’legmleuve fléxibility necess

L
SRR TS TR NS SCRIe:

ELIEEIRRS BRTH N LS
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sary to provide a statutory pattern which will tax, in dn equitable
manner, the myriad business transactions with which this-area of the
law is concerned. The House bill, in the opinion of your committee
contains several important provisions which, by’spelfing out detailed
rulés in an attempt to achieve almost mathematical certainty; would
make it difficult for necessary business transactions to be carried out
with a minimum degree of interference from the tax laws, - .

The House bill in this area is, in substance, an entirély riew statute
using few of tho terms or concepts with which the courts or, the bar:
have become familiar over the yeéars, - Your committee has sought a
less extremo approach., Rather than to replace the existing statute,’
it has-sought to rewrite it so as to preserve the terms and.concepts of
existing law wherever possible, It has, however, not hesitated to:
depart from the present statute where such departure was necessary in
order to remove unwarranted restrictions on necessary or desirable
business transactions:or to preclude the use of avoidance devices
which have proved successful under the existing code. -Thus, your
committee would liberalize present law with respect to the nonrecog-
nition of gain or loss in cases which involve mere rearrangements of
the corporate structure while at the same time providing léss liberal
rules in other areas in order to insure that transactions which are in
substance, although not in form, dividend distributions by corporations
to their shareholders are subject to tax at ordinary income.rather
than at capital gain rates, The principal changes from the House bill
made by your committee are as follows: ~ L

(1) The House bill departs.from existing law by, providing more
restrictive rules as to tho types of tax-free reorganizations which may
be entercd into by closely held as opposed. to publicly beld corpora-
tions. The theorctical justification for ‘this distinction is that such
transactions have, as a practical matter, been used for tax-avoidance
motives far more frequently by ‘closely held than by publicly held
corporations, Your committée has rejected this distinction.” Not
only is it difficult, if not impossible, to formulate satisfactorty:’déﬁni—
tions as to the types of corporations which will be deemed ‘‘publicly
held” or ‘“‘closely held” for tax. purposes, but there is considerable
doubt as to whether it would be sound policy for the tax laws to impose
gréater restrictions on a class of corporations which is ordinarily small
than on their larger.competitors. . L .

(2) The House bill departs from existing law by introducing the new
terms, “participating. stock” (corresponding in general to common
stock) and “nonparticipating stock’” .(corresponding in general to
preferred stock), It not only. defines these terms but also contains a
definition of the term ‘security.” ,.‘.,];%xrpm;‘tgnj;ﬁtax consequences can
flow from these definitions under the House bill. Thus, interest can-
not be deducted if the instrument on which it is payable -does not
meet the test of a “security’’ as is the case with many income deben-
tures currently outstanding. Your committée believes that any
attempt to write'into the statute precise definitions which will classify
for tax purposés the many types of corporate stocks and securities »
be frustrated by the numerous chars cterstics of an interchangeable
nature which c¢an be given to these instruments. ,Acoordin;ly,,.your
committee has returned to.the use of the terms “stock,”: “common
stock”, “securities,” etc:, and, as is the case under existing law, has
not attempted to define them in the statute. . . '
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© (3) The Hotisé' bill mééts™ ‘the problén of thé sé-caned“‘preferred
stook bail-6ut’” by imposing’a penalty'tax on a corpotation in’cértain
cases when it redeems preferréd stock which it has issued as g dmdend
While' recogmzing thié sérioils pl‘oblem ﬁresentéd by ‘this'tax avoidance
devicé; your committés hs’ rejected e"House solution” which ‘could
lead to un]ustlﬁably liarsh' results,: ' Your'committee’s'solution’ to the
problem is to provide for  the taxatlon of the procéeds of 'the sale of
such preferréd 8tock in"certsin-cases at ordinary ihcome tates.- ‘
(4): The Housé bill'combinés: a new set’of rules governiny ‘the tax
conséquences of corpordte lx?uldatlons. In genei‘al ‘thése rules would
postpone’ any tax on tnrealized appreclatmn in corporate asdets at
the time the corporation islig uidated. ' This result can’sorigtimeés be
achieved under existing law but.orly if an’election is:méde by the
shareholders and subjectito spegial safeguards-and restmctlons, ile
recognizing the theoretical ]ustlﬁcatlon for the rules of . }he ouse hill.
in connection . with hqmda,tmns, yo&g ‘committee has felt that they~
should'not be adopted at this time hey dpresent certam complexxtles»
particularly in the area. .of: the so-called “collapsible ‘corporation’
which demand further stud - In view: of these considerations your.
committee has returned to the basic pattern of the present Code with,
however, certain changes hereinafter noted, . . .. :
Your committee has also structurally revised thelﬁrst three’ parts:
of: the subchapter Under your. committee’s bill, part I of the sub-
chapter. contains. rules. primarily devoted to the treatment’ of current
distributions by, & corporation, and does not contain rules w1th respect
to dlstmbutxons ursuant to a recapitalization or other type of reorgan-
ization. . Part, II, as under the. House bill, contains rules relati
rimarily- to. hquldqtnons‘ Part ITL relates only to reorgamzatxons mg
includes their effects on the: shareholders, - ‘
The determination of the tax. treatment of trnnsactxons of the typg
described in subchaptér Cof the bill carried out prior to, the effective
date thereof is to.be'made as if the, blll had not, been enacted and Wlth-
out inference drawn from the fact that the amendments ma.de ‘therein
are not made expressly applicable to prior taxable years:in . whlch
transactions ‘of these types may. have been effected...;The pmvmons
in your committee’s bill are not intended. to disturb the determmatxon

in present litigation of a rule of existing law,

A, Corporate Dwtnbutwna (sécs. 801—818)
(1) House changes acdepted by, comrmttee )
" Your commttee retamed with mhodifiéations noted in (2) below,‘
the following. proyisions ¢ of the House bill thch Tevise exxstmg law

with respeot to, corpqgntiq dxstnbutlons' :
(@), Allow in genera.l the tax-free dlstnbutlon of' stock and stock'

rights thhout rzﬁ ard to a. shareholder's proporhonate mterest.
: before and after the distribution, .
- (b). Provide a special rule to elumnate negligible basis alloca-

tions for stock rights,.
:(e) Provide specis] 1 rufes to mdncate when a rédemphon of stoclf

will result in p tax at; capital gain, rather than ordinasy income,
rates, : ..
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(@) Broaden the application of the provisions ef existing, law
which relate to the redemptnon of stock for payment of geath
taxes, -
(e) Broaden the rules of- emstmg law to tax as 8 dmdend cer-
tain redemptions of stock through the use of related corporatlons,,
() Tax a corporation which dlshrlbutes property. under certain.
circumstances,
(9) Provido tho ad]ttstment. to earmn and proﬁts of a dxs-,
tributing corporation. where property is distributed in kind, and
(h) Provide rules to indicate specific - instances when, for.
purposes of preventing tax avoidance, a person shall be consldered
to own stock owned by a related person. S
(2) Changes made by commillee ; :

(a) Distributions of stock, stock rights and- secumtzes -——Your coM-"
mittee has followed the pohcy of the House bill’ allowmg‘ ‘the’ dis-
tribution of equity interests in a ¢orporation h divndend"%!o the
greatest extent possible. As long as a sharcholder's initerest Tomains:
in corporate solution, there is no appropriate occasion for the imposi-,
tion of & tax. Accordingly, the general rule is that 1o tax is “imposed’
upon the distribution 6f stock righits and stock dividends whether or’
not a particular sharcholder’s proportionate interestin‘the corporation.
is varied, but rather is postponed throiigh the apphcatlon of the perti-
nent basis provisions. The House bill provides certsdin excéptloxis to
this’ basic rule 'in cases where a distribution- of ‘stock, whethér pur~
suant to a reorganization or not, was in liéi of dmdend arrearagés ‘on’
preferred stock. Your committee has elimmé.ted the’ apphcablon of
this rule in cases where the distribution’discliatges such srrearages iii:
connection with a recapitalization or othér type of reorganization and”
limits the taxability to stock dividends distri uted in lieu of dividends
on preferred stock which are in efféct currently oewing. - Your com-
mittee continucs the rule of the House bill and of existing law that'
whire a sharcholder has an election to take a dividerid in stock or in
cash, the ‘election to take a stock dxv1dend will not prévent the stock
being subject to tax.

Your  committee has prowded & rule to eliminate’ the necess:ty
under present law of making neihgxble basis a]locatlons ‘between:
stock and stock rights issued on such stock.: Under this rule,; as'under
the House bill, the basis of the rights will be zéro unless the taxpayer
elects to allocate or unless the value of the right is 15. percent or more
of the value of, the stock at the’ tlme of distribution, m whlch event
the allocation must be made, .

) Redemptwns of stock. ~Under' prcsent law it is’ not clear When a
stock redemption results.in capital gain, or ofdintary iticonie, ‘Sothe
courts have held that a distribution dlsproportlonate“to the' share-
holders’ owncrship“df common' stock' in' the corpériition resiilts”in
capital-gains treatment, but no’ definite’test has deﬁeloped While
the House bill set forth’ deﬁmt,e conditions under which stock may
be redeemed at capital-gain rates, these yules nf)pea.red utinecésgaril’
restrictive, particularly, in’the case of rédéiptions of preferréd stoc
which might be called By the 'co oratloh’w:thout the 'shareholder
having any control over when the redempuon may take ' ‘place.
Accordingly, your committee follows existing law b Iy reinserting the

eneral language indicatin u%l that a: redemptlon shall be treated as a -
sxstnbutnon in part or full payment in exchange for stoek .if the
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redemption is not' essentially -equivalent-to a:dividend: ; This general
rule is supplemented. by your committee by:the rule of the House bill

that ‘a redemption which is substantiaily disproportionate. shall:also
qualify 's0 88 not-to be taxable as-a dividend. In order,to qualify a

particular shareholder’s holdings of common stock: after-the -distribue

tion must'beless than 80 percent of his holdings before'the distribution.
As a further safeguard, your committee has ‘provided that if the

sharcholdér owns.a majority of the voting stock before the redemption,

he must Have less than 50 percent of.such stock thereaftor. - - . - -

A distribution in: complete redemption of a-shareholder’s stock will
also result in capital gain, However, in order to’prevent .tax avoid-
ance, your committee follows the rules of the House bill whereby,
under specific circumstances, a shareholder may. be. considered ;as
owning- stock held' by members of ‘his family (or by.partnerships,
corporafions, or estates, trusts in whiclrhe has'an interest). . If a share-
holder desires to sever.completely.his interest in a‘corporation which he
and his‘family controls, the rules of family ownership are waived,-as
under the - House bill, if the sharcholder.does not reacquire, other than.
by .bequest or inheritance, an interest (other than an.interest as a
creditor), for a- period of 10 years'théreafter. . However, such a:share-
holder may not have made or. recéived a, gift of stock of- the corpora-
tion,-to or from his wife, for example, within 10. years prior to the dis-
tribution. If any interest.is reacquired by a shareholder within the
prohibited period, an additional tax may be récovered as if the original
distribition had been a dividend.. 'Thus iodified the family attribu-
tion rules will be applied to insure & bona fide severance of a-particular .
shareholder’s interest in ‘an enterprise and. will not apply where there.

is no purpose of tax ayoidance. .. . .. . .. oL
_Your committee retains the provisions of existing law allowing stock
to be redeemed to pay.death taxes. without dividend qonse%uences.;
Your committee’s bill includes those provisions of the House bill which
would broaden the application of this section, Thus, it allows stock to
be redeemed where 1t not only -constitutes 35 percent-of the value-of-
the gross estate but also if it constitutes 50 percent of the value of the
net estate. ‘Thus, the marital deduction allowed for estate tax pur-
poses will not preclude:the availability of this s'ﬁ)qcial' redemption .pro-
vision. As:under the House bill,:the provision also (1) includes:funeral .
and administration expenses as one of tha purposés for which stock
may be redeemed, (2) extends the ‘time for redemption to 60 days
after a decision of the Tax Court concerning the estate tax liability has
become final, and (2), allows stock of 2 or more corporations to be re-
deemed if more than 75 percent in value of the outstanding stock of
each corporation is included in. the décedent’s gross estate with an
additional provision to prevent discriminations against estates: of -
decedents in community: propérty States, - In order not to.preclude-.
the applicability. of the provision-if stock owned by a decedent is,

i

subsequent to his death, exchanged in .a.tax-free reorganization, for’

example, your committes would ‘allow. the new stock to bs redeemed
if-the old stock:qualified, . .. ... . no i i

. Your committee follows the House bill in its rétention.of the.provi-.
sion of existing,law. which prevents tax avoidance where a subsidiary
corporation purchases stock in. jte- parent: from the. shareholders of
the parent and - also .extends, the. provision to: include sales. of stock-

between. corporationa. owned by:the same interests. although the core:
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porations are not in a parent-subsidiary relationship.” Under these
circumstances it is provided that where the.effect of the ‘sale is in
reality the distribution of a dividend; it will be taxed as such, ‘

Your committeo has also acted to closé a possible loophole of existing
law known as the ‘‘preferred stock bail-out”, This is a device by
which it is attempted to withdraw earnings from a corporation and
pay a tax at rates applicable to capital gains rather than those appli-
cable to dividends. The sharcholders cause a dividend in preferred
stock on their holdings of common stock to be declared. The dividénd
stock is then sold. Although it may be subject to immediate rédemp-
tion by the corporation from the purchaser, such a transaction has
been held to give rise to only a capital gains tax on the shareholders
at the time of sale, (Chamberlin v. Commissioner (207 F, 2d 462)
cert, den. March 8, 1954.) The House bill closed this loophéle by
imposing, at the corporate level, a transfer tax of 85 percent of the
amount distributed in redemption of such dividend stock 'if the
redemption took place within 10 {ears from the date of distribution,
Your committee’s approach to this problem imposes a tax on’the
recipient of the dividend stock at the time of its salo. This dividend
stock would be called “‘section 306 stock’” and any stock received as
a dividend would be section 306 stock to the extent of its allocable
share of corporate earnings at the time'of issuance, except common
stock issued with respect to common stock, -

The tax imposed at the time of the sale of the stock is at ordinary
incomo rates to the extent of its allocable share of earnings and profits
of the corporation at the time the stock dividend was declared, Any
amount received for the section 306 stock which exceeds the earnings
and profits attributable to it will bo taxed as capital gain, If, instead
of selling the section 306 stock, the shareholder redeems it, the pro-
ceeds received will be taxed as a dividend to the extent of corporate
earnings at the time of redemption, As under the House bill’s solu-
tion to this problem, certain exceptions to this basic rule of ordinary
incor]:ie (tl.reatment with respect to dispositions of section 306 stock are

rovided. o ,
P Your committée’s treatment would be applicable only to issues of
preferred stock made after June 18, 1954. The House bill applied
to previously issued preferred stock. However, your committee
believes that stock issued prior to the effective daté of this provision
should be treated under existing law. . T

(¢) Currént distributions to- shareholders and effect on earnings and
profits.—Your committes follows the House bill in retaining the
general rules of present law with respect to current distribution by a
corporation’ to its sharehodlders, Your committee also incorporates
into the statute the rule derived from thé_&}ﬁﬁrdme Court decision in
General Utilities and Operating Company v. Helvering (296 U. S. 200)
that a corporation does not realize gain by reason of a distribution of
its property even though the value of the property distributed may
exceed its' cost to the corporation.  Two exceptions are made to this
general rule, however, in-order to preyent tax avoidance:: ‘The first
concerns distributions'of LIFO inventory. -In such cases; the'amount
of tax deferred undbr the LIFO method of acéounting will be ?Eai‘d by
the corporation if the inventory i8'distributed in kind’ to sharehiolders, -
The second oxception imposes’' & tdx where property distributed 'i8
subject to-a liability in excoss of its cost to the ‘éorporation: ™ ~
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. Your committee follows: the House bill in speclfymg ithe' appropriate
sdjustment to: the:earnings and profits of the distributing corporation
where -there is'a distribution of'property,. This adjustment will' be
the cost’'to the corporationof the! llpropert,y distributed. ' Your com-
mittee also follows -the: Houso bill iin providing . for ‘an increase’in
corporate .earniings by :the amount of ‘any excess of the' fair markét
value Over its cost' where ‘inventory. items are distributed’ in ‘kind: in
order to insure that the:shareholder wxll always pay a tax on’ bhe
appreciation-in value of. thetmventory _

our committeq has retained the Tulés ‘of - emstmg law relatmg to
the effect.on earmngs and groﬁte where there are ta,x-free distrxbutions
and where-there'are' disttibutions' out of increase'in value of. sl‘operty
accrued:béfore March 1, 1913, The Houge bill supplied an'additionsl
rule for the debermma.tlon of the manner in which earnings:and profits
should -be allocated. where there was a partial liquidation; a corporate
separation, or a'redemption, - Your committee strikes ‘this rule‘since
it is believed that existing admlmstratlve practice, making these
determinations as the facts of éach case may mdlcate, has been success-
ful in achieving correct results,

Your committee includes a ptowston not in the House bill, whlch
is designed to tax -distributions of fproceeds of loans insured by ‘the
United States where the amount of the loan: exceeds the cost-of the
ploperty by which it is secured. This provision js intended to insure
the jmposition of & tax in the kind:of case recently 'brought to attention
in’.connection with. loans made by the Federal Housing: Adniiniatra-
tion. " This provision would increase: the éarnings and profits of: the
distributing corporation :by ‘the -amount of the. proceeds ‘of the' loan .
in excess of the cost of the property securing:it,: and would decrease
such earrings by, the amount of such excess unmedmtoly after the
distribution, This will have the:effect of creating sufficient earnm
at the time of distribution so that it may -be treated:as beingima
out of earnings and profits, that is, a dividend, . Your committee em-
phasizes ‘in this connectionthat’ no-implication- be -drawn' from ' the
enactment of this -provision.with- respect to any. decision  made: or
litigation pending under present. law ‘concerning this subject matter,
.whether- or not such loans are made, guaranteed; or ‘insured by the
United States, or with respect to any other provision of thm bxll
which may be relevant to the same subject matter.

B. I/Lguzdatzone (secs. 331—846) ,

- (1) House changes accepted by commztlee L
~ Your committee followed the provisions of the House bill i in prov1d-
ing that there shall be no: gain or loss, reoogmzed to a,subsidiary.cors
poration in process: of liquidation which satisfies: an mdebtedness to
1ts parent by dxstmbutmg (in respect of such debt) pro edpe:rby which has
.apprecxated in-value,:. Your committee also followed ithe -Housebill
(with. modifications) in its rule whlch el,lmmates the neceealty of, deter-
mining. whether a corporation: in. process of liquidation has: 1l;eelf
its assets or whether the distributee shareholders have m&de the salo

(2) Changes made by commitles - ..
(a) - General rules.~The House bnfl oombined the varioua liquidatiog

rules of existing law'itito:one: provision of ganeral ap plication.  This
rule mvolved a'deferral of tax ‘on ,um*eahze«f [;prec ation in ‘the value

of property: received and also'a ‘carryover of basis in-the case of so=
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called “appreciated inventory.” Your committee has roturned to the
three basic rules of existing law in its treatment of liquidations,
Under the general rule, a shareholder is taxed to the extent of the
excess of the fair market value of property received over the cost of
his stock. The fair market value of the assets becomes their basis,
Where, however, the liquidating corporation is a subsidiary of the
distributee corporation, no gain or loss is recognized, and the basis
of the property received by the parent corporation is the same as it
wag in the hands of the subsidiary. . Fina {y, ‘your committee would
make permanent the elective provisions of the present code which
allow a 1-month liquidation of a corporation to be completed without
unrealized appreciation in property being taxed. In the-case of an
individual, corporate earnings are taxed to the extent of his gainias a
dividend, and a corporate shareholder is taxed at capital gain rates on
such earnings. This provision has proven useful in the past in per-
milting the liquidation of personal. oldinq companies.. i ... -
Under the House bill, a shareholder would in.all cases be permitted
to rocoivo the purchase price for his stock as his basis for the assets
distributed to him regardless of the assets’ cost to theé corporation.
In this respect the principle of Kimbell-Diamond Mzlling :Company
(187 F. 2d 718) was effectuated. Since, the application of the rule of
this case is primarily in the area of liquidations by a parent corpora-
tion of its subsidiary, the rule has been limited by your committee:to
liquidations of this'type, Accordingly, your committee has provided
that where a corporation’ purchases the stock -of another corporation
and within 2 years after the purchase a:plan of liquidation is adapted,
the basis of the assets:of the subsidiary received by the parent will be
the amount paid for the subsidiary’s stock.; .. - . ... . - . .
(b) Collapsible corporations.—Under the House:bill inventory assets
(dofined to include certain depreciable businéss property and rights
to future income) which have appreciated in value would retain in the
hands of the distributee the basis which such assets had in the hands
of the liquidating corporation. . This was'iniended to insure recovei?
on subscquent disposition by the recipient of a tax measured by dif-
ference between the cost and value of the property. Your committes
believes that this provision introduces complications into the law and
may have the effect of penalizing the unwary: purchaser of the stock
with a view to liquidating the’corporation.: Accordingly, your'com-
mittee has reinstated the rule of existing,law. with respect.tq the
treatment of collapsible corporations so that a tax.at ordinary income
rates may be recovered either on sale of the'stock or on’ liquidation
of the corporation ‘itself. Under existing'law, the provision'is‘nof
applicable to any shareholder owning léss than 10 perceiit:of the otit-
standing stock of the collapsible corporation.’ In'order:to’prevent
avoidance of this section, it is-made applicable to any shareholder
owning more than § percent of the cutstanding stock. Your'committee
also ‘provides a presumption that a corporation is a' collapsibleé cor-
poration where 50° percent or more of -the fair market value 'of its
assets ¢onstitute inventory which has appreciated in'valie by at least

20 percent over its original cost, . . v oo st Lo
.. .(c): Court Holding Company.—Your committee follows. the: House
bill in eliminating questions srising,ss a result.of the: necessity,of
detormining whether a corporation in process of complete liquidation
made a sale of assets or whother the ,sﬁareholder, receiving the assets
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made the sale, - Compare Commissionér v, Court Holding. Company
(324 U, S. 331) with U, S. v. Cumberland Public Service Company
(338 U, S. 451). This last decision holds that if the distributee actually
makes the sale after receipt of the property, there will be no corporate
tax on the salo, ' The result of these two decisions is that undue weight
is accorded the formalities of the transaction and they, therefore,
reprosent merely & trap for the unwary. - ‘
Your committee provides that if a corporation adopts a plan of
liquidation and liquidates within 12 months thereafter, sales of assets
during this 12-month period will not result in tax &t the corporate
level, - The House bill provides an ‘exception to this rule where sales
were made of so-called appreciated inventory. Your committee
allows ‘the nonrecognition of gain.at the corporate level é¢ven if in-
ventory is sold but requires that the ‘inventor['v; raust be gold in bulk.
This more nearly corresponds to the-results that would follow a sale
Olf all thf( ‘corporate assets (including the inventory) and the sale of all
the stock. : . L
(@) Partial liguidation.—Existing law i§ complicated. by the fact
that stock redemptions are included within the terms of the partial
liquidation provisions, Thus, a redemption of all of the stock of 1 of 2
sole shareholders of a'corporation may result ini capital-gain treatment
to the redeemed shareholder. The result occurs, however, not by
reason ‘of the use of any. particular asspts.of the corporation to effect
the redemption but because the distribution when' viewed atthe
shareholder level isso disproportionate With respect to the outstanding’
shareholder‘interests 4s not to be substantially équivalént to adividend.
Your committee, as ‘did the House bill, separates into their signifi-
cant elements the kind of transactions now inc¢oherently aggregated
in the definition of a partial liquidation. Those distributions which
may have capital-gain characteristi¢s because they are not made pro
rata among. the various shareholders would' be subjected, at ‘the
shareholder level, to the separate tests described inpart I of this
subchapter. On the other hand, those distributions characterized by
what happens solely at the corporate level by reason of the assets
distributed would be'included as within the concept of a partial
liquidation. - A LR o
The general language of the proposed: draft would'incliide within the
definition of a partial liqiidation the type of cases involving the con-
traction -of the corporate business. Such as for example,‘cases which
hold that if the entire floor of & factory is destroyed. by firé; the in-
surance proceeds received may bé distributed pro rata to the share-
holders without the imposition of a tax at the rates applicable to-thé
distribution of ‘& dividend, if' the ‘corporation no-longer ¢ontinues:its
operations to the same-extent maintained by tho desttoyed facility,
oluntary bona fide contraction of the corporate business may of
course also qualify to'the same ‘extent as under éxisting law. In -addi-
tion to the general definition-of what constitutes a partial lic juidation,
your committee’s bill provides-a rule to indicate one type of distribu-
tion that will in any event constitlite a partial liquidation: - Under this
rule, if & corporation is engaged in two:or more: active :businesses
which has been carried on for at least 5 years, it-may distribite’ the
asixétsof either one of the 'businebses in kind; or the proeeeds of their
sale, - piteiadie At b Ads ,
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C. Corporate Organizations and Reorganizations (secs. 351~3738)

(1) House changes accepted by committee

Under existing law, in thé casc of the organization of a corporation,
the interest of the sharcholders or securityholders in the corporation
after the transfer of property to it must be in substantially the sane
proportion as their respective interests in'the property prior to thoe
transfer in order to avoid the recognition of gain or loss on the entire
transaction. It is often impossible accurately to value the property
transferred, and accordingly, this requirémoent has resulted in un-
certainty.  Your committee follows the House bill in climinating this
requirement. However, anf'. substantial disproportion resulting in a
shift of interest between the persons contributing money or othier
property will be subject to tax either as a gift or as compensation, as
tho facts of the case may indicate. - o L

While your committco has rewritten the provisions of the House
bill relating to corporate reorganizations, it has retained (with modi-
fication) certain substantive changes made therein. These are:

(a) allowing in ecrtain cascs the tax-free distribution of stock
of a subsidiary corporation k(lirectly' to tho sharcholders of its
F““éiib5' whether or not such distribution is pro rata to their
10ldings of stock in the parent; , '

(b) broadening the definition of the consideration which may
be received in certain corporate acquisitions; ,

(¢) retaining the concept of matching principal amounts where
sccurities are surrendered and receive(F in connection with a
corporate rcorganization; ' ‘

(d) retaining existing law rclating to insolvency reorganiza-
tions, : '

(2) Changes made by commallee . :

(a) Corporate separations.—The principal .changes in: existing law:
mado by your committee are made in the provisions, dealing with- the
tax consequences of the separation of an existing corporation. 'These
ehanges correspond substantially to those made in the House bill,
Under cxisting law, a corporation may transfer part of its assets to-
a newly created corporation, if immediately after the.transfer, the
transferco corporation is controlled by the transferor or its share-
holders, This requirement that only stock of a transferee corporation -
may be distributed has been eliminated, Thus, a corporation may
distribute the stock of an existing subsidiary tax free to its share-
holders, -and it will not be mnecessary, as. at present, to. create an.
intormediate holding company. - B

In addition your committee follows the House bill in providing.
that a transferee corporation may be controlled by:persons who were .
shareholders of tho transferor. For example, if individuals A and'B.
transfer their ceparate sole proprietorships to.a:corporation in which
each receives 50 percent of the stock; these businesses;may again be:
separated but into corporate. entities, one of which may be wholly
owned by A and one by B. As.in the case of the organization of a
corporatich, a disproportionate distribution which has the effect of a
gift or of the payment of compensation will be subject to-tax as stich:

Present law contemplates that a tax-frep:.separation:shall. involve
only the separation o _a.ssots.attribpt&ble;to the carrying on -of an-
activo business, Under the House bill, it is immaterial whether the:
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assets are'those used in'an active business but if investment assets, for
example, are separated! into a new corporition, an¥ amount recéived
in respect of such an inactive corporation; whether by &' distribution
from 1t or by a'sale of'its stock, would: be'treatéd as ordinary income
for a period of 10 years from the date of its creation:' Your committee
returns to existifig law in not-permitting the tax free separation of an
existing ‘¢corporation into active ahd inactive éntities. It is not be-
lieved that the business need for this kind of transaction is sutficiéntly
groat to permit a person’in a position to afford a 10-year delay in
1eceiving income to'do so at capital gain rather than dividend rates.
Your committee requires that both the business retained by’ the dis-
tributing ¢ompany ‘and- the ‘business: of the corporation the stock ‘of
which is distributed' must have been actively conducted for the 5
years preceding the ‘distribution, a safeguard against avoidance not
contained in existinglaw,.. .. .~ e T
(b) Recetpt of additional consideration.—Where a recapitalization
or other type of corporate reorganization occurs, a shareholder may
receive money or other property, known as “boot,” in'addition’to the
stock or securities which may be received without the recognition of
gain, Your committee’s bill follows the House bill and existing law
in not disqualifying the transaction as a whole:as a.tax-free exchange,
but the ‘‘boot'” is subject to tax, Under the House bill, if the distri-
bution is otherwise to be taxed as dividend, it will be taxed as such
regardless of whether-the shareholder Had a' gain on the transaction
as a8 'whole.  Your comiittée retuirns 'to.'existing law in ‘taxing a
dividend only' to the extent of the amount of “boot”’ received which
is not in excess of ‘the particilar'sharcholder’s gain, ' Thus, if a'share-
holder surrenders stock which has'a basis of $100 in his hands in o
recapitalization and ‘receives in"exchange stock which' has’ a’valie ‘of
$50 and a bond with a value of $75, the entire amount of the bond
would be considered 'as “boot”. but only $25 would be subject tc. tax
sinco this is the amount of his'gain'realized on’the transaction. -
Where securities”'afe exchanged for securities, your ' committée
follows the House bill'in expanding the principle of Commigsioner v,
Neustadt's Trust (131 F. 2d 628) to the effect that no gain. or loss is
recognized where the seciurities vedéived are in theé same priticipal
amount' a8 the securities surreiidered. . Wheré' the principal aniounts
of securities received and surrendered vary, the, Neustadt rule is
applied to so much of the priricipal amount of the bords received as is
equal to'tho amount sufrendered, _ Thus, if o sharchiolder surrenders
a bond in the principal ariiount of $150 in exchange for & bond in the
principal amount, of $200; the draft treats the exchange as if thers
had ‘been-a tax-fréé. eXchange ‘of a bond in the’ J)_rincipal"gmouxxt
of $150 for a bond of identical principal amount and the receipt of an
additional bond in the principal amount ‘of $50. The fair market
value of this $50 would be taken into account ih determining whether
there has been & rceipt of taxableboot: . . -
(c) Definition of  corpotats "reorgdnization;~Your 'comnitbes has
elimiated tho-distinctions i tHe Housé bill betwéén the types of
tax-frée ‘reo_r%aniz‘étibns ‘Which may be’entered ;int?‘fbfi corporations
which'are'publicly held, did those which'are closély held, ' . "~ " '°
Your committee has retained two significant changes in’the’ rules
relating to corporate reorganizations which appear in the House bill;.
It is there provided that when substantially all the assets of cne
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corporation are acquired by a corporation which .is ‘a subsidiary, the
sharcholders of the transferor may receive.the voting stock of the
parent of the acquiring sybsidiary eorporation in exchdange for their
stock, Existing law would require that only voting stock of the
subsidiary may bo received in such a case (Groman v. Commissioner
(302 U, S. 82); Helvering v. Bashford (302 U. S. 454)). Your commit-
tee extends the rule of the House bill to include a case where the parent
corporation receives the assets in a statutory merger or consolidation
and immediately transfers part or all of the assets to a‘subsidiary, -
Tho scecond change made by the House bill .which is ,r‘ctaine‘!by
your committee in a-modified form permits one corporation acquiring
substantially all the assets of another in exchange for its:stock:to
exchango stock for 80 percent of the assets and to-acquire the:balance
for property other than such stock, The restriction of existing law
that only stock of the acquiring corporation may be exchanged for
assets acquired introduces gifﬁcu ties in coinpleting transactions where
certain shareholders of the transferor corporation may wish to receive
property instead of stock in the continuing corporation.: However,
your committeo has returned to existing law by requiring that the
qualifying stock in question be voting stock. B

D. Carryovers to Successor Corporations (sec. 381
(1) House changes accepted by committee = o

The House bill provides that the major tax benefits, privileges,
elective rights, and obligations of one corporation will carry to.suyc-
cessor corporation when the assets of two or more predecessor corpo-
rations are combined in a tax-free liquidation ,or reorganization.
These incliide such items asloss carryovers, unamortized bond discount,
installment sales reporting, LIFO inventory method, and earnings
and profits. 4 - L o

Present practice rests on court-made law which is uncertain: and
frequently contradictory. Your committee agrees that whether or
not the items carryover should be based upon economic realities
rather than upon such artificialities as the legal form of the reor-
ganization, , T ST T, ,

The bill provides for the carryover of these tax attributes or items
from one corporation to another in certain tax-free liquidations and
reorganizations. Under this provision; a corporation which acquires
substantially all the property of another corporation in a. tax-free
distribution or transfer is to take into its'accounts the specified items
of the distributor ‘or transferor corporation. - The section does not
ap %y in the casc of split-ups, spin-offs, or other divisive reorganizations,

1’ new rules cnable the successor corporation to step into ;the

“tax shoes” of its predecessor corporation without necessarily ‘con-
forming to artificial legal réquirements which now exist under court-
made law. Tax results of liquidations or reorganizations are thereby
made to depend less upon the form of the transaction than upon the
economic integration of two or more separate businesses into a unified
business enterprise. . At the same time the new provision makes it
difficult to escape the tax consequences of the law by means of a legal
artifice such as liquidation and reincorporation or merger.into. another
corporation.’ o ' ' '
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) Changes made by commiittes. - .

Your committes added two items to the list of those in the House‘
bill. ~ These are’(1) the deductlon of deﬁcxency dividends in the casoe
of personal holdm% compames, and @) percentage “depletion’ Wrth
respect to mine tailings, '

L. Special Limitation on Net Operatmg Loss (Jarryover (sec. 882)
(1) House changes accepted by commitiee .

Under present law where o controlling interdst in. a- corlporetnon is
acquired for the purpose of avoiding or evading. tax liabilities the
Internal Revenue Service may disallow the benefits of & deduction,
oredit,-or allowance which would otherwise be enjoyed by the-acquir-
ing person ‘or corporation. This provision has' proved: ineffectual,

‘however;: because of the necessity of proving that tax avoidance was
the primary purpose of the transaction. Ithas also been 50 uncertain
in its effects‘asto place's prermum on htlgatlon and a damper on valid
business'transactions, ‘

The House bill added a prowsmn desngned to lumt undue tax bene-
fits of this ¢haracter. by restricting the amount of net.operating loss
carryover which may be deducted where 50 percent or more of the
prartlclpntmg interest in a corporet,lon was acquired by new owners,
our committee adopted this provision with modifications noted below.

@) C'hanges ‘made by commztfee

Your, committee. has' ‘adopted ‘& provxsxon to hmlt tho apphcatlon of
this provnsmn relating’ to purchase to those areas in, which abuse has’
most often arisen, that is, tHe' purchase of the ‘stock’ 6f a corporation
with a history of losses for the’ purpose of uging its loss ca overs to
offset (%mns of & biisiness urirelated to’that which produced the losses.
Accor ngll;(r , your committce: has provided thatif more than 50 percent
of the stock of a corporatlon 18 purchased within a 2-year period and
if the corporation thereafter engages in a dlﬂ’erent typo of busmess,
then 'the loss carryover is eliminated. '

Your committee also' limits : the "allowance of net opcratmg Ioss
CaIryovers as'a result of & tax-free’ reorgamzatxon Your committee
considers it appropriate to allow such carryovers in full only when'the
shareholders of the predecessir loss corporation have a'substantial con-
tinuing intorest in the Auccessor corporation. “Thus, if’ the share-
holders of the old loss corporation have 20 percert of the stock of the
new corporation the loss cartyover is available'to the'new corporatxon
‘without diminution, The amount of ‘the carryover is ‘reduced pro-
portionately, however,if the old shareholders recoive less- than' this
percentage: - Thus, if they have only 10 ‘percont of the stock in' the
successor’ corporatlon, only 50 percent of the loss carryover. is

available to it.
XIII, PensioN, Prorr-SHARING, AND‘S'.I‘OCK Bouus PLans

The House brl] made a major deparwre in'the quahﬂcatxon roqunre-
ments for ensnon, roﬁt~sharmg ‘afid- #tock ‘bonus plans, - The aim
was to rep ace the ( mmlssmner 8 diseretion: undet présent law: with
“clear rules' that would permit an employer to determine; whether, or
not & plan was qualified and to do 8o in &' way that would qualify &
reasonable plans. without -opening ‘the door to ‘discriminatory p ans.
These bmatf bjectives have received general approval, However, the
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mechanical rules in the House bill have raised many problems for
many different types of plans, In view of the difficulty of developing
adequate mechanical tests to meet these problems your committee’s
bill retains the framework of the present treatment of pension, profit-
sharing and stock bonus plans pending further study.

Certain changes, however, most of which are in the House bill, are
adopted. '
A. Capilal Gains on Lump-Sum Distributions (secs. 402 (a) (2), (3), (e),

and 408 (a) (2))

(1) House ehanges accepled by commitiee -

Under present law lump-sum distributions made by qualified trus-
toed plans to employees because of separation from service are taxed
as long-term capital gains. However, capital gains treatment is
not granted to similar lump-sum distributions made under qualified
insured plans, In addition, whother the plan is insured or trusteed,
lump-sum distributions made to the beneficiary of an employee who
dies after retirement are taxed as ordinary income. L

Your committee’s bill adopts the provisions of the House bill which
are designed to eliminate this discriminatory. treatment. Capital
gains treatment is extended to lump-sum distributions made to em-
ployees because of separation from service under qualified insured
plans as well as under trusteed plans., In addition, for both insured
and trusteed plans, cipital gains treatment is extended, as in the House
bill, to lump-sum distributions made to beneficiaries of employees
who die after retirement. ‘ .

(2) Changes made by commitice L

The House bill extends capital gains treatment to lump-sum- diss
tributions to employees at the termination of a plan because of & com<
plete liquidation of the business of the employer, such as a statiitory
merger, oven though there is no separation from service. This was
intended to cover, for example, the situation arising when & firm with
a pension plan merges with another firm without a plan, and in the
merger the pension plan of the first corporation is terminated. '

Your committee’s bill revises ‘this provision of -the House bill to
eliminate the possibility that reorganizations which do not involve a
substantial change in the make-up of employees might be arranged
merely to take advantage of the capital gains provision: Thus, your
committee’s bill would grant capital gains treatment to lump-sum
distributions occurring in calendar year 1954 where the termination
of the plan is due to corporate liquidation in a prior calendar year.
Tho purpose of granting capital gains tréatment to such distributions
is to avoid hardship in the case of certain plans which it is understood
were terminated on the basis of mistaken assumptions regarding the
application of present law. :

B. Profit-Shaiing and Certain Stock Bonus Plans of an Affiliated Group
(sec. 404 (@) ®) B) . -
(1) House changes accepted by commitlee .~~~

Under existin‘F law a group of corporations may establish a:common-
profit-sharing plan, but there may he no.shifting of contributions or;
deductions among the group. - For,example, & member.of .the gro‘;.ll ).
with no profits in a given year and no accumulated earnings cou s
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not make a contribution to its plan, and no other member of bhe grodp
could make‘the contribution on:its behalf, - '
Under the House bill; and under'your committes’s b111 it a proﬁt-
sharing plan is established by a. %roup of ‘corporations: whxch is affili~
ated, -as defined- for purposes of filing. consolidated returns, and & -
member of the group is provented from making a contribution because
it has no profits, the contribution could be made, for the benefit of the
employees of the loss corporation, by the members with proﬁts

(2) Changes made by commzllee o

Your committce’s bill accepts the Houso prov131ons but rpa,l\es tivo
further changes which appear meritorious, Thie first change would
extend this provision to’stock bomis laris ‘where the ‘contiibution is
nmicasured as'a percentage’ ‘of profits. ' In such & ¢asa the cohdltfoﬁs’are '
precisely like those whlch led to the ‘adoptxon of ‘this provision~for
profit-sharing plans.”. The second cha,ntge would eliminate the requiret
ment that the contrlbutlons on hehalf of a loss member bo divided *
up amiong the profit members of the group in’ proportion to ‘théir

rofits where a consolidated' return 'has, in fact, been filed, “The

ouse amendment would have required the members of the. group
to divide up the contribution so that each would make up that pro-
portion of the contribution for the loss member which its proﬁts cat

to the total profits.
C. Deduction for Employers on Accrual Basis (sec. 404 (a) (6‘))

(1) House changes accepted by committee
Under present law a taxpayer on the acerual basis is deemed to 3
have made & contribution to an employée plan in the year of accrual
provided he actually makes payment: within 60 days after’the cloSe
of that year. Taxpayers have complained that the 60-day pemod i8
too short in view of the complicated actuarial- computations required
determmmg the actual amount of the contribution, -Your, com-
mlttee s bill accepts the House provision to extend this period from
60 days to the date for filing the tax return (mcludmg any extensxons) .
This, in effect, would extend the time period for actual payments
from 60 days to 75 days after the-close of the taxable year p us any
extensions of the filing date. ,
(2) Changes made by commitiee . .

Your committee made no- change n thxs provnslon ‘ :

D. Distributions in Employer Sécurities (sec. 402 (a) (1) and (3) (B))
(1) House changes accépted by- commitiee -

Existing’ law, in certain cases, postpones tax on the gmn on em- ;
ployer securities distributed by an employees trust,” -

The House bill and your- commttees bill continue the present"
treatmént. .

(2) 'Changes made by commztteo . '

Present law and the House bill: define’ secuntxes of the employer,;
to include, for example, securities, of another corporation more than
50 percent of the stock of which is owned by the employer._ ‘Cases’
have been brought to the attention of the committée where two
corporations each own ‘exactly 50 -percent of the-stock of a third
corporation ‘and, therefore, the' uﬁ)ck of the third corporation cannot -
qualify. as’ emmoyer securities, Relief ‘is granted in; such-cases by -
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changing the ““more than 50 percent’’ ownership requirement to “50 :
percent or more’” which is done in section 421 al) (2) and (3) ‘which -
defines employer securities for purposes of the rules relating to re-
stricted employee stock options, As under present law, the stock
option definition is applied for purposes of employee trust distribu-

tions,
E. Certain Negotiated Plans (sec. 404 (c))
(1) House changes accepted by commitice
The House bill did not make explicit provision in this area.
(2) Changes by committee , =
Under 'prcsent law, certain plans established as & result of pegoti-
ation with unions do not constitute qualified plans because they. do
not segregate pension funds from funds used for other purposes and
do not satisfy other rules required for qualification. This may have,
tho result of denying employers deductions for contributions to:such
plans because present law, which is retained by your committee,
does not allow deductions for contributions to nonqualified plans
where employees’ rights are forfeitable. R
Your committee feels that this denial of deductions for employer
contributions is inequitable where a neégotiated plan was established, .
during a period of Government operation. Your committee'’s bill
therefore provides that employers shall be entitled to deduct as
business - expénses contributions made to plans established before
January 1, 1954, which are the result of an agreement between em-
ployee representatives and the United States Government during a
})erio’d of Government scizure and operation of most of the productive
acilitics ‘of the industry. This provision does not appear in the
House hill. . S
F. Foreign Stitus Trust (sec. 402 (¢) and 404 (a) (4))
(1) House changes accepted by commatiee | :
Under existing law the Revenue Service rules, with one exception,
that a forcign situs employees’ trust cannot qualify as an exempt
employces’ trust. The exception is that a foroign situs trust estab-
lished by an ‘American employer may qualify if tho trust agrees to
make no investments which will produce United States source income,
This investment limitation is imposéd becatise otherwiso the United
States source income would not be taxéd to the trust and also would
often escape tax in the hands of béneficiaries. I
Your committee’s bill adopts the House provision which specifically
revénts all foroign situs trusts from qualifying .as exempt, trusts.
hile" this change subjects the foreign situs trust-of an. American.
employor to tax, it has the advantage of allowing such trusts to make
investments which produce United States source income, As in the
Houso bill, the harsh results of denying an American employer a
deduction for his contributions to all ,ffo‘reiﬁ’q situs ‘trusts is avoided
by allowing contributions to be deducted where the trust- would have
qualified for exemption if it had been a domestic trust, ‘ -
(2) Changes made by committes - - A
‘At present, capital gains treatment is granted to lump-sum distribu-.
tions on termination of service in the'case of a'foreign situs trust:-of -
an American employer, in view of the Revenue Service position that -



INTERNAL REVENUB ‘CODB’ OF’ 1954 57

such & trust may qualify, The Houss bill makes no provision for
treating any lump-sum distributions by foréigh service trusts as capital
gains, Your comimittes’s bill would allow capital gains' treatment
where the trust would qualify, except for the fact that it is a foreign
situs trust. S e IR Co
G. Information Returns (sec. 6033) o

(1) House changes accepted by committee S

Section 6033 of the House bill requires tax-exenipt organizations,
including qualified trusts, to file annual information roturns, ~ Your
committeo’s bill adopts this procedure, '

(2) Changes made by commattee - - _

‘At present, if the employer company has filed all of the required
information with its tax return an employee’s trust is not requircd
to duplicate such information on a separate return but, instead, is
permitted to filo a letter from the employer stating that the employer
has so filed. "However, the House provision would:appear to make
it mandatory for the trust to file information even though it duplicates
information filed by the employer. Your committeo’s bill authorizes
thie Commissioner to relieve the trust from stating 'in its return an
information which is réported in retutns filed by the employer.” It
also makes it clear that any returns which are filed under section 6033
start the running of the period of limitations, - R
H, Tax on Unrelated Business Income of Employees’ Trusts (secs. 611,

012,618,and614) - . oL - ,
(1) House changes accepted by commattee R

Your comthittee’s bill adopts the House provision which makes
employces’ stock bonus, pension, and profit-sharing trusts subject to
the tax on unrelated: business income, : - _ ‘

(2) Changes by commaittee

Your committéd made two further changes designeéd to prevent
hardship in the application of the tax on a portion of the refital.income
which is determined with reference to the amount of the indebtedness
of the trust which was incurred to acquire or improve the l¢ased prop-
erty. . First, your committce provides that where loans are made Dy
one trust to another trust of the same employer, subject to appropriate
limitations, such borrowéd funds will not be treated as indebtedness
for purposes of the tax on rental income. ,Second, any debt incurred
by an employées’ trust in connection with real property leased before
March 1, 1954, shall not be considered as indebtedness. if the, debt is
incurred before March 1, 1054, or after this date, in order to carry ouf

the terms of the lease.
1. Prohibited Transactions (sec. 503) = :
(1) House changes accepted by commitlee .~ = -

Your committée’s bill adopts the House provision which dénics a
stock’ bonus, profit-shating, or pension-trtist exemption fror thx if it
engages in a prohibitéd transaction after March 1,'1954. - For exampl,
if the trust loaned any part of.its iticome or corpus.to thé employer-
creator of the trust without the receipt of adequate security and-’a
reasonahle Tato of interest, or-if®l property is purchased from the
employer for more than ‘its adeqifate value, thé trust would lose its
exempt status.
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(2) Changes made by commillee o

Your committee has adopted a special rule to modify- the sudden
impact of this provision on employees’ trusts which have previously
made loans without adequate security, A sudden requirement for
repa{rment could cause considerable "difficulty for the A borrower;
usually the employer. If such a loan has been made before March 1
1954, and is payable before December 31, 1955, it may be extende:
to that date. If the loan is a demand loan, the mere continuance
after December 31, 1955, will be a prohibited transaction even if it
was entered into before March 1, 1954, C ‘

J. Denial of Ifzemption (sec. 604)
(1) House changes accepted bg commattee , L
The House bill would have denied exemptions to employees’ trusts,
if amounts accumulated out of income are invested in such a mahner
as to jeopardize the carrying out of the purpose or function;consti-
tuting the basis for its exemption. This amendment was not accepted
by your committes, S S _
(2) Changes made by commitiee ' ,
Because this ‘section relates only to amounts accumulated out of
income, it has little application to pension, profit-sharing and stock-
bomuis trusts whose assets are primarily of amounts accumulated out
of employer contributions, Your committee’s bill therefore deletes
the amendment to existing law in the House bill especially since tlhe
principal purpose of the amendment is substantially served by 'section
401 () (2) (comparable to sec. 165 (a) (2) of existing law), which
rovides that no part of the corpus or income of an employees’ trust
ge used or diverted to purposes other than the exclusive benefit of
employees or their beneficiaries prior to the satisfaction of all liabilities
Wid)l respect to employees and their beneficiaries. .

XIV. EmpLovee Stock Oprions (SEc. 421)

(1) House changes accepted by committee

The revenue bill of 1950 established a new set of rules for the tax
treatment of certain employee stock options. As a result of this act
“restricted stock options” can be used ‘as incentive devices by corpora~
tions who wish to attract new managément, to convert their officers
into “partners” by giving them a stake in tfxé business, to retain the
services of executives who might otherwise leave, or to give their
employees generally a moreé direct interest in the success of the corpora-
tion. When an option qualifiés as a ‘“‘restricted stock option” no tax
is imposed at the time the option is granted or exercised. Instead the
tax is deforred until the stock is sold and at that time if certain condi«
tions are met any gain realized is & capital gain. e,

Before the Revenue Act of 1950, the Internal Revenue Service held
that the employce was taxable at the time he exercised the option and
at that time had ordinary income to the extent the difference between
the market value of the stock at the time of exercise and the purchase

price of the stock under the option.. . . .

The House and your committee’s bill retain the present “restricted
stock option” provision but mil-g certain changes to eliminate
ambiguitics, to provide more defiffite rules with respect to problems
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raised since this provision was first enacted and to further the use of
stock options as incentive devices. . ’ * Lo
Under present law the tax:treatment of the exercise of a “restricted
stock option” after the death of an employee is not provided for even'
though ‘‘restricted stock options” are transferable by will. It is:
believed that the untimely death of an employee should not penalize
his estate or beneficiaries by denying ‘an- option the status: of a
“restricted stock option” merely because of the employee's death;-
For that reason ‘both versions of the bill provide ‘that the exercise of .
“restricted stock options” by the .estate or beneficiary of a deceased
employee is to have the same tax effect as if the employee had exercised
the option (for an additional change made by your committee in this
arca, sce No. 2,'below),  In addition, the estate tax attributable to
the inclusion -of the option in the decedent’s estate is to be allowed as-
a deduction for income-tax purposes in the year in which the estate or-
beneficiary has an increased income as a result of disposing of the.
stock acquired under the option. _ ‘
A further clarification provides that variable price: options may
(ualify ‘as “restricted stock options.” A variable price option is an
option‘in which thé price to be paid by the employee for the stock-is:
determined by reference to the market value of the stock, for example,:
an option permitting an empleyee to purchase stock at 85 percent: of
the value of -the stock. The variable price option was not easily
adaptable to the statutory language of present law because. the
existing provision appears applicable only to an option -which stipu-
lated its option price'in dollars and cents. It is believed that variable
price options should :be able: to qualify-as “restricted stock' options’”
since they are widely used by ‘corporations to encouragé the intérests
of their employees in:the affairs ‘of their business.  Therefore; both
versions of the bill' provide that theSe options 'are to qualify as re-
stricted stock options if the option price is within 85 petcent' of:the
value of the stock at ‘the time the option was granted, and the other
qualifications of restricted -stock options are met. ‘A change ‘your
committép made in the House definition of a variable option is de-
scribed below.:- R T L
Under présent law if an employer corporation is reorganized ‘in a
tax-free exchiange and an’employee has already exercised his option
no ‘disposition’ occurs upon the exchangeof his stock.: ‘Thus; he 1s
not at that time ‘taxable'on -any gain resulting from' the exercigé of
the option. However, 'when the reorganization:occurs beforethe
employee ‘hias' exércised: his option:it is-not clear thathe still has a
“restricted stock option” if the :reorganized : corpordtion -assumes
responsibility for the old option or:issues,a hew:one. ,The House bill
allows & successor, corporation ,to. be, considered as, the employer
corporation and provides that the change in the terms of an option to
comply with a reorianizagion are not.to be considered. & modification.
As is explained in the report o thie House bill the preseryation of the
employee's: rights in such- & case appears desirable because the reor-
ganization is not, an event the einployee can control. ' Your commit-
tee’s bill as is;explained below preseryes;the ‘restricted stock option’
status of the option not,only, ip the,cage of reorganizafions, bu also ini
the case of other corporate changes,., ‘ ’ A

[V I A

- ABE9OO Tl 1
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.Both vetsions of the bill also provide that any options granted in
the future in order to qualify as restricted stock options may only
be exercisable over a period of 10 years or less. This action was taken
hecause options granted over a longer period of time are almost certain
to benefit the employee even if there is no action on his part to increase .
the success of his employer, ,

Under present law a person who owns more than 10 percent of the
stock in his employer corporation cannot receive a “restricted stock
option.” This is intended to prevent abuses where the corporation
is closely held. However, the attention of the House and your com-
mittee has been directed to cases of stockholder-employecs of closely
held corporations who use stock options to retain control of their com-
pany when procuring outside equity financing. This uso of stock
options appears to be a legitimate business purpose and where the
option price is substantially above the market price of the stock and
the option may be exercised only for a limited time it would appear that
the options in these cases ‘are not intended as compensation. As a
result both versions of the bill provide that if the option price at tho
time the option is granted 1s at least 110 percent of the value of the
stock and the option is exercisable over a period not exceeding 6 years
an employee, even though owning more than 10 percent of the stock
of his employer, can receive a ‘“restricted stock option.” A further
change made by your committee in this area is discussed below.

The regulations under present law relating to the acquisition or
transfer of stock acquired under a ‘“restricted stock option” in joint
tenancy have been incorporated in the new law. This is believed
desirable in order to insure that stock acquired in common-law States
may be owned jointly without incurring a tax liability,

Under present law when stock acquired under a ‘‘restricted stock
option’’ is disposed of prior to 2 years from the date the option was
granted or 6 months from the date the stock was acquired, the past
returns of the employee and the employer for the year the option was
exercised must be reopened to tex the employee and allow the em-
ployer a deduction for any difference between the option price and
the value of the stock at the time the option was exercised. The Houso
and your committee’s bill provide that any necessary-adjustments are
to be made in the year the stock is sold. 'This eases the administra-
tive problems presented by existing law.

The House bill also revised the rules for restricted stock options
where there have been modifications, extensions, or renewals, How-
ever, since your committee also made substantial changes in this area
the entire problem is discussed below,

(2) Changes made by commaltee

The House provision treating an option exercised by an estate or
beneficiary of an employee in eubstantialli the same manner as if the
option were excrcised by the employee, while desirable and approved
by your committee, has created another problem, Where stock
acquired by an estate by’ exercising an option, is transferred to a
beneficiary this event does not qualify as & ‘“disposition’ under present
law or the House bill and, therefore, there is no event at which time
ordinary income is reported for tax purposes on options issued at a
price between 85 and 95 percent of the value of the stock. As a result
your committee has provided that the transfer to a beneficiary of
stock acquired by an estate upon the exercise of an option is to be
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treated as a ‘“‘disposition” for purposes.of reporting.ordinary income
in the case of the options described above, , S

A ‘“variable price” option is defined nnder the House bill as an
option where the purchase price of the stock under the option is not .
fixed or determinable. It has been pointed out to your committee that-
this might create a loophole by covering options where the option price-
decreases as the value of the stock increases. For example, under the
Houso provision it appears that an option would qualify where the
option price decreases as the corporation’s accumulated earnings
increase. To close this loophole your committee has provided that in
variable options the value of the stock is to be the only variable,

In determining the corporate organizational changes which may oc-
cur without dis%iw.lif ying an option as a “restricted stock option,” your
committée’s bill takes & broader approach to the problem than the
House bill. Your committee has provided that in the case of a
corporate merger, consolidation, acquisition of property or stock,
separation, reorganization, or liquidation where there has been a sub-
stitution of a new option for an old option (or where the old option has
been assumed by the new employer) the old option is to be considered
as continuing in effect. Your committee found it possible to provide
this more liberal approach by requiring two conditions to be met in
these cases.  The old option must be canceled (unless it is assumed and
no new option issiied) and the value of the new option must not be
greater than that of the old option. In addition, as also is gro’vided by
the House bill, the new option must not give additional benefits not
available under the old option. D '

Both the Housé-and your committee’s.bill also made changes in the
rules applyinﬁ;"iﬁ% the case of the modification, extension or renewal of
an option. Under present law the modification, extension or renéwal
of an option réquires that the option price not bo reduced unless:the-
value of the stock has increaséd since the option was granted. This:
is detrimental ‘to employees having options in stock: where the value-
of the stock has decreased. - The House bill provided that if the option-
was granted after December 31, 1953 or was exercisable over a period
of 10 years or less the earlier value of the stock would not control the
option price at the time of any modification, ex{ension or rénewal. It
also, for options issued in 19564 and subsrquént: years, defined: &
“modification” as any change which improves the position of the.
employee under the option but éxcluded: from 'this term any -changes
in the option attributable to a change in the corporate structure of,the
employer corporation. The House bill also provided that a chahge in
an option to make it both nonassignable and exercisable'over a 10-year
period or less was not to 'be considered: a ‘modification in the case of
options issued ‘after Fébruary 26, 1945, the effective date for restricted
stock options under the' Revenue Aét of 1960, - -~ - = = " . i e

Your committes, while approving in general of these changes made:
by the House bill, believes that employees should:not: be: permitted:
to take advantage of tempotary- ricé’d‘;‘clines in the stock to:obtain:
a more favorable option,  For'that reason it has provided that the -
earlier ‘price 'will apply’ tinless thers -has'been’ a decline of-at-least:20.
porcent in the value of thie stock-for a'yearior more; - With this change
{our committee sees no reason to, distinguish between options issued:

efore’ or’after Deécember'31; 1963,  Thus, ‘under your committes’s
bill the new option price is 'available in the case of modifications in
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the case of pre- and post-1954 options. The changes in the definition
of “modification’” made by the House were retained by your committee,
The House bill provided that where an option is granted at 110
percent of the value of the stock and is exercisable only in a 5-year
period, the 10 percent stock-ownership provision.does not need to be
met. Your committee accepted the House provision but has waived
the 5-year period for the exercise of the option where the option
actually is exercised within 1 year after the enactmont of this bill,
This appears desirable in that in the case of existing options there
was no way of knowing at the time the option was issued that a 5-year
restriction would be imposed by this bill for the exercise of these
options. ; ‘
Your committee has also made certain other technical changes.
These include changing from December 31, 1953, to Juno 18, 1954, the
effective date of the provision requiring options in order to qualify
as “restricted” to provide a 10-year period in which they can be
exerciged and changing the requirements under the definitions of parent
and subsidiary corporations from those owning more than 50 percent
of the stock of another corporation to those owning 50 percent or more

of such stock.
XV. AccountiNg Provisions

Present law provides that the net income of a taxpayer shall be
computed in accordance with the method of accounting regularly
em[)loyo’d by the taxpayer, if such method clearly reflects the income,
and the régulations state that approved standard methods of account-
ing will ordinarily be regarded as clearly reflecting taxable income.
Nevertheless, as a result of court decisions and rulings, there have
developed many divergéncies between the computation of income for
tax purposes and income for business purposes as computed under
generally accepted accounting principles. The areas of difference
are confined almost entirely to questions of when certain types of
revenue and expenses should be taken into account in arriving at
net income. . v ,

The changes embodied in the House bill and in your committee’s
bill are designed to bring the income-tax provisions of the law into
harmony with generally accepted accounting principles, and to assure
that all items of income and deductions are to be taken into account
once, but only once in the computation of taxable income.

A. Prepaid Income (sec. 462)
(1) House changes accepted by committee ,

Under present law payments received in advance for the use of
property in future years or for services to be rendered in future years
are includible in the income of the recipient in the year they are
received. This is true regardless of the taxpayer’s method of account-
ing. Howover, well-established accounting procedure provides that
in the case of those on an accrual accounting s[}l'stempayments for
rentals, club dues, warehouse fees, and the like should be 1ncluded in
income in the year in which the income is earned and in the year in
which the related expenses are incurred. This is not necessarily the
year of receipt. ) L - o

The House and your committee’s bill permit accrual-basis taxpayers-
to defer the reporting of advance payments as incowme until the year,
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or years; in which; under the taxpayer's regular mothod of accéunting,
the income is earned, However, ‘both bills (g)rovide that the period
over which the prépayments may be deferred ¢annot exceed 6 years
after the year of receipt. This limitation will not affect the great
majority of prepafvme‘nts which are earned within § years, but will
reduce substantially the administrative work, o

Where amounts are received in advance and are not to be earned
within the 5-year period, taxpayers who have so elected are to take the
prepayments into account rata{Iy over the period of the taxable year
of receipt and the 5 succeeding taxahle years, With the consent of
the Secretary or his delegate, however, the taxpayer may allocate the
income in another manner. : R

Where a taxpayer dies or where, for any other reason, the liability
with respect to the deferred income ceases, the prepayments not previ-
ously reported asincome become taxable in the year in which such an
event oceurs, , ‘ :

The election provided in this provision is available only with respect
to advance payments received by o taxpayer in a taxable year begin-
ning after December 31, 1963, - ; :

(2) Changes made by commattee : oo '

The House bill leaves in doubt the status of amoutits reéeived in
advance which are to be earned over an indefinite period. . Your com-
mittee’s bill includes a clarifying amendment which, provides that
such amounts (e. g., tickets or tokens redeemable indefinitely) may
be classified ‘in part as income to be earned over a'short period and
allocated to income in the year or-years proper underr the taxpayer’s
method of aqb'duntidg,_‘ﬁnJ in part ‘as’inicome to be éarned ‘over 'a
period in excess of 5 years, on thé basis of a reasonable 'estimate, in
accordance with regulations prescribed by the Secretary or his delégate,
B. Reserve for Estimated Expenses (sec. 462)

(1) House changes accepted by committee - . I

Under present law deductions for expenses and losses incurred ‘by ‘a
taxpayer may be taken only when all events have occurred which fix
the fact and the amount of the taxpayer’s liability.. - This, in many
cases, is at variance with generally accepted accounting principles
which require all determinable liabilities relating to reported income
to be taken into.account. T Y O e T ST L

The House and your committee’s bill conform the tax treatment of
expenses ‘more.closely to general business treatment, by. permitting
an accrual-basis taxpayer to deduct reasonable additions to reserves
for estimated expenses. -The expensesmust be related to.income taxed
during. the year (except for adjustments or corrections.of previously
established reserves) ;and;must, be allowable dedyctions. which the
Secretary or his delegate is satisfied can be estimated with reasonable
accuracy. A reserve is to be considered reasonably estimated when
it is based on reliable'd&ita’or statistical ‘expérience of the taxpayer or
of others in similar circiimatances. - Reserves foi general'contingencies,
indefinite future losses, or for 'amounts in litigation do not: fall in: this
category,. . . oo d oo oo oDl b g i niod

At the'end of ‘each:year these reserves are to be adjusted . to reflect
the best estimate,currently:available; dny amount by which!a reserve
13 found .to be:excessive 1s:to be takeniinto:dccount:in ‘the:year of
dotermination,. -
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The clection to establish reserves for estimated expenses is not
available with respect to any deduction attributable to income
reported in a taxable year beginning before 1954, or to prepaid income
which the taxpayer has elected to defer.

(2) Changes made by commiitee ,

Your committee amended the House bill to provide that additions
to reserves are to be taken into account in the discietion of the Secre-
tary or his delegate in order to conform the administrative control
in this area with the coritrol provided under section 166 relating to
reserves for'bad debts,  Your committee also added a specific provision
to the effect that expenses estimated under this section must be
attributable to income taxed during the current year or to income
of precéding years for which reserves under this section had been
established, _

The Hotise bill was silent on the status of deductions for expenses
attributable to taxable years prior to 1954 but actually incurred subse-
quent thereto. To clarify any uncertainty in this area your com-
mittee’s bill provides that expenses incurred in 1954 and subsequent
years which pertain to the income of taxable years precading the first
year of election under this section may be deducted as though this

section had not been enacted.
C. Initial Payment Before Use of Installment Method (sec. 463 (1))

(1) House changes accepted by committee

Under present law, in order to use the installment method of report-
ing income in the case of sales of real property or casual sales of personal
property some payment must be made in the year in which the sale
occurs. There have been many legitimate transactions which could
not be reported under the installment method merely because there
was no payment in the year of sale.

The House and your committee’s bill previde that in the future in
the case of a sale of real property or a casual sale of personal property
there need be no payment made in Lhe taxable year in which the sale

occurs.
(2) Change made by committee .

The House bill required that in the year in which payments were
first received, such payments could not exceed 30 percent of the selling
price. This requirement would leave in doubt, for perhaps a number
of years, the status of certain saleo’in which the intital payments are
indefinite and are not payable until some time subsequent to the year
of sale. Your committee’s bill, therefore, provides that sales of
realty and casual salés of personaity, which otherwise qualify, may be
reported under the installment method if in the year of sale either no
payments are received, or the payments in that year do not exceed
30 percent of the selling price.

D. Change of Method From Accrual to Installment (sec. 463 (c))
(1) House changes accepted by commitiee

Under present law a taxpayer who changes his accountih% method
from the accrual basis to the installment basis pays a double tax on
certain income. Under the accrual method the entire profit from a
sale is taken into account in the year of sale, regardless of when the
collection is made. Under the installment method, the profit. from
8 sale is recognized piecemea) as the cash is collected.. In the early
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years following a change from the accrual to the installment method, .
present law taxes portions of the profit realized from:all installment
collections including profits in' collections on sales made before the
change which previously had been reported as taxable income under
the accrual method. L . :

The House and your committee’s bill provide that a taxpayer
shifting from the accrual to the installment method of accounting is
not to be taxed twice on the same income. The tax attributable to
an amount included in income for the second time is eliminated or
is at least decreased to the extent of the tax attributable to its
inclusion under the earlier method of accounting. :

(2) Changes mude by commaltee

None.

E. Other Changes in Methods of Accounting (sec. 481)
(1) House changes accepted by committee

At present taxpayers who requiest permission to change their method
of accounting (other than to the installment method), or to change
the manner 1 which they corapute significant items such as inven-
tories, are required to make certain adjustments in the year of the
change. These transitional adjustments ‘are necessary to prevent
income and expenses from being reported for tax purposes'more than
once and to prevent the omission of certain income entirely. Under
certain circumstances, however, where a change in‘accounting method
is made involuntarily, the courts have denicd the Internal Revenue
Service the right to require these adjustments.  In other cases where
the adjustments are made, the tax resulting from a “bunching’’ of
income in the year of change is & burdensome one for-the taxpayer,

The House bill and your ‘committée’s’ bill' provide ‘an averaging
device where the taxpayer has'had at least 2 ycars’ experience under
the old method of accounting and: where the transitional adjustments
result in an increase in taxable income of more than $3;000 in'the year
of the change. The averiging ‘device t6-be used provides that the
tax resulting from the changeis limited by the tax that would result’
if the net transitional adjustment were spread evenly over the year
of the change and the 2:preceding years. - -~ . - .~ .

- Your committee :retained: the.:ifeature in - the -House -bill - that

authorizes the taxpgyer to take into account the transitional ‘adjust-:

ments in any manner, and in any years, prior or subseqiient to the

year of change, agreed upon with the éecretary"or? his delegaté in

accordance with regulations. - ' o
(2) Changes made by committes. . .. . .

The House bill would.have required taking into acconnt, the entire
transitional adjustment.determined. by, the Secretary; or his delegate:
to be necessary to prevent duplicating items'of income end deductions,
under thé new method sbf:‘,ﬂ‘»é@unt»ing- 5 Your committes felt that, per-.
mitting the entire adjustment would result, in:effect, in adjusting for.
errors which occurred during; yedrs' when ' there was: no. statitory.
authority for making such adjustment., The results under the House
bill would be harsher on taxppyers in most instances of involuntary
change than. the results of recent court.decisions,; . Therefore, your
committee’s bill ‘provides that .the portion. of the net ‘transitional
adjustment which ¢orrects errors made prior to 1954 will not be made.
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The transitional adjustments in all future changes under your com-
mitteo’s bill will be those resulting from a change in accounting
method determined (under the facts) to be necessary to adjust for
erroncous treatment of items subsequent to 1953,

In addition, your committee’s bill provides another limitation on
the tax liability resulting from a change in accounting method. The
tax resulting from a change is limited to the aggregate of taxes which
would result from allocating the adjustments to years prior to the
vear of change (but subsequent to 1953) by recomputing taxable
income for those years under the new method of accounting. This
limit on tax liability will be effective only to the extent that the
records of the taxpayer are adequate to permit such recomputation,

F. Accrual of Ieal Property Tazes (sec. 461 (c))

(1) House changes
The House provision is discussed below with your committee’s

action.
(2) Change made by commatlee

Under present law a deduction for the payment of local property
taxes accrues upon the date when the amount and liability for the tax
become fixed. In many jurisdictions the amount and liability for a
property tax for the calendar year 1955 would bo fixed on a date late
i 1964 and, under court decisions, is deductible for accrual-basis
taxpayers only at that time, ‘ :

The House bill provides that an accrual-basis taxpayer must in the
future accrue a real property tax ratably over the period for which
the property tax is imposed. -

Special rules were provided by the House to cover the transitional
problems which might arise as a result of the change. These rules
would create & gap in properly tax deductions and would artificially
inflate income in the year of transition for many taxpayers who had
deducted 1954 taxes in an earlier year,

Your cominittee’s bill, therefore, provides that real property taxes
related to a definite period of time may, at the election of the taxpayer,
be accrued ratably over that period. Making the provisions elective
will permit those taxpayers whose income would otherwise be distorted
in the transition year to continue consistently the method under which
their real property taxes have been accrued in the past. The transi-
tional rules will apply only in those cases in which an election is made
under this subsection,

d. 62- or 63-Week Year Accounting Periods (sec. 441)
(1) House changes accepted by commattee

Under present law the accounting period used by a taxpayer in
computing taxable income must end on the last day of a calendar
month, Taxpayers in certain industries (e. g., retail sales, meat-
packing, radio and television) for business reasons close their annual
accounting period on a particular day of the week rather than on the -
last day of the month., The books of these taxpayers are closed on
whatever date a particular day of the wéek occurs for the last time in
& calendar montﬁ (or falls nearest to the end of a calendar month),
As a result their annual accounting periods consist of 62 weeks (364
days) in 5 out of 6 years, and 53 weeks in the sixth year,
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The House and your committee’s bill enlarge the term “fiscal year"”
to include this 52- or 563-week period. This will make it possible for
taxpayers who use such & period for business purposes to elect to use
the same period in the computation of income for tax purposes,

Special rules are providedp for effective dates and for the transitional
problems which may arise in the, year of change. . :

(2) Changes made by committee :

The House bill restricted the use of the 52- or 53-week fiscal year to
corporations, Your committee’s bill provides that this fiscal year
may be eclected by any taxpayer who uses such an accounting period
for business purposes. Other technical changes have been made by

your committee, -
H. Revenue Effect . L ‘

It is estimated that the changes made by the House and your com-
mittee relating, to ?ccopnting periods and principles will decrease
revenues by $47 million in the fiscal year 1955.

XVI. Tax-Exempr ORGANIZATIONS

A. Employee Trusts - , . v
Provisions relating to the ‘application of the rules’'governing tax:
exompt organizations to qualified employée trusts are discussed under
the section of this report' relating to pension, stock bonus; and profit-
sharing plans (see XIII-u). ’ ‘
B. Types of Exempt Organizations (sec..6Q1) .
(1) House changes accepted by committee
The Hoiise bill'did' not add any types of organizdtions to the group

exempt frora Federal tax! =~
(2) Changes made by committee - : T

Your committee has added to-the' group .of exempt, organizations
corporations-organized and operated ‘exclusively for purposes of test-
ing for public safety, no 'part of: the;eix;rninfs:.ofawhich-inures- to .the
benefit of a private shareholder or individus T ST
C. Denidl of Exemptions (sée. 604) "~ " " "

(1) Hoyse changes accepted by ¢ommitte "~ ©

The House bill did not make any changes in the nature of the pro-
visions which. deny tax:exemption. to.certain of the. organizations
listed in section 501 if they engaged in certain prohibited transactions.

(2) Ghanges madeby Comm'i““| it Tl o

In this area one‘change of a clarifying nature: was added by:your
committee’ which- is ‘intended- to  make -clear. the: eﬁ})’pli(ﬁatién ‘of the
prohibitior’ agdinst unteasonable -accumulations‘of 4’ triist in two
types of situations. ’ ‘Thesection will not be'applied at:all to a testa:
mentary t_rus;:,l gst'all)ll_iéheiil’cli_ ,l;é,f_q:j'é éggnug 1,}3561; '}]}.;In/tv.the.:fa?gg?f
a trust created by the will of 4 decedent, dying after January, 1, 195,
if the terms of the trust requigx"’e‘fa‘n"a’e‘éumula;%iqr};-ﬁqf‘jg&ﬁfe,}.‘_ he rulé
prohibiting aceumulations which are. unreasbiiable i ‘atiount. or
duration’ will be'applied’ oily ‘during d°taxable'yéat’ bég inhing ‘more
than 21 years after tY) date of death of the last life in beln desighated
in the trust instrument, ' - ’ '

. i

it S
ot
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D. DBusiness Leases (sec. 614) . .
(1) House changes accepted by your commaitee

Under. present law educational, charitable, and certain other
organizations are subject to tax on their rental income derived from
leases for more than 5 years, to the extent of their outstandin
indebtedness which was ineurred to acquire or improve the lease
property. ‘T'he House bill subjects rental income to tax where bor-
rowed funds are used to acquire or improve property which is Jleased
for a time of less than 6 years but where the same business tenant
occupies the property for more than 5 years, The tax is to become
applicable only in the sixth year in which such tenant occupies the
property. As in the case of leases for more than 5 years the tax is
to apply only to the extent outstanding horrowed funds were used to
acquire or improve the property. The House bill makes an exception
to the unrclated business income provisions where a tax-exempt
organization borrows funds to purchase property and such property
is leased to several tenants provided that the tenants occupying 50
pereent of the property have leases for less than § years,

(2) Changes made by commattee

Your committee has retained these features of the House bill, and
to make the exception effective it is provided that where tenants have
the custom of making 5-year leases a new lease may be signed during
the last half of the term of the old lease without the two terms being
tacked on and treated as a lease longer than 5 years, :

XVII. AccuMutaTep EaArNiNGgs Tax

Section 102 of existing law imposes a special tax on any corporation
formed or availed of for the purpose of avoiding the surtax on share-
holders by permitting earnings or profits to accumulate in the cor-
poration. The statute further provides that if earnings and profits
are permitted to accumulate beyond the reasonable needs of the
business, this fact will be considered determinative of the purpose to
avoid tax unless the corporation proves otherwise by the clear pre-
ponderance of the evidence. .

Numerous comi)laints have been reccived that this provision is
prejudicial to small business, that it has been applied in an arbitrary
manner in many cases, and that it is & constant threat to expanding
business enterprises. Fear of the penalty tax is said to result fre-
quently in distribution of funds needed by the corporation for expan-
sion or other valid purposes.

The House and your committee believe it is necessary to retain the
penalty tax on unreasonable accumulations as a safeguard against
tax avoidance. However, several amendments have been adopted to
minimize the threat to corporations accumulating funds for legitimate
business purposes and to restrict the application of the provision in
the case of small companies. :

A. Corporations Subject to Tax (sec. 63%)
(1) House changes

The House provision which was rejected by your committee is

discussed below,
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(2) Changes made by committee S ‘

Under present law the section 102 tax is. theoret.cally applicable
to publicly held as well as closely ‘held - companies, As'a practical
matter, the Emvmlon has been applied only in cases where 50 percent
or more of the stock of a corpomtlon is held by a limited group, -

The House bill provided a specific statuto rf' exception for any ¢or-
poration which has more than 1,600 shareholders and no more than
10 percent of the stock of which is held by any individual (including
the members of his family). The corporation must demonstrate’its
right to the exception by showing that w mects the stock ownershlp
requirement,

I'estimony ‘before your c()mmittee has indicated that it would be
difficult for many corporations which are generally recognized

e publicly held to establxsh from its records that not inore than

10 percent o its stock is held by an individual and members of his
family. Yet if publicly held corporations are to be exempted from -
this tax it is recognized that a requirement of this type is needed.
In view of this and the fact that this tax is not now in practice applied
to publicly held corporations, your committee believed it was desirable
{,)ouremove the exemption provnded for such corporatlons by the Houso

i
B. Reasonable Needs of the Busmess (sec. 633 of House Bill and sec.

637 of Commatiee Bill)
(1) House changes aocepted by oommzttee

One of the principal reasons for confusxon as to application of the
section 102 tax has been the lack of adequate standards as to what
constitutes the reasonable needs of the business. Some of the stand-
ards informally employed in the past, such as the distribution.of 70
percent of earmn%s have been erroneous or irrelevant,. . More often,
in the absence of adequate guidance, revenue agents in' examining
cases have applied their individual concepts as to %usmess needs..

As a result some improper criteria developed which have led. to
criticism of the tax on unreasonable accumulations. . One such prin-
ciple is the so-called immediacy :test, undoer which there must be'an
immediate need. for the funds in. order- to justify . the iretention: of -
carnings. In some: cases section 102: 'was applied even:though. the
corporation had definite: ;plans for-expansion and the bona ﬁdes of the
cxpansion program were not, in quesmon P L

n order. to-eliminate' the immediacy:test, both the House and your. .
committee have expressly provided in the statute that the reasonable; .
needs of the busmess shall include’the ‘reasonably antncxpated’ ' needs
of the business.. :It is. contemplawd that:this amendmient: will covmf
the cass where the' taxpayer has spécific.and 'definite plans for acquisi~ :
tion of buildings or equipment for use in-thé business. .1t wouldinot -
apply where .the futire: plans are:;vague:and: mdeﬁmto, 01' wbere.;
execution of the plans:is. postponed: indefinitel 37 i

The criticism’has:also ‘been made: that; in etermuiing the reason-
able needs of  the: businegs; .consideration. hais:been: fre?ently given o’
events occurring after the close: of ithe taxable:year. + Your committee
agrees with the House!/that only'the factsias 6f the close of the taxable.:
P'ear sbould be taken iiito 'account in:determihing whether an;acouny=
ation is reasonable, - If-the retention of earnings-isjustified as:of the
close of the taxable year, subsequert events should not bé‘used for. the -
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purpose of showing that the retention was unreasonable in such year.
However, subsequent events may be considered to determine whether
the corporation actually intended to consummate the plans for which
the carnings were accumulated. _

Another subject of controversy in the administration of section 102
has been the use of retained carnings for the purpose of acquirin
another business enterprise. Under existing interprotations, retaine
carnings may be invested in a business enterprise operated directly
by tho taxpayer, but doubt exists as to the operation OF such a business
through a subsidiary corporation controlled by the taxpayer. Your
committee ngain agrees with thie House that where tho taxpayer has
80 percent or moro of the voting stock of another corporation, the
taxpayer should be viewed as though it engaged dircetly in the business
of such other corporation. If the taxpayer's ownership of stock is less
than 80 percent in the other corporation, a fact,ua{ determination
should be made as to whether the funds are employed in a business
operated by thoe taxpayér. IHowever, the operation, through stock
ownership of a personal holding company, an investment company,
or a corporation not engaged n the active conduct of a trade or
business, should not provide a basis for the exclusion of the funds
from possible application of the accumulated earnings tex,

(2) Changes made by committee
Your committeo has revised the draft of the House provision to
indicate in section 537 that the reasonable nceds of the business
include the reasonably anticipated necéds of the business instead of
stating this in a parenthetical phrase in section 533. This is neces-
sary to make it clear that the rcasonable needs of the business,
wherever it appears in connection with this tax, includes reasonably

anticipated needs.

C. Burden of Proof (sec. 634)
(1) House changes accepted by commillee

At the present time if the Commissioner of Internal Revenue
{)roposcs a deficiency on the ground that the taxpager has accumu-
ated carnings and profits in excess of the reasonable needs of the
business, the taxpayer has the burden of proof as to the reasonable-
ness of the accumulation. Moreover, if earmings and profits are
accumulated in excess of the reasonable needs o%sthe business, the
accumulation is deemed to be for the purposes of tax avoidance
unless the taxpayer proves otherwise by the clear preponderance of
the evidence. o i

Your committee agrees with the House that this imposition of the
burden of proof on the taxpayer has had several undesirable conse-
quences, 'The dpoor record of the Government in the litigated cases
in this aroa indicates that deficiencies have been asserted in many
cases which were not adequately screened or analyzed, At the same
time taxpayers were put to substantial expense and effort in proving
that the accumulation was for the reasonable néeds:of the business.
Moreover, the complaints of taxpayers that the tax is used as a threat
by revenue agents to induce settlement on other issues appear to
have a connection with the burden of proof which the taxpayer is
required to assume, It also appears probable that many small tax-
payers may have yiclded to a proposed deficiency because of the
expense and difficulty of litigating their case under the present rules.
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Under the House and your committéee’s bill, the' taxpayer may,
upon receipt of notice of a proposed deficiency with respect 'to the
accumulated earnings tax, file a statement of the grounds (together
with sufficient facts to indicate the ‘basis for the statement) ‘on which
the taxpayer relies to establish the reasonableness of the accumulation.
If the taxpayer submits such a statement within the proper time; the
burden of proof will be upon the Government as to whether the accu-
mulation is in excess of the reasonable neéds of the business. If the
taxpayer does not file such a statement, it ‘must béar the burden:of
proof as under existing law., In-addition, if the taxpayer presents
grounds in its statement which are not supported by the facts in the
statement;. the burden of proof with respect to these grounds must be
borne by the taxpayer. 1f the Secretary or his delegate fails to give
the taxpayer notification prior to the issuance of a notice of deficiency,.
then the Government must bear the burden of proof even though the
taxpayer has filed no statement,

(2) Changes made by committee . .

Apart from'changes made to conform this'scetion with changes'meade
in other sections your committee riade only-one substaritive chiange
in the House provision ' The House provision requires that with the
statement submitted by the taxpayer to shift the burden: of proof
there must also be submitted “facts sufficient to apprise the Secretary
or his delegate of the basis theéreof.”” Your committee believed this
requirement was somewhat too rigid and has substituted “facts sufhi-
cient to show the basis thereof.” _

D. Computation of Accumulated Taxable Income Before Credit (sec.
636 (a) and (b)) L :
(1) House changes accepted by committee S

The House and your committee-have revised .and simplified the
Provisions relating to. computation’ of ‘the :accumulated: earnings tax.
The foreign: tax credit is to be allowed in determining the amount
subject to the accumulated earnings tax. :‘The corporation also is to
be given :credit, in computing ‘the accumulated. earnings tax, for
dividends paid not later than the 15th day of the third month following
the close of the taxable ycar. The latter amendment will aid cor-
porations which’make distribution shortly after the close of the tax-
able year on the basis of their financial position at the end of the year.

(2) Changes made by commailtée -~ = -

Your committee made only technical changes in .the first 2 sub-
sections of section 535. It provided that the alternate capital gains
tax is to be deducted as a tax rather than deducted as a part of the
long-term capital gains tax, .. . . L
E. Accumulated Earnings Credit (sec.686.(¢)) .~ "7 oo

(1) House changes accepted by committee =~ -~ =~ -~ . '~ - =

Under present law small corporatioiis “dre “fréquently inable ‘to”
accumulate fundsfieéded for expansion because of thé threat of section-
102. An analysis of section‘-lozfgeﬁcimciqq in recent years shows, that a
large percentage of, the total number of deficienciés assessed and, col-
lected involved relatively smsll corporations, A large, fﬁ%@pn&a&mﬁ,
the taxpayers 11} this group. paid the proposed aéction 102, tax withoug
contest. ~Tho ricord suggests, that the. difficulties; of proof and the;
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cost of litigation frequently prove to be insurmountable obstacles to
the smaller companies. , A ,

While the change in the burden O{IFrOOf and clarification of criteria
for application of the penalty tax will be of benefit to the small com-
panies, it also appears desirable to provide a minimum amount which
will not be subject to the accumulated earnings tax. Under the House
bill a minimum accumulated earnings credit of $30,000 is provided.
As is indicated below, your committee increased the minimum and
also made other changes of considerable significance.

(2) Changes made by commattee ‘

Your committee has substantially revised the accumulated earnings
credit provided by the House bill. 1t has provided & credit for the
profits of the taxable year which dre retained for the reasonable needs
of the business and provided that in no case is this credit to be less
than the amount by which $60,000 exceeds the accumulated profits of
the corporation as of the end of the prior year. This in effect provides
two changes in present law. In the future this tax will apply only to
the amount unreasonably accumulated. Moreover, in no case will the
tax be imposed on any corporation which has not accumulated earn-
ings to the extent of $60,000, However, earnings may, of course, be
accumulated in excess of $60,000 where the accumulation is for the
reasonable needs of the business. o

Your committee has provided that this tax is to be imposed only on
the amount unreasonably accumulated because it sees no justification
for imposing a penalty tax on accumulated earnings to the extent that
the carnings were needed in the business. It is believed that it is
this aspect of the tax which taxpayers generally find particularly
alarming, because, while they may be confident that they can justify
the accumulation of most of their earnings, they may fecl less certain
about a minor portion of their accumulations and fear that this will
subject their entire accumulated earnings to tax.

The committee approved of the principle adopted by the House of
providing & mininum accumulation for small businesses which in any
case is free of this penalty tax but believed the $30,000 provided by
the House was too small. For that reason it increased this minimum
figure to $60,000.

It is estimated that the changes made by the IHouse and your
Committee in the accumulated earnings tax will decrease revenues in

the fiscal year 1955 by $10 million. |
XVIIIL. Personal Horping CoMPANIES

Both the House and your committee have rotained the provisions
of present law which impose a special tax on the undistributed income
of personal holding companies, Several amendments have been made,
however, to relieve inequities and to provide for more effective
administration of these provisions, .

A. Definition of Personal Holding Company (sec. 642)
(1) House changes accepted by commatlee

Under existing law a corporation first becomes subject to the
personal holding company provisions only if it meets two tests:
80 percent or more of its gross income is personal holding company
income as defined in the statute, and 50 percent or more of iis stoc.
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is owned b{ five or fewer individuals (including metiibers: of ‘their
families). If in any 1 year the corporationi meets the 80 percent
income test, then the percentage test is 70 percent for each of the
next 3 years, Your committee agrees with the House that the appli-
cable percentage for the income test should be the same in each year
and accordingly has accepted the House provision eliminating the
70 percent test. The siﬂ?]e-SOibbrcent' income test will provide for
more uniform treatment of taxpayers and will avoid the entrapment of
taxpayers which may occur under present law, '
The stock ownership. requirements have been retained in sub-
stantially their Er'ese'np form. It has been suggested, however, that,
the purpose of these provisions may be negated where stock 18 owned
by a tax-exempt organization or charitable trust. To prevent this
form of avoidance, the House and. your committee’s bill provide
that an exempt organization or charitable trust is to be counted as an’
individual in determinitig, whether 50 percont or more of the stock is
owned by-five or'léss individuals, S '
The application of the personal holding company provisions to cor-
porations filing a consolidated return has produced uncertainty under
existing law when the common parent corporation receives dividend
income from members of the group. In this situation it would appear
that the group should be considered ‘as a single corporation to deter-
mine whother the personal holding company income test is met,
Accordingly, the provisions which have ‘previously been"applicable
to affiliated groups of railroad corporations are extended to other
affiliated groups. The qualifications for the group, which are different
ll;olwever, under the House and your committee’s bill, are discussed
clow. : S .
(2) Changes made by committee o o
The Housé bill' provides that aconsolidated’ returi may’ be filed’
by a group ‘(other than a grqufp of railrodads) for purposes of ‘the’
personal holding company tax if (1) the common parent dérives 80
percent or more’ of “its'incomé from the affiliated group for the 3
preceding ‘taxablé years, (2) no membeér -of the ‘%’i-oiipjwopldﬂbb; 8
personal holding’company if 'its ‘income ‘derived from the group ‘is.
disregarded, and (3) no member of the group is a corporation exempt

from the personal holding company provisions. ' o

Your' comniittee sees no reason’ why, in-‘determining whether ‘the
porsonal holding’ company tax applies;’ a parént corporation which:
derives more than 20 percent of ‘its incorie from itd own ‘operations
should' be deprivéd of the privilegeé of' having'its jncdine ‘cotisolidated
with that of its subdidiaries. ~As & result your'committee hias stricken
the first requirement provided by the House bill. @

With respect to the second requirement; the attention of your,com-i
mitteo has been called to_the fact that where a corporation receives
almost all of its income from subsidiaries, other’income, although
incidental, may be of the investmetit type'and, therefore, thid réduire-.

ment of ‘the House bill may’deény. it the ¥ight to file s consolidated re-,
turn for purposes of applying the gross income reqilirement, . There-
fore, your committee has provided that'income from outeide the con-.
solidiited grotlp i to"be’ tested urider'this second Houss reqyireinient;
onlgif it constitiites 10 percent or iiore of the company’s gross income.'
addition, your ‘committee has provided that'dividends received'
by the common parent corporation from a corporation in which it
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owns more than 50 percent of its stock shall not be taken into account:
in applying the 10 percent test.

B, Personal Holding Company Income (sec. 543)
(1) House changes accepted by commitiee

The  definition of personal holding company income has been
amended by the House and your committee in two respects, Under
present law cases of hardship frequently arise when a corporation rents
property to its principal stockholders.” Such rental income is treated
as personal holding company income and the corporation may be sub-
ject to the penalty tax. This provision was originally inserted in the
fuw with respect to incorporated yachis and residence but has been
applied in the case of many legitimate business enterprises. The
House and your committee have provided that such rental income is
not to be treated as personal holding company income unless the corpo-
ration has other personal holding company income amounting to 10
pereent or more of its total gross income. In the absence of appre-
ciable amounts of other investment income, rental income received
from sharcholders does not constitute a tax avoidance problem.
Your committee has made a clarifying amendment, which is de-
scribed below, to the House provision, ,

The sccond amendment to the definition of personal holding com-
pany made by the House and your committee makes it clear that
gains from the sale of securitics or commodities are not to be considered
as gross income to the extent of the losses on such sales. Thus gross
income and personal holding company income will reflect only the net
gains from such transactions.

(2) Changes made by commiltee

Your committee has amended the House bill to make clear that in
determining whether the corporation has more than 10 percent of its
income from personal holding company sources, rental income from
persons other than sharehelders is not to be considered as personal
holding company income. Accordingly, the exception in the House
bill will be clearly applicable, for example, in the case of property which
is rented both to sharcholders and to persons who are not shareholders
in the corporation, , ,

A second amendment by your committee to the House bill excludes
from the definition of personal holding company income interest
carned on special reserve funds established under the Merchant
Marine Act, 1936. Such interest is required to be retained in the
reserve funds under the Merchant Marine Act for investment in
shipping and should not be treated as personal holding company
income,

C. Undistributed Personal Holding Company Income (scc. 646)
(1) House changes accepted by committee .

In the computatior of undijstributed income subject to the personal
holding company tax, the deduction for taxes has been clarified by the
House and your committee to provide that taxes are to be deducted
when accrued. Under existing law thoere has been considerable con-
fusion as to whether taxes may be deducted in thé year paid or in the
anr accrued. Both versions of the bill permit taxpayers who have

cen deducting taxes when paid to continue to do so but such tax-
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paycrs may, if they so desire, make an irrevocable election at any time
to change to the accrual method. : o

The deduction allowed for taxes in computing amounts subject to
the personal holding company tax has been extended to include
foreign taxes claimed as a credit for income tax purposes.

Other amendments made by the House and your committee to the
personal holding company provisions include technical revision of the
1 year net operating loss carryforward allowed to personal holding
companies, and limitation of the provision of present law which ex-
cludes amounts subject to a lien from the personal holding company
tax. The lien provision has been amended to provide that any in-
come excluded under this provision is to be included in the income of
the corporation for the year in which the lien is released. Dividends
attributablé to such an inclusion will ba taxable to the shareholders
either in the year of dividend payment or, at the election of the tax-
payer, ratably over the period of the lien.

(2) Changes made by committee

The committee made only technical changes in this section. These
include the restoration of the deduction for the capital loss carryover
provision for the deduction of any alternative tax paid as a tux rather
than as a part of the capital gain deduction, and minor changes in the
charitable contribution deduction,

D. Deduction for Deficiency Dividends (sec. 547)
(1) House changes accepted by commitiee _

The deficien¢y dividend provision, which enablés a corporation to
climinate a prior personal holding company. tax by making & special
distribution of dividends, has been made generally applicable except
in the case of fraud for willful failure ‘to file 'an income tax return,
The technical requiréments applicable to deficiency dividends have
been simplified in both versions of the bill in order to encourage such
distributions, . The benefits of the provision may be obtained by an
informal agreement signed by the taxpayer and the Commissioner’s
representative in lieu of the cumbersome closing agreement procedure
required at the present time. : : .

(2) Changes made by committee

None.

E, Consent Dividends (see. 566)
(1) House changes accepted by committee
The consent dividend provisions of existing liw weré enacted in
connection with the undistributed profits tax in the 1930’s to enable
corporations to comply with dividend distribution requirements with-
out the necéssity of an actual payment of dividends. Since the expira-
tion of the undistributed profits tax, the consent dividend provisions
have been used ‘only by 'pgérédnal'iiolding companies, The House
report indicated that in view of the limited use of these provisions
and the liberalization of the deficiency dividend procedure, it had
decided to eliminate these complicated provisions from the law,
(%) Changes made by committee -
Your committee has restored. the consent dividends:provisions,
Although these provisions are not frequently employed, they may be

48609°—54—¢



76 INTERNAL REVENUE CODE OF 1054

vital to a corporation which is required to distribute its earnings under
the tax laws but is prevented from distributing cash because of loan
restrictions, insufficiency of liquid resources, or for other reasons,
Consent dividends may also be used where the shareholders discover
after the close of the taxable year of the corporation that distributions
during tho taxable year have been inadequate. Under such circum-
stances tho sharcholders may, by the use of consents, agree to treat
certain amounts as distributed (furing the taxable year, Your com-
mittee sces no reason why the corporation should not be entitled to
credit for the distribution if the sharchelders agree to include the
amount in their income as a dividend.

However, your committee recognizes the validity of complaints
directed to the complexity of the consent dividend provisions of tho
present law and has substantially redrafted these provisions in the

interest of simplicity.
I. Integration of Income and Personal Holding Company Tax (sec.

6501 (f))
(1) House changes accepted by commillee

Under both the House and your committee’s bill, the personal hold-
ing tax has been integrated with the income tax so that a single return
will serve thoe purposes of both taxes. Itisanticipated that the Internal
Revenue Servico will provide a separate schedule to be filed by com-
panies subject to this tax.

The integration of the taxes will eliminate the problem that arises
under present law when a corporation subject to the tax fails, because
of negligence or poor advice, to file a personal holding tax return, In
such cases, the period of limitation on assessment of this tax remaing
open indefinitely, and the corporation may be barred from making a
deficiency dividend distribution unless it can demonstirate that the
failure to file a return was due to reasonable cause. Under both
versions of the bill, the filing of an income-tax return will begin the
running of the statute of limitations for both taxes. However, the
period of limitation for assessment is extended to 6 years with re-
spect to the personal holding company tax if the corporation fails to
furnish information as to its stock owncrship and items of personal
holding company income.

(2) Chinges made by committee
None.

XIX. WonrrnLess Stock IN AFFILIATED BANKS (sE¢. 582)

(1) House changes accepted by commatice _

Under present law, losses on completely worthless stock or securities
owned in an affiliated corporation are allowed as an ordinary loss if 90
percont of the aggrogate gross income of the affiliated company for all
taxable years was derived from sources other than investment income,
In the past banks have not qualified for this.tax treatmoent because
most of their income is derived from investment sources, .~

Both versions of the bill remoye this restriction in the case of banks
by treating stock held in an aflilinted bank as a nioncapital asset. This
provision places banks on a ‘parity with othier business corporations,
Although the principal qualification of other types of business affiliates
entitlcf to such tax treatment is noninvestment income, this rule was
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adopted to limit the tax benefits to companies whose saffiliates were
engaged in the same general type of business as the ‘parent, rather
than those used as a dumping ground for undesirable investmenits.
Since loans and investments are the stock in trade of banks, it appears
discriminatory not to.allow banks a similar opportunity to take an
ordinary Joss on worthless stock in an affiliated company.

(2) Changes made by committee

None.
XX, NaTturar RESOURCES

A, Rates of Percentage Depletion (sec. 613 (b))
(1) House changes accepted by commiltee

Under present law taxpayers owning economic interests in specified
types of mineral deposits are allowed percentage depletion deductions
whenever these exceed depletion based on capital costs. Such deple-
tion is computed as the lesser of (a) a statutory percentage of gross
income from mineral pfo;l)erty or (b) 50 percent of the net income from
the property before depletion. On mines of minerals not accorded
percentage depletion, discovery depletion may be deducted as an
alternative to cost depletion if discovery value materially exceeds
investment costs. SR

Under the House and your committee’s bill there are a few in-
creages, but no reductions, in the rates of percentage depletion allowed
by present law and regulations.. The 2 versions of the bill have
continued the present rates of percentage depletion of 27% percent
for oil and gas and 23 percent for sulfur. ~Under the new provisions,
depletion allowances, other than those for oil, gas, and sulfur, are
divided into two groups: Specific items deplotable at 15, 10, and 5
percent and another general ¢lass for all other mincrals.

The sreciﬁc 15 percent group includes: Metal mines, rock asphalt,
vermiculite, and ball, china, and sagger clay. All of these items under
present law are entitled to the 15 percént rate. ,

The specific 10 percent group contains: Ashestos, brucite, coal,
lignite, perlite, and wollastonite. Under present law all of these
items receive the 10 percent rate, although lignite has been covered
only by an interpretation that it is a grade of coal,

The specific 5 percent category includes all the items presently
listed at 5 percent except those given a higher rate, and in addition the
5 percent class is to include peat and mollusk shells (including clam
ghells and oyster shells). =~ o , ;

Generally, the mineralsir the above categories will receive the stated
depletion alfowanceregdrdless of the way they are used. All other
minerals not specifically listed are placed in a general class to receive
percentage depletion at the rate of 15 percent, subject to the limitation
that if they are used for certain purposes for which crushed stone is
commonly used, they arc to be entitled to a percehtage depletion rate -
of 5 percent. ‘This \iso test is imposed to prevent discrimination in
percentage depletion rates between materials which are used competi-
tively for the same purposes, Thegeneral 15 perceity catgory includes
all the minerals not specified in the above groups which under present’
law receive in a few cases 10 percent, but, for the most part, 15 percont
depletion, Tt also includes, for sxample, quartz snnds or pebbles when
sold for their silice content, and novaculite, In addition this general
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group also covers minerals for which percontage depletion is not
resently available such as natural mineral pigments, olivine, and
Eyanite, but it does not include dirt, sod, or mosses, or minerals taken
from thoe sca or air or from similar sources,
The classification of nonmetallic minerals into these broad all-
inclusive groups makes it possible to eliminnto the discovery value

depletion provisions of present law,

(2) Changes made by commaltee

Your committee’s bill makes some specific changes and additions.
The effect is to increase the allowable rates in some instances but to
{P;xlke no reductions as compared either to present law or the House

111,
Under your committee’s bill uranium would receive the 23 percent
depletion rate instead of being included with other metal mines in the
specific 15 percent group. , _

A new 23 percent group is established for the following strategic
and critical minerals if they are produced from deposits within the
United States: Anorthosite (to the extent alumina and aluminum
compounds are extracted from it), antimony, asbestos, bauxite, beryl,
bismuth, cadmium, celestite, chromite, cobalt, columbium, corundum,
fluor spar, graphile, ilmenite, kyamto, lead, lithium, manganese,
mercury, mica, nickel, platinum and platinum group metals, quartz
crystals (radio grade), rutile, block steatite tale, tantalum, thorium, -
tin, tungsten, venadium, zine, and zircon, When these minerals are
produced from deposits outside the United States they will be entitled
to percenta fe'dcp{obion according to the rate classification provided in
the House till, namely, the specific 15 percent group for metals, the
specific 10 percent group for ssbestos, and the general 15 percent
group for other nonmctnﬁics, In the case of those metal ores specifi-
cally listed in the 23 percent category, depletion will be determined
in the same manner and with regard to the same ordinary tréatment
processes as provided under the category of “metal mines.

Bentonite, under your committes’s bill, is placed in the specific 15
percent group instead of being included in the general class which is
subject to the use test. Sodium chloride is moved from the specific
5 percent to the specific 10 percent group. -

Your committee has also modified the treatment of various types
of stone, This is done by placing stone in the general class of all otgor
minerals when used, or sold for use as dimension or ornamental stone.
Under the House bill minerals falling in the general class and used as
dimension or ornamental stone, as well as for common road material,
would be restricted to 5 percent depletion. Your committee’s bill; in
contrast to the House provision, does not name chemical grade lime-
stone, metallurgical grade limestone and slate in the specific 15 percent
class, nor granite and marble, in tho specific 5 percent class. Under
your commitiee’s bill the 5 percont rate will be applicable to stone
when used or gold for use by the mine owner or operator for purposes
other than dimension stone and ornamental stone. The use test,
which determines which minerals of the general class receive 5 instead ,
of 15 percent deplotion, is limited to use as riprap, ballast, road
material, rubble, concrete aggregates or for similar purposes. Thus
all types of stone which are used 'as dimension or ornamental stone
will receive 15 percent depletion, DBuf when any mineral in the
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genceral class is used for such purposes as ballast or road material it
will receive the 5 percent rate which is the same as the rato specified
for gravel and sand. ; . . o

Aﬁthough the general class of other minerals provided by the House
bill is designed to cover all minerals now entitled to percentago deple-
tion but not specifically mentioned in the bill, & number of complaints
have been reccived by your committee that this proposed-treatment
i3 less clear than present law. For this reason, and without limiting
the scope of tho general class, your committee has included in it the
names of the following minerals which are in the present law: Aplite,
barite, bauxite, beryl, borax, calcium carbonates, refractory and fire
clay, diatomaceous earth, dofomite, feldspar, flake graphite, fluorspar, -
fuller’s earth, garnet, gilsonite, granite, lépidolite, magnesite, mag-
nesium carbonates, marble, mica, phosphate rock, potash, quartzite,
slate, spodumene, tale (including pyrophyllite), thenardite; tripoli,
and trona, Soapstone, limestone; and stone used or sold for use by
the mine owner or operator as dimension stone or ornamental stono
were also listed in conformity with the amended treatment of stone.

It is estimated that changes made by your committee in the rates
of percentage depletion will decreese revenues by $34 million in
fiscal year 1955. ,

B. Definition of Income from Property (sec. 613 (c))
(1) House changes accepted by commiltee .

Under present law and the House bill, the gross income rates refeired
to above aro applied to ‘gross income from the property.” This is
defined as gross mmcome from mining, and “mining’’ in turn is defined
as the extraction of the minerals, the ‘“ordinary treatment processes’
normally applied.to obtain commercially marketable mineral products,
and certain transportation. , o _

The House bill continues:these definitions except in three res‘a]pccts.
In the case of magnesite, burning is to be regarded as an ordinary
“treatment process”’ and in the case of talc, fine pulverizing is to be
regarded as such a process, The present deﬁm’tion of “‘sulfur process-
ing” is specifically related to the Frasch process, so that the general
rule for ordinary treatment processes is to be available for sulfur pro-
duced in other ways. -

(2) Changes made by committee

The term ‘“ordinary treatment processes” in the case of coal was
extended by the Committee to include “dust allaying and treating to
provent freczing.” The latter process is now allowed under regula-
tions. Also in tho case of phosphate rock, “sintering and nodulizing”
are included as an ordinary treatment process. :

C. Mine Tazilings (sec. G13) o
(1) House changes accepted by committee _ ' o
Depletion allowances under present-law are allowed with respect to .
mines and natural deposits. The House and your committee’s bill -
extends percentage depletion at the t{‘)p_ro riate ratés to mine owners
for minerals recovoered from the residue’ that had'accumulated from
their mine, The provision does not apply’in the case of ‘a purchaser

of such waste or residue or to a purchaser of rights thereto.



80 INTERNAL REVENUE CODE OF 1954

(2) Changes made by commattee
Your committee bill makes it clear that, while percentage depletion
on waste or residue is not allowed in the case of a direct sale, it is to
be allowed in the case of a successor in interest in a tax-free exchange.

D. Definition of Mineral Property (sec. 614)
(1) House changes accepted hy commiites

Although depletion allowances are computed with respect to mineral
propertics, present law does not define a ““property.” In general ad-
ministrative regulations state that each separate interest owned by
the taxpayer in each mineral deposit in each separate tract or parcel
of land constitutes a property. From the standpoint of both tax-
payers and administrators, however, this division of properties creates
difliculties because, in some instances, it requires the preparationof
multiple depletion schedules and computations where a single compu-
tation would serve the same purpose,

The House bill clarifies the situation with respect to depletable
propertics by adding a statutory definition of ‘“‘the property,” This
provision adopts as the general rule ths same definition relating to
separate interests now established by regulations. In addition, how-
ever, the now ?rovision permits a taxpayer to elect for purposes of
percentage depletion to treat as one properﬁy an aggregation of his
separate minoral interests which constitute all or part of an operating
unit,

(2) Changes made by the committee

While the House bill permits an aggregation of mineral interests
within an operating unit only for purposes of percentage depletion,
your committee allows such an aggregation also for cost depletion.
Where an aggregation is elected, the properties must also be aggre-
gated in computing basis for gain or loss, -

Your committee also permits an aggregation of interests in the case
of owners of nonoperating interests, such as royalties, if these interests
are in a single tract or contiguous tracts, and providing that the owners
show the aggregation to be necessary to prevent exceptional hardship.

E. Exploration Ixpenses (scc. 615)
(1) House changes accepted by committee

The House bill made only technical changes in regard to exploration
expenditures.

(2) Change made by committee '

Under existing law and the Ilouse bill, a taxpayer may deduct in
the current yesr expenditures for mine exploration not in excess of
$75,000, or he may elect to defer any part of these expenditures and
deduct them ratably as the ores or minerals are sold. The deduction
or clection is limited to any 4 years, Your committee has increased
the annual limit on the amount of exploration expenditures which may
be expensed or deferred from $75,000 to $100,000. '

F. Gain or Loss in the Case of Timber, Coal, or Iron Ore (secs. 272, 631)
(1) House changes accepted by committee o -

Under present law a taxpayer who owns or has contract rights to
cut timber may elect to treat the outting of timber as a sale or exchange.
Similarly, a taxpayer who owns timber or who receives coal royalties
may treat his receipts from the disposition of timber and coal as capital
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’

gain, The House bill includes a provision identifying ,expenses in
conncetion with the sales, or with receipts of royalties’ from leases,
which are to be treated as an adjustment -to the basis and an offset
against capital gain and those which are properly applicable against
ordinary income. The expenses which serve to reduce the amount
of the capital gains are, under section 272, disallowed as deductions
in computing ordinary. taxable income.

In addition, the word “owner” in the case of certain sales of coal is
defined in the House bill to mean any person who owns an economic
interest in coal in place, including & sublessor.,

(2) Changes made by committee

Your committece has rearranged the treatment: provided by the
House bill into two parts relating (1) to timber and (2) to coal, and
this latter part is extended to iron ore from deposits in the United
States. Thus royalty income of a lessor from s domestic iron ore
property held for more than 6 months will be considered as gain orloss
on the sale of the iron ore, In these cases percentage depletion will not
be available. ‘ .

The separate provision for capital gains treatment of timber elimi-
nates the specific House requirement for allocation of expenses, and
in effect continues the treatment of such expenses which is provided
under present law and regulations, Conforming changes are made in
scction 272 by deleting all references to timber expenses.

A new Erovision is added stating that the date of disposal for timber
is to be the date such timber is cut unless the timber 1s paid for prior
to cutting. If tho timber is paid for and then is cut at a later date,
the taxpayer may elect to treat either the date the timber is cut or
paid for as the date of disposal. Your committee dlso provides that
an owner of timber is’to include a sublessor for purposes of receiving
capital gain treatment in the same manner as was provided in. the
House bill in the case of ¢oal. In addition, the term “timber” in the
committee bill will include “Christmas trees,” i. e., evergreen trees
which are more than 6 years old when severed from the roots and
which are sold for ornamental purposes. A o

Since your committee was considering only the problem of taxing
coal, timber, and iron ore in 1954 and future years, no inference shoulﬁ
Ibe drawn from your committee’s action as to the meaning of present

aw. ‘ .
It is estimated that the allowance of capital gains treatment in tlhe
ca.sl?. of iron ore will decrease revenues in the fiscal year 1955 by $10
million.
4. Capital Expenditures (sec. 263)
(1) House changes
The House bill made no change from present law in this area.

(2) Changes made by committee - B
Your committee has.added an amondment to make it clear that the
provisions of the bill do not affect the treatment now allowed by 'reﬁula-
tions relating to the deduction or capitalization of intangible drilling
and development costs in the case of oil and gas. '
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XXI. lEsraTes, Trusts, AND THEIR BENEFICIARIES

Subchapter J of H. R. 8300 provides a logical arrangement of the
provisions governing the income taxation of estates and trusts and
their beneficiaries, and combines in one place the substantive rules
relating thereto. Moreover, the House bill contains a number of
substantive changes in the tax treatment of estates and trusts which
are intended to eliminate uncertainties, g)lug loopholes, and cure in-
equities which oxist under present law, Special types of trusts which
are not governed by those provisions, such as employees’ trusts and
common trust funds, are treated elsewhero in the new bill,

A. General Rules (subpart A, secs. 641-643)

(1) House changes accepted by commiltiee

Your committee’s bill contains the basic principles of existing law
under which estates and trusts are treated as separate taxable entities,
but are generally regarded as conduits through which income passes
to the beneficiary. The estate or trust is taxed in general in the same
manner as an individual, but is allowed an additional deduction for
income distributions to its beneficiaries.

The credits'and deductions provided by section 642 are substantially
the same as under present law with two exceptions: _

(@) The deduction for a personal exemption wag increased from
$100 to $300 for certain trusts (the present $600 for estates re-
mains unchanged) to eliminate the taxation of small amounts of
capital gains realized by cifrrently disttibutable trusts. ,

(b) An exclusion is allowed for the first $50 or $100 of dividend
income and a tax eredit equal to 5 percent or 10 percent of any
remaining income, to aline the tax treéatment.of trusts and estates
with the general-dividends-received provision.,

The bill adopts the genéral principle that to tlic extent of the trust's
current income all distributions are deductiblé by the estate or trust
and taxable to the beneficiaries. This approach représents a basic
departure from the general rule of the existing law that taxable dis-
tributions must be traced to the income of the estate or trust for the
current year. - ‘ , ‘ .

This approach, however, requires the use of a measure to impose an
outside limit on the total distra)utions deductible by the estate or trust
and taxable to the beneficiary, In general, the measure adopted by
the bill for this purpose is taxable income, computed without regard to
capital gains and l]osses unless these gains and losses are utilized in
determining the income available for distribution. ,

In order to implement the conduit theory in a satiefactory manner,
it is necessary to incliide in the measure items of income and deductions
which are not reflected in taxable income. The bill adopts the.concept
of “distributable net income’’ as the measure and adjusts the amount
of the distributions deductible by the estate or trust and taxable to
the beneficiaries by eliminating fiot only capital geins and losses but
items of income and expenses which do not enter mto the computation
of taxable income. Thus, the distributable net income of an estate
or trust is defined as its taxable income for the current year, excluding
capital gains and losses not distributed by the estate or trust, the
portion of extraordinary dividends and taxable stock dividends
allocated to principal (in the case of simple trusts described below),
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and the dividends-received exclusion, but including tax-exempt interest
and foreign income of foreign trusts, ~ -

The approach adopted by the bill eliminates the necessity, in deter-
mining the taxability of distributions, of tracing such distributions to
the income of the estate or trudt'for the current taxable yedar. The'
simplicity of this general principle makes it possible to eliminate the
so-called 65-day and the 12-month rules of existing law. Under the
bhill, with certain exceptions, amounts distributed in 1 year will not
be considered to have been distributed in a preceding year, and the
source of a distribuition, whether made from the income of the current
year or of a preceding year, is immaterial in determining tho taxability
of the distribution in the hands of the beneficiary. Furthermore,
amounts not included in the gross income of the estate or trust will
generally not be taxable to the beneficiaries.

(2) Changes made by committee )

Your committee has made the following changes in sections 642 and
643: : . :

(a) A rule for determining the time a beneficiary is deemed to have
received dividends for purposes of the dividends received credit of
section 34 and the dividends received exclusion of section 116 has been
added to section 642 (a) (3).

(b) Subsection (h) of section 642 appeared in substance in the House
bill as section 662 (d), relating to excess deductions on termination
available to beneficiaries. Under this provision unused loss carryovers
and deductions in excess of gross income in the year of termination of
the estate or trust are made available to the remainderman to whom
the property is distributed. Under existing law these unused carry-
overs and excess deductions are wasted when the estate or trust ter-
minates. - . .

(¢) The definition of distributable net income contained in the House
bill has been clarified by certain technical changes.

Also, other changes of a technical nature have been made with
respect to these provisions, ‘

It is estimated that the increase in the exemnption from $100 to $300
1'01;‘I lgermin trusts will decrease revenues in the fiscal year 1955 by $3
million,

B, “Simple” Trusts (subpart B, secs. 661 and 662).
(1) House changes accepted by commyitiee .

A trust (but not an estate) may qualify under the committee’s
“simple trust’’ provisions if all of its income is required to be distributed
currently and it makes no charitable distributions. If it makes
occasional distributions out of principal it is disqualified only for the
years in which the principal:is distributed. ' : :

Qualifying. trusts are allowed to deduct distributions made to the
extent of their distributable net income and beneficiaries are required
to include the distributions in their incomes for tex purposes only to
the same extent. - , ' B T -

The bill expressly provides that the character of the income.to the
beneficiaries is to be the same as it was in the hands of the trust (e. g.,
capital gains to the trust are capital gains to the beneficiaries) and a
specific rule is provided to divide up the various types of income among
the beneficiaries, ‘
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Essentially the treatment provided for simple trusts is the same as
that provided by present law but for these trusts many complicated
provisions, required for the more complex trusts, are separated and
made inapplicablo. Your committes believes that these provisions
will materially simplify the law with respect, to the large majority of
trusts which will qualify under these rules,

(2) Changes made by committee

None.
C. “Complex” Trusts and Estates (subpart (7, secs. 661-663)

(1) House changes accepted by committee

For ull eslates and trusts not qualifiying uuder the simple trust
provision (including discretionary trusts, trusts with charitable bene-
ficiaries, and trusts making current distributions but also making
distributions of principal) deductions are—

(a) first allowed for distributions required to be made currently,

and
() then, if any distributable net income remains, allowed for
any other amounts distributed (other than ’gifm or bequests) but
only to the cxtent of the remaining distributable net incomo.

In the case of these trusts or estates which may have paid out or set
aside amounts for charitable purposes, their taxable income, and there-
fore their distributable net incomo, i already reduced by such amounts,

The beneficiaries of these trusts (or estates) are required to include
in their income for tax purposes, distributions made to them out of
income required to bo distributed currently and then other distribu-
tions made to them to tho extent of their proportionate share of the
amount allowed as a deduction to the trust. ,

The bill specifically provides that the income to the beneficiarics,
as in the case of the simple trusts, retains the same character it had in
the hands of the trust, with each beneficiary considered as receiving
his proportionate share of all types of the income distributed.,

(2) Changes made by commillee

Section 663 of the House bill has been completely revised. Sub-
section (a), relating to amounts which are excluded from the appli-
cation of sections 661 and 662, has been revised in order to clarify
and make more certain which distributions are to be excluded as
gifts or bequests. In general, a gift or bequest which must be paid
o.lith]cl;i in & lump sum or in not more than three installments is ex-
cluded.

Subsection (b) of section 663 is entirely new. It was brought to
the attention of your committee that in certain instances the terms
of the trust instrument of existing trusts preclude distributions until
the close of tho taxable year and thus distributions are made in
reliance on tho 65-day rule of existing law. Your committee has
adopted subsection (b) to prevent undue hardships and inequities in
this connection with respect to these trusts which were in existence
prior to January 1, 1954, by giving the fiduciary a right to irrevocably
elect to apply the 65-day rule. v .

Subsection (c& of section 663 is entircly new. Under the theory-
adopted in the bill, as under present law, 1t is possible that one bene-
ficiary may be subjected to tax by reason of trust income which is
reserved for and only available to another beneficiary, Under this
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provision if it is determined .under pertinent regulations prescribed by
the Sccretary that a trust having two or more heneficiaries is to be
administered in well-defined separate and independent shares, such
scparate shares are to be treated as separate trusts for the purpose of
determining the amount of distributable net income uvuilagle for
allocation to the beneficiaries. It is believed that this provision will
remove inequitabloe results that may result under present law in those
instances in which the grantor clearly intends each beneficiary to
have a definite share,

D. Five-Year Throwback Rule (subpart D, secs. 6656--668)

(1) House changes accepted by committee ,

In spite of the “65-day and 12-month rules’” of existing law, it is
still possible to shift the tax burden in part from -a beneficiary to s,
trust. For example, if the distribution of trust income for one year
is deferred to a date more than 65 days after the beginning of the
following year, and the trust income for the following year is distributed
within the first 66 days after the end of that year, the beneficiary is
taxable to the extent of the trust income for the second year only,
even though he received all the income for both years. The purpose
of the ‘“‘throwback rule” is to close this tax-avoidance loophole in the
existing law. : B ,

T'o meet this and similar sitaations, your committee’s bill provides
that distributions by a trust in excess of its distributable net income
for the. current taxable year will be “thrown back” to each of the 5
preceding years in inverse order and will be taxed to the beneficiaries
to the extent that the distributable net income of those years was not,
in fact, distributed. _

To prevent double taxation, the beneficiaries receive a credit for
any taxes previously paid by the trust which are attributable to the
excess so- thrown back. However, the beneficiaries are deemed to
have received their share of the tax paid by the trust on this excess.
In effect, the beneficiaries, except:for the fact that they report the
income currently, are placed in the same position as if the trust made
the distribution st the time it received the-income. This throwhack
grovision applies only to accumulations of income in taxable yecars

eginning after December 31, 1953. It does not apply to estates or
generally to simple trusts.
(2) Changes made by coramittee

Under the House bill distributions exceeding distributable net
income by less than $2,000, distributions representing accumulations
during the minority (or before the birth) of the beneficiary, and dis-
tributions for the maintenance, support, or education of & beneficiar
were specifically excluded from the application of the 5-year throwback:
rule. ~Your committee believes that the exception for “mainténance,

,,,,,

support, or education of the beneficiary” is too broad and, in order to
prevent employment of this provision as an escape.from the applica-
tion of the rule, has amended this section so that the exception will
af)pl{ﬂonfl’_ to amounts distributed to mest the “emergéncy needs”
of a beneficiary, ' o

In addition, your committee has inserted two new exceptions.
Sécﬁon".éﬁi‘(bs ‘{g) excepts from the ap'glicdtifon_bf,tbe throwback rule
certain distributions required to be made under the terms of trusts in
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existence prior to January 1, 1954, under which a¢cumulated income
is required to be distributed at specified ages of at least 4-year inter-
vals after the beneficiary reaches the age of 21 years.

Paragraph (4) of section 665 (h) excludes amounts distributed to a
beneficiary as a final distribution of the trust where such distribution
does not occur within the first 10 years following the last transfer of
property to the trust, It is beﬁeved that these two additional
excoptions to the throwback rule cover those situations in which
legitimate estate planning and management, rather than tax avoid-
ance, motivate the distributions.

Your committee has also made certain technicel amendments with

respect to other provisions in this subpart,

E. Applicability of Provisions (sec. 683).

The provisions of this subchapter are applicable only to taxable
years I)eginninF after December 31, 1963, and ending after tho date of
enanciment of this bill.  Under the House bill the 65-day rule of present
law was made inapplicable to distributions made within the first 65
days of any taxable year commencing after January 1, 1954, It has
come to the attention of your commitiee that numerous hardships will
result from such a provision since many taxpayers have conducted
their affairs in reliance upon the 65-day rule o} present law. Accord-
ingly, in order to avoid such hardships and inequitiés your committee
has amended section 683 to provide for the application of the 65-day
rile of present law to distrigutions made within the first 65-days of
the first taxable year subject to the new provisions of this bill.

F. “Clifflord” Type Trusts (secs. 671-678)
(1) House changes accepted by commitlice o
'The House bill provides rules to determine when a trust’s income is
to be taxed to the grantor because of the grantor’s substantial
dominion and control of the trust property or income. . _
Existing law contains a statutory provision dealing with trusts in
which the grantor retains a power of revocation and also a provision
dealing with trusts whose income is accumulated or used for the
benefit of the grantor, Ia addition, regulations (commonly known as
the Clifford Regulations) provide a series of rules to determine when
trust income is to be taxed to the grantor because of: a reversionary
interest within a specified period; powers to control the beneficial
enjoyment;or certain broad administrative powers, These regulations
are based on the assumption that the grantor may be taxed under
the general definition of income. If the grantor retains such elements
of control, he is deemed to be the owner even though the trust is
irrevocable. o ' _. L L
Your committee believes that the ruleg for determining when' the
rantor should be treated as the substantial owhner of the trust should
e set forth in the statuto rather than left to regilations. Thus, the
bill includes specific provisions to this effect in the estate and trust
chapter. These provisions generally adopt the approach of the reguld-
tions (and the two provisions of existing law) but Wwith ‘important
modifications, | e
Under the regulations, trust income is taxed to theg [,n&;i‘f,wher,e
he can take back the principal or income within 15 years, if he (or
his wife) as trustee has certain administrative powers over the trust
property. 1f he does not possess these powers, the trust income will
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be taxed to him if he can recapture, the principal or income within
10 years, Under your committee’s bill the grantor.is not to be taxed
by reason of a reversionary interest in an irrevocable trust unless
the reversion may occur within 10 years. If the beneficiary is a
designated school, hospital, or church, the grantor is.to be taxable
because of a reversionary interest onfy if the reversion will occur
within less than 2 years. - : . :

The bill also departs from the regulations in the ‘treatmont of a

ower to apportion income or principal among different. beneficiaries,

nder tho regulations, the grantor will be taxed on the trust income if
certain related or subordinate trustees hold such a power. . Under the
bill, the grantor will not be taxed. if he can cstablish that the related or
subordinate trustee is not acting in accordance with the grantor's
wishes, However, the grantor must overcome a presumption that the
related or subordinate party is subservient to him. S

A person other than the grantor may be treated as the substantial.
owner of a trust if he has an unrestricted power to take the trust
principal or income, or if he has modified this power (by release or
otherwise) but has retained powers of the type which W‘ou{ ;make the
grantor taxable, unless the grantor himself is desmed taxable because of
such a power. Similar rules are contained in the regulations under
existing law (commonly known as the Mallinckrodt Regulations).
The bill, however, makes & specific exception to the effect that a power
to apply the income for support of dependents is not to result in the
trust income being taxable to such other person unless the income is
actually applied for the support of dependents.

(2) Changes made by committee - -~ »

Your committee has generally adopted the provisions of the House
bill but has made certain technical changes, principally to insure that
the provisions of the bill are more c¢losely aligned with the provisions
presently contained id existing regulations, -

G. Revenue Effect ,

Only the increase in exemptions from $100 to $300 is expected to
affect revenues to an appreciable extent. Tt is estimated that this
will decrease revenues in the fiscal year 1955 by $3 million.

XXII. INcoms 1N Respecr or DecepeNTs (Sucs. 601, 692)

(1) House changes accepted by committee o _
Under existing law income in respect of a decedent which is received
after his death by his estate or other beneficiarics is taxed to the re-
cipients rather tg’{m being treated as accruing .to the decedent in &
lump sum immediately prior to his death. The recipients are allowed
an offsetting deduction for any estate tax attributable to' the inclusion
of this right to income in the decedent’s gross estaté, but do not ac-
quire a new basis for this property at the date of the decedent’s death,
" The above treatment, under existing law is limited to the. first
decedent, Thus, &' widow of ‘an insurance ‘agont who réceives the
right "to commissions ‘on future insurancs premiums;inclides these
commissions in her inbome, when receivéd and is allowed a deduction
for any estate tax afttributable to the 'commissions,. However, if
the widow dies and-the rigiht to any remaining flituré commisgions is
left in her estate, existing law requires the lumping of these rights'to
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income in the widow’s last income tax return rather than treating it as
income in respect of a decedent, Your committee’s bill gives relief
in this situation by providing that a right to income réceived from a
decedent, or & prior decedent, is to be inchidible in the income of the
recipient with an offsetting deduction for any estate tax attributable
to such proporty.

Under existing law, it is not clear whether income in respect of &
decedent which 18 received by an estate or trust will be treated as such
in the hands of the beneficiary if distributed by the estate or trust.
Your committeo’s bill provides that if the estate or trust makes a
distribution of income In respect of the decedent, the deduction for
the estate tax is to be given to the recipient beneficiary, instead of the
estate or trust,

Under existing law, gain on uncollected installment obligations, is’
treated as realized on the death of the decedent. An exception is
provided to this rule, however, if a bond is filed which'is conditioned
on the subsequent reporting of the gain on tho obligation by the
person who acquires the ob;l;iga,t»ion from the decedent. Your com-
mittee’s bill eliminates the necessity of this bond requirement by
providing that in all cases the uncollected installment obligations are
to be treated as income in respect of the decedent. The recipient will
therefore report the installment gain in the same manner as if it had
been received by the decedent, Also tho recipient will be entitled
to a deduction for any estate tax attributable to inclusion in the
decedent’s estate of the right to the {nstallment income,

The House and your committea’s bill also extends the treatment pro-
vided for income in respect of a decedent to several forms of income not
now eligible, This treatment is extended to that part of the value of
a survivor’s annuity included in the estate-tax base of the decedent
annuitant which represents the interest accumulation for the survivor
annuity since the annuity’s purchase. This treatment is also extended
to the value of unexercised “restricted stock options” included in the
gross cstate of the decedent employee and to F&yments' to a deceased
partner by a partnership which are includible 1n the income of the
estate or beneficiary of the deceased partner. This treatment is
provided for these new forms of income as a part of your committée’s
policy of providing that all property or property rights included in a
decuXent’s gross estate for estate-tax purposes either receive a new
basis at the date of his death or, if subsequently to be reported as
income when that event occurs receive a deduction for the estate tax
paid in the decedent’s estate attributable to such property.

(2) Changes made by committee 4 o

Your committee deleted from section 72 a provision for an additional
deduction to a survivor in a joint and survivor annuity baséd upon the
estato tax attributable to a portion of the basis of the annuity for estate
tax purposes. This provision was contained in subsection (j) of
section 72. It was considered by your committee that the manner in
which the deduction was provided in the House bill took into account
mortality gains and losses that were already given adequate considera-
tion in establishing the exclusion ratio. ’I{mre’ is 'a problém of double
taxation between the estate tax and theincome tax of the survivor’s
share of n joint and survivor annuity, but it is'best recognized, as a
problem similar to taxation of income in respect of decedents, ©
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Under section 72 in a joint and survivor annuity, an exclusion ratio
will be determined which will indicate the average interest earnings
over the combined lives of the two annuitants. The survivor will
continue to use this exclusion ratio although. somewhat less interest
than this will be earned. in the latter years while she is receiving an
annuity and more interest than this will be earned in the early ycars
while they are both receiv’ing the joint annuity. The provisions
contained in subparagraph (C) in both paragraphs (1) and (2) of
subsection (c) of section 691 are designed to provide a deduction to the
survivor based upon the estate tax attributable to a portion of the -
survivor annuity which represents the excess interest earned while the
annuity was being rececived jointly. This is, in effect, income in
respect of & decedent.  This deduction will be spread ratably over the
life expectancy of the survivor.

XXIII. PARTNERS AND PARTNERSHIPS

The existing tax treatment ‘of partners and partnerships is among -
the most confused in the entire income tax ﬁelcF. The present statu-
tory provisions are wholly inadequate, The published regulations,
rulings, and court decisions are incomplete and frequently contradic-
tory. As a result partners toduy cannot form, operate, ur dissolve
a partnership with any assurance as to tax consequences. _

This confusion is particularly unfortunate in view of the grent
number of business enterprises and ventures carried on in partnership
form, It should also be noted that the partnership form of organiza-
tion is much more commonly vemploye(r by small businesses and in
farming operations than the corporate form,

Because of the vital need for c{ariﬁcati(‘)‘n‘,‘ the House and your com-
mittec have undertaken the first comprehensive statutory treatment
of partners and partnerships in the history of the income tax laws.
In establishing a broad pattern applicable to partnerships generally,
the principal objectives have been simplicity, flexibility, and equity
as between the partners. L .

In general, the proposed statutory treatment retains the existing
scheme of regarding the partnership as merely an income-reporting,
and not & taxable, entity. In addition, a statutory pattern has been
established for contributions to a partnership, distributions by a
partnership, transfers of partnership interests by sale or on the death
of & partner, termination of partnership texable years, transactions
between o partner and the partnership, and the treatment of payments
to a retiring partner or & deceased partner’s estate or heir, .

A. Determination of Taxr Liability (secs. 701-708)
(1) House changes accepted by commillee 4

(@) Income of partners,—Under the House and your cominittee’s
bill, as under present law, partners will be liable individually for in-
come tax on their distributive shares of partnership income, The
partnership will act as a mere conduit as: to'income and loss items,
transferring such items directly to the individual parthets. o

The items required to be segrégated will retain ‘their Oriiinul
character in the hands of ‘the partner &s though they were realized
directly by him ‘from_the same source from which realized by thé
partnership and in the same manner. After excluding'the items
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required to be separately treated, the remaining income or loss, which
corresponds to the ordinary income or loss of the partnership under
present law, is attibited to the partners. -

The computation of partnership income is generally on the samo
basis as existing law, The partnership is allowed the usual business
deductions, but is denied the deductions peculiar to individuals.

Both versions of the bill provide that all elections with respect to
income derived from a partnership (other than the election to claim a
eredit for foreign taxes) are to bo made at the partnership level and not
by the individual partners, This rule recognizes the partnership as an
entity for purposes of income reporting, It avoids the confusion
which wou{d occur if each partner were to determine partnership
income separately for his own purposes.

(b) Distributive shares,—'The taxation of partnership income or
other items direetly to the partners requires a determination of each
partner’s share of such items, In gencral, such shares will be deter-
mined in accordance with the partnership agreement as under existing
practice. , ,

In the case of property contributed to a partnership, there has been
considerable (lou{;t, under present law, as to the partners’ distributive
shares of gain and loss upon the sale of such property and as to the
allocation among the partners of depreciation on such property. This
problem arises when the tax basis of the contributed property is greater
or less than the value of such”property at tho time of contribution,
Under the approach adopted by the House bill, the so-called entity-
rule, the allocation of gain or {oss and of depreciation is to be in
accordance with the distributive shares of the partners gencrally.
Thus, if 1 of 2 equal partners contributes to a partnership property
which is worth $100 but hds a tax basis of $40, and the othér paftner
contributes cash of $100 which is used to purchase property with a
value of $100, tho partners will share equally in the depreciation
allowance, notwithstanding the low basis of the property contributed
by the first partner. The sharing of gain or loss upon a sale or
exchange of either property will also be identical as between the
partners.  However, upon the liquidation of the partnership the
partners who have received too large depreciation deductions (or too
small o gain) will receive relatively larger capital gains than will be
true in the case of tho other partners. This gencral treatment was
adopted because of its extreme simplicity as contrasted with any other
alternative and because it conforms to the usual expectations of
partners., , ;

Your committee has accepted as a general rule the “entity’ rule
provided by the House bill hut, as is indieated in the discussion below,
also permits the use of the so-called aggregate rule for contributed
property. ,

10)) I'.%termimtio’n of basis of partner's interest.—The House bill pro-
vides that the basis of a partner’s interest in a partnership is to be his
basis for any contributions he made to the partnership and the amount
he paid for any purchased interest, subject to certain adjustments,
This basis is to be increased by the partner’s share of income reccived
from the partnership, whether or not it was'taxable to him. It also
is to he decreased by any distributions of money or property made to
the partner and by his share of the partnership losses and expenditures
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of thoe partnership which were not deductible for tax purposes and
were not eapital expenditures.

Although the present statutory provisions do not provide for the
adjustments described above with respect to the basis of a partner’s
interest in & partnership, these adjustments are implicit in the present
provisions and regulations. Your committece has in general adopted
these House provisions but, as indicated below, has provided an
alternative method for determining the basis of a partner’s interest
in certain cases. ‘

(@) Taxable years of partners and partnerships.—Under existing law
a partner treats his distributive share of partnership income as income
to him at the close of the partnership taxable year. Such income is
not, reportable by the partner until he files his return for the taxable

ear in which such partnership year ends. Because of these rules it
Kas been possible, generally by the selection of a fiscal year as partner-
ship year, to postpone the realization of partnership income by as
much as 11 months, o o
. To prevent this practice, the House bill provides, in' general; that
a {mrtr’i‘br’ship may not, without the consent of the Secretary or his
delegate, either adopt a fiscal year or change from a calendar year
to a fiscal year. The same requirement is made applicable to part-
ners shifting from a calendar }year to a fiscal year basis; The House
report suggests that the use of a fiscal year would ‘be approved where
valid business reasons for such an accounting period are shown, .

As indicated below, “%our committee has revised considerably this
provision of the House bill, ~~ L ; o
~ Under present law there has been the contention that the death of a
partner closcs the partnership year and the bunching of more than' a
yedr’s income in the decedent’s last year. Where the partnership and
the partners are on different taxable years, this would have the effect of
concentrating as much as 23 months’ income'in the final return of :the
deceased partner, that is, the income for the partnership year ending
within his taxable year and the income for the taxable year closed by
tho partner’s death. Both the House and your committee’s bill make
it clear that the partnership year does not close upon the death of the
partner. The partnership year will run to its normal conclusion, and
the decedent’s share of the income for this year will be taxable to the
estate. T'o the extent that the right to receive this income constitutes

income in respect of a decedent, the estate is entitled to 'a deduction
for estate tax attributable to the inclusion in the decedent’s estate.

Both versions of the bill also provide that the taxable year of a
partnership‘is not to close as a resuit of the admission of a new partner,
the liquidation of a partner’s intorest by means of a distribution, or &
sale or oxchange of a partner’s interest in the partnership. Thus, it
will not be possible by any of these events in themsclves to terminate
the partnership-taxable year and commence a new partnership year,
However, the partnership. year does close if there is a termination of
the partnership, A termination is defined for this purpose as a dis-
continuance of the business activities carried on by the partnership, or
the sale of an interest of more than 50 percent in {:]mrmérship capital
or profits to persons not members of the partnership.- The partners
may elect to ignore the termination if they wish to continue to the
close of the normal partnership year,

48509 *—54——T
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While the partnership year does not close for the continuing part-
ners when a partner severs his interest in the partnership, the partner-
ship year does close with respect to such partner. When a partner
merely reduces his interest in'a partnership, there is no change in the
partnership taxable year with respect to him, but the amount of his
distributive share must be determined with regard to his ownership
of varying interests during tho year,

(e) Transaction between partner and partnership.—When a partner
sells property to, or performs services for the partnership, the problemn
arises wfmthor the transaction is to be treated in the same manner as
though the partner were an outsider dealing with the partnership
(the—“entity’ approach). An alternative (“aggregate’” approach) is
to view the parener as dealing with himself to the extent of his own
interest and as dealing with the partnersbip with respect to the
balance of the transaction. The present code fails to cover the prob-
lem: and judicial decisions on the subject go in both directions. Be-
cause of its simplicity of operation, the “entity” rule has been adopted
by the House and your committee.

However, certain safeguards are included to prevent the sale of
property between the partnership and a “controlling” partner for
the purpose of recognizing losses or raising the basis of property.
Under the rule provided by the House bill, a sale between the partner-
ship and a partner will not be recognized if it involves a “‘controlling”
partner, that is, a partner who owns 50 percent or more of a capital or
income interest in the partnership, Where a sale involves a con-
trolling parther, any money or properly passing between the partner
and the partnership under the House bill is treated as a distribution
or a contribution, the basis of the property transferred remaining
unchatiged.  Your commitiec while retaining the entity approach has
as is indicated below, adopted treatment more nearly like that provide(i
in the caso of similar {ransactions between & corporation and its
sharcholder,

The payment of a salary by the partnership to a partner for services
again raises the problem as to whether the partnership is to be viewed
as an entity or merely as an aggregate of the activities of the members,

_Under present law, fixed payments to a partner are not recognized
as a salary but considered as a distribitive share of partnership
earnings. This creates obvious difficulties where the partnership
earnings are insuflicient to meet the salary. The existing dpproach
_has been to treat the fixed salary in such years as a withdrawal of
capital, taxable to the extent that the withdrawal is made from the
capital of other partners. Such treatment is unrealistic and unneces-
sarily complicated. The House bill provides tlhat payment of a fixed
or guaranteed amount for services is to be treated as salary income to
the recipient and allowed as a business deduction to the partnership,
As indicated below, your committee makes slight changes in the caso
of these servico payments and extends the rule to interest payments,

(2) Changes made by commiattee ‘

In general your committce has retained the House provisions
described above. It has, however, made a number of perfecting
_amendments and also the substantive changes, described below,
which are intended primarily to make the House partnership provi-

sions more flexible,
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(a) Aggregate rule for contributed property.—As an alternative to the
entity rule described above for determining the basis of property con-
tributed to a partnership, your committee’s bill provides that, if the
partnership agreement so provides, the basis of contributed property
may, in effect, be divided among the partners in a way whicﬁ attrib-
utes precontribution appreciastion or depreciation in value to the
contributor. " This is to be available for purposes of computing
depreciation, depletion, and gain or loss upon sale but not in the case
of distributions, Thus, in an equal partnership where one partner
contributed cash of $100 to a partnership and the other contributed
property with a basis of $40 but a current value of $100, the partners
could agree that the partner contributing the cash would have all of
the $40 basis for allocating depreciation and also allocating the gain
or loss if the property is sold. . ,

This rule is admittedly.more complicated than the entity rulo which
is provided unless the partnership agreement provides otherwise.
However, while the partriership remains in operation, this aggregate
rule more equitably computes the taxable income of the partners,
Since this is not a matter involving revenue considerations to the Gov-
ernment, and since partners are not compelled to use this rule, your
committee believes that partners should be fres to choose this more
complicated rule for divid‘;ng basis of property if they desire the more
accurate tax results it brings, - :

Your committee has also provided that in the case of undivided
interests, such as joint tenancies, that basis of property is to be deter-
mined (except for distributions) in the same manner as if there were
no partnership, unless the parthership-agreement provides otherwise,
This is designed primarily to avoid the shifting of rules for comput-
ing depreciation, depletion, and gain or loss whern a joint tenancy or
similar undivided interest is unintentionally handle& in such a way
as to constitute a parinership. ) :

(b) Alternative method of determining basis of pariner’s interest.—
Your committee has in general followed the House provision outlined
above for determining adjustments to the basis of a partner’s interest.
It has made it clear, however, that these adjustments need only to be
made when it is necesgary to determine the basis of & partner’s intercst
and need not be made annually., It is generally necessary to know
the basis of a partnei’s interost only in the case of a transfer of an
interest or in tﬁe case of unusual distributions to the partner. Your
committce-has also provided, however, that in lieu of the relatively
detailed adjistments outlined in the House bill for deterniining the
basis of a partner’s interest, this basis may be determined by reference
to the partner’s }i)‘roporbionate share of the adjusted basis of partner-
ship-proporty, The cases in which this alternative, or variations of
this alternative, may be available to a partner are left to regulations.

(c) Changing or adopting new tazable years,—Your committee is as
concerned about the postponement of the réporting of partnership
income by the partners as is the House. However, it also objects
to .the House provision which compels partners and partnerships to
adopt calendar years unless permitted to do otherwise by the Sécretary
or his delegate. Without any standards in the statute, this leaves
in too uncertain a status the types of cases which will be required to
use a calendar ycar.,
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In licu of this provision your committee has provided that partnera
and partnerships may change to or adopt any year they seo fit so long
as both the principal partners and partnership change to or adopt the
same year. Ior this purpose a principal partner is one who has an
interest of 5 perecent or more in the partnership. Morcover, different
taxable years may bo adopted by the partnership and its principal
partners if a business purpose is established to the satisfaction of tho
Sceretary or his delegate for different years.

(d) Transactions belween pariners and parinerships.—Your com-
mittee believed that the House rule which treats gains from trans-
actions between partners and partnerships as distributions or contribu-
tions was unduly harsh since thero is llittlc opportunity in this area
to convert potential ordinary income into capital gains. Moreover,
much more lenient treatment is already provided in the case of similar
transactions between corporations and their stockholders,

In view of this your ¢ommittee substituted for the House rules the
present provisions applicablo in the caso of corporations. Thus,.gains
in such transactions will be recognized unless the partner involved has
an interest of 80 porcent or more, Where the interest is-in excess of
80 percent, tho gain is to be an ordinary gain, In the case of losscs,
the 50 pevcent rule is retained, as is provided for corporations. How-
ever, if the loss is'in a transaction with a partner having an interest
of more tlian 50 pereent, the deduction for the loss is denied.

In the case of guaranteed salary payments your committee followed
the House bill but made it clear that such income is to be reported for
tax purposes at tho end of the partnership year in which it is paid and
that this treatment is only provided for purposes of the reporting of
the income by the partner and the deducting of the payments by the
partnership.  Your committee also extonded this treatment to guare
anteed interest payments on capital,

B. Contributions to a Partnership (secs. 721-723)
(1) House changes accepted by committee ,

Contributions to a partnership will have the same eflect under the
provisions adopted by the IHouse and your committee as under present
wractice.  No gain or loss is to be recognized citlier to the contribut-
ing partiier or to the partnership. Tho property contributed to a
partnership is to have the same basis to the partnership for purposes
of ‘gain, loss, depreciation, and so forth, as in the hands of the con-
tributor, 3 A

The basis of the contributing partner for his interest in the partner-
ship is to be increased by the basis of the property transferied to the
partnership, If the contributed property is subject to indebtedness,
the basis of the contributing partner’s interest is to be reduced by the
portion of the indebtedness assumed by the other partners.

(2) Changes made by commattee
Your committee made no changes in this provision.

C. Distributions (secs. 731-7356)
(1) House ¢hanges accepted by commitiee
As is indicated below, your committee adopted quite different rules
from those provided by the House for the tax treatment of dis-

tributlions.
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Under the House bill, any property distributed by tho-partnership
to a partner would, in general, have the same basis to the distributce
partner as'in tho hands of the partnership, that is, a “carryover” basis,
The money and property distributed would be applied in reduction of
the basis of the interest of tho distribiitee partner, After the basis of
his interest has been used up, any further distribution of money or
property would boe taxed as capital gain to thoe distributeo,

The distribution of money or property under the House bill would
not result in gain or loss to the partnership, Gain or loss was to bo
recognized to the recipient partner where the basis of any money or

roperty received by a partner exceeded the basis of the partner for
His interest in the partnership, The recognition of gain would occur
either in a current distribution not affecting the partner’s relative
interest in the partnership, or in a distribution which reduced or ter-
minated the partner’s interest in the partnership, The recognition of
loss was limited to a distribution terminating the interest of the
partner. In such a liquidating distribution, capital loss was recog-
nized to the extent that the basis of the partner for his interest in the
partnership excceded the basis of the property distributed.

An exception is made to the use of the ‘“carryover’” basis whero the
basis of the property distributed exceeds its value at the time of the
distribution. In this situation, the basis of the property to the dis-
tributee was to be reduced to the fair market value of the property.
The partnership, however, was permitted to retain this “unused
basis’ and apply it to similar property held by the partnership,

A special rule was provided under the House bill for the purpose of
distinguishing bona fide distributions -which are subject to the rulés
discussed above from transactions involving a loan by the partnership
to the partner, When a_partner is obligated to make repayment to
the partnership with respect to money or property received from the
partnership, he was to be treated as receiving a loan to the extent
of his obligation, and no reduction was to be made in the basis of his
interest, If, however, such an obligation was canceled by the partner-
ship without repayment, the partner would then be considered to have
received a distribution equal to the amount of debt canceled. The
transfer of property subject to an obligation to make repayment was
treated as a sale by the partnership, so that gain or loss would be
recognized to the partnership.,

(2) Changes made by committee ‘ . ‘

Your:committee has rovised the general distribution rules provided
by the House bill because of several objections which have been raised
with respect to them. It has been pointed out that the assigning to
the distributee of the partnership’s basis for property distributed in
liquidation of his interest and the recognition of gain or loss on the
difference betwecn this basis and the basis fer his interest in many
cases would result in the taxation of gains where there were no real
gains and the recognition of losses where there were no real losses.

In liou of the House rules for distributions; your committec has
provided that in the case of li(”ﬁxidating distributions the distributee
will substitute for the partnership basis of. the property distributed
the basis ho had for his interest in the partnership. The basis to.the
distributee of inventory items and unrealized receivables, however, is
to be limited to the basis they had in the partnership to prevent the
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conversion of ordinary income into capital gains. With respect to
l)ro])ort,y other than mventory items or unrealized reccivables, tho
yasis of the partnership interest is to be allocated to such property-in
accordance with the basis of the property to the partnership.

To the extent the basis of the distributes for his interest in the
partnership differs from the partnérship basis for the distributed
property the partnership may (if it has generally elected to make such
adjustments) make adjustments to the basis of the property remaining
in the partnership to the account of this difference.

Tho “carryover” provided by the House bill is continued by your
committee in thoe case of nonliquidating distributions. However,
instend of realizing gain where this basis for the property distributed
exceeds tho partner’s basis for his interest, your committee’s bill
provides that tho basis of the property distributed is not to exceed
the partner’s basis for his intorest, .

An exception to these rules is provided, as an optional arrangement,
for a purchaser or transferee of an interest in a partnership. The
purchaser or transferce may, in the case of a distribution” within 2
years after tho acquisition of the interest, apply as the basis of the
distributed property the amount which he paid therefor and for part-
nership property of a like character in which he has relinquished his
interest,

“I'hese new distribution rules limit quite narrowly the area in which
gain or loss is recognized upon a distribution. Gain is to be recog-
nized only whero the money distributed is in excess of a partner’s
basis for his intcrest; and loss is to be recognized in the case of a
liquidating distribution where only money, inventory items and
unrealized receivables are distributed and their basis to the partner-
ship is less than the basis of the partner’s interest. These rules,
combined with the nonrecognition of gain or loss upon contribution
of property to a partnership, will remove detorrents to property being
moved in and out of partnerships as business reasons dictate,

Your committee was also able to remove the House provision pro-
viding special rules where a partner's share of partnerships losses
exceeds the basis of his interest by providing in a prior provision that
such losses would be recognized to the partner when he rcépaid to the
partnership the excess of the losses not offset by the basis for his

interest.
D. Transfers of an Inlerest in a Partnership (secs. 741-743)

(1) House changes accepled by commallee

The House and your committee’s bill retain the general rule of
present law that the sale of an interest in a partnership is to be treated
as the sale of & capital asset. In general, the transfer of an intcrest
will not affect the basis of partnership asscts. Provision -is made,
however, whereby the partnership may elect to adjust thie basis of
partnership assets to reflect the incrcase or decrease in the basis of
partnership interest transferred by sale or upon the death of a part-
ner, The House bill provides that such an election, once filed, is
irrevocable until the termination of the partnership and will require
gimilar basis adjustments with respect to all future transfers of part-
pership interest. Your committee’s bill provides, however, that the
Secretary or his delegate may permit & new election. By making
adjustments to the basis of partnership assets, the same effoct is
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achieved as though the partnership had dissolved and been roformed,

with the transferce of ‘the interest-as a member of the partnership.

The increase or decrease in the basis of partnership assets may be

allocated to such assets in accordance with their respective bases or

ilnlany other equitable manner approved by the Secretary or his
clegate. . ' \

Ibgis to be noted that under the House bill, if the clection to increase
or decrease the basis of pnrtncrship‘Fi’operty is made, the change in
the basis of the partnership assets will affect-all members of the part-
nership according to their distributive shares and not merely the
transferee partner. As indicated below, this is'not true in the caso
of your committee’s bill. :

(2) Changes made by committee

In goneral, your committee has adopted the House provisions relat-
ing to transfers. Thero is one important exception, however, If the
partnership elects to adjust the basis of partnership properties with
respect to transfers, tho adjustment, to the extent it represents appre-
ciation or depreciation in the value of assets after their contribution
to tho partnership, is to be available only for the transferee partner.
Thus, for purposes of depreciation, depletion, gain or loss, and in the
caso of distributions, the transforee partnor, if the partnership elects
to make any adjustment, will have a special basis for partnership
properties wholly apart from the other partners. .

our committee {)elicv(as”that assigning. this special basis largely to
the transforee partner is desirable because it is more accurate than the
House bill in reflecting the increase (or decrease) in basis to the partner
to whom it is attributable. It should be clear, however, that partner-
ships are not required to make such adjustments if they do not desire
to do so. ,
E. Payments to a Retiring Partner or Successor of a Deceased Partner

(8ec. 736) '

(1) House changes accepted by committee

When a partner retires or payments are made to the estate or heir
of a deceased partner, the amounts paid may represent several items.
They may, in part, represent the withdrawing partner’s capital interest
in the partnership. They may include his pro rata interest in un-
realized receivables and feos of the partnership and its potential gain
or loss on inventory. Part of such payments may be attributable to
an arrangement in the nature of mutuarinsurance among the partners,
The present code contains no provisions relating to the tax treat-
ment. of such payments and existing case law presents no consistent
approach, : . S

Both the House and your committee’s bill provide that when a.
retiring partner or the successor of a deceased partnerreceives‘a sharo
of partnership income in return for the complete relinquishment of ‘his
interest in the  partnership, the distributions are to be allocated be-
tween (a) payments for the value of the capital interest and (b) other
payments, Such allocation’ will be made in acéordance with regula-
tions prescribed by the Sectétary or his delegate. ..~ -

The amounts paid for the capital interest of the withdrawing partner
under both bills are treated in the same manner as & distribution.  The
remaining partners, of course, are allowed no deductions for such
payments. Essentially, these payments represent a purchase by the
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remaining partners of the withdrawing partner’s capital interest in tho
partnership,  For this purpose payments for a “capital interest” do
not include amounts attributable to a partner’s interest in unrealized
receivables and fees,

The House and your committee provide different treatment for the
portion of the payments to a withdrawing partner which is not mado
in exchange for his eapifal interest.  Under the House bill these pay-
ments are laxable to the withdrawing partner in the same manner as
if he continued to be a partner and are excluded in determining the
income of the remaining partners.  IHowever, the House bill provides
that if such payments are continued for a period of more than 5 years
alter the retirement or death of the partner, they are to be treated as
a gift from the remaining partners to the withdrawing partner. As a
gilt, the payments made alter 5 years would be taxable to the remain-
ing partners (with no inerease in the basis of such partners for their
interest in the partnership) and exempt from income tax in the hands
of the recipient, T'he provision in your committee’s bill; which has
no H-vear limitation, is deseribed below. ‘ '

Where a retiring partner receives a lump sum or fixed payments
determiied without regard to the income of the partnership, the por-
tion of such payments attributable to the capital interest of the retir-
ing partner 1s to be treated as the purchase of a capital interest by
the remaining partners. The balance, however, will be treated like
a salary paid by the partnership. It will constitute ordinary income
to the recipient and a deduction to the partnership. This part of the
provision 1s the same under both versions of the bill except that
payments of this nature, however, are subject to the 5-ycar limitation,

(2) Changes made by commilice

Your commit{ee made one major change in the House provision re-
lating to the treatiment of payments to a retirifig partner or successor
to a deceased pirtner, The 5-year rule in the House bill has been
abandoned. Thus, to the extent that payments to a retiring partner
or deceased parther’s suceessor are not in exchange for a capital inter-
est, they are treated as deductions to the remaining partners and as
income to the withdrawing partner or his successor irrespective of
over how long a period they may be paid. In addition, amounts paid
for unrealized receivables and for goodwill (unless the partnership
agreement provides otherwise) are also treated as deductions to the
remaining -partners and as income to the withdrawing partner or his

SUCCeSSOT,
F. Collapsible Partnership and Other Provisions Common to Disiribu-
tions and Transfers (secs. 761-766) _
(1) Ilouse changes accepted by commilice

In order to prevent the conversion of potontial ordinary income into
capital gain by virtue of translers of partnership interests or by dis-
tributions of property, certain rules have been adopted by the House
and your committéo which will apply to all dispositions of partnership
interests. The bill provides that if, in connection with the transfer
of a partnership interest, the partner receives any amount attributable
to his share of (1) the unrealized receivables of the partnership or (2)

substantially appreciated inventory or stock in trade, such amount
are to bo treated as ordinary gain or loss, In effect, the partner is

treated as though he disposed of such items independently of the rest
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-of his partnership interest. ‘The same situation exists where a distri-
bution to a partner has the effect of a sale of all or a part of his proper
share of reccivables or appreciated inventory items. .

Sinco, in the case of a transfer an ordinary income tax is paid by tho
seller on these items, the purchaser of an interest is permitted under
the House bill to exclude from his gross income an amount equal to the
income recognized by the seller with respect to such items. This
amount was to be spread ratably over the period of time in which it is
estimated that the unrealized receivables will be collected or the inven-
tory disposed of, or could be allocated in any other equitablo- manncr
which is approved by the Secrectary. These exclusions are also avail-
able in the case of disproportionato distributions since essentjally this
also is an exchange. Under your committeo’s bill this special exclusion
is unnecessary becauso the transferee may have, if the partnership so
elects, a special basis for partnership assets, o

The term “unrealized receivables’’ applies to any rights to income
which have not been included in gross income under the method of
accounting employed by the partnership. The provision is appli-
cable mainly to cash basis partnerships which have acquired a con-
tractual or other legal right to income for goods or services, ‘‘Sub-
stantially appreciated inventory items’’ includes any noncapital
assets, the value of which exceeds by more .than 20 percent the basis
of such inventory and exceeds by more than 10 percent the value of
all partnership property other than money. ,
 The provisions relating to unrealized receivables and appreciated
inventory items are necessary to prevent the use of tho partnership
as a device for obtaining capital-gain treatinent on fees or other rights
to income and on appreciated inventory. Amounts attributable to
such rights would be treated as ordinary income if realized in normal
course by the partnership. - The'sale of a partnership interest or dis-
tributions to partners should not be permitted to change the charactor
of this'income. The statutory treatment proposed, in general, re-
gards the income rights as severable from the partnership interest and
as subject to the same tax consequences whicE would be accorded an
individual entrepreneur, = ‘

The House bill provides that a decedent partner’s share of unrealized
receivables are to be treated as income in respect of a decedent. Such
rights to income are to be taxed to the estate or heirs when collected,
with an- appropriate adjustment for estate taxes. However, a dece-
dent’s share of appreciated inventory or stock in trade is not treated as
income in respect of a decedent. The decedent’s interest in such
inventory or stock in trade may be'increased or decreased in’ basis in
the same manner as his partnership interest and other property held
by the decedent. Any change in the basis of partnership.assets will
be used by the estate or heir as an adjustment to the income reéceived
on the disposition of such property. . 'i‘he-‘ estate or heir is thus treated
in the same manner as a purchaser with réspect to the decedent's
interest in appreciated or depre¢iated inventory or stock in. trade.
Your committee’s bill agrces substantially with the House in the
treatment described above but also provides that other income apart
from unrcalized receivables is to be treated as income in respect of a

decedent,
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(2) Changes made by commallee

Your committee’s bill in general follows closely the House bill in
the area described above but differs on several points, the more
important of which are listed below: .

(a) Neo exclusion needs to be provided the transferee or in the
case of distributions of unrealized receivables or inventory itemns
since the transferce or partnership may obtain a special basis for
such assets or may eclect to adjust tho basis of partnership prop-
crty.

(b) Substantially depreciated inventory-items have been re-
moved from the category of assets receiving separate treatment.

(¢) The definition of substantially appreciated inventory
items hag been revised to relate to 10 percent of the value instead
of the basis of total partnership assets,

(d) The treatment for income in respect of decedents has been
expanded to include any payments to a deceased partner’s
successor not considered a payment for the partner’s capital
interest, .

(e) The election to adjust the basis of partnership assets upon
a transfer or distribution have been made operative as one

election,

@. Effective Dates (sec. 771)

Your commitice’s bill makes the new partnership provisions gen-
erally applicable for partnership taxable years beginning after Decem-
ber 31, 1054, instead of December 31, 1953, as provided by the House
bill. However; soveral loophole-closing provisions are made effective
as of March 9, 1954, the date the bill was introduced in the House,

Tho March 9 effective date applies in the case of —

(e) the adoption of a new taxable year by a partner or
partnership,

(0) the golding period for receivables or inventory items dis-
tributed to a partner, and

(¢) the collapsible partnership provision,
The postponement of the general effective date for 1 year appears

desirablo to give taxpayers more time to becomo acquainted with the
new provisions. However, tho provisions which are loopholo closing
in character are made effective carlier so that taxpayers will not be
given an opportunity to take advantage of the present treatment in

this arca.

XXIV. Temrorary Formura rFor TaxiNne Lirg INsurance Coum-
PANIES (SEcs. 801-807)

(1) House changes accepted by committee

Your committee has accepted with minor technical amendments
the House bill provisions continuing through 1954 the present tem-
porary formula for the taxation of life insurance companies,

For the past 3 years life insurance companies have been taxed under
temporary provisions which apply a flat rate tax of 3% percent on
the first $200,000 and 6% percent on amounts in excess of $200,000
of net investment income with certain adjustments, These reduced
rates are equivalent to the application of the ordinary corporate rates
of 30 percent on the first $25,000 and 52 percent on income above



INTERNAL REVENUE CODE OF 1054 101

$265,000, aftor deduction of 87% percént of the net investment income.
The 87Y% percent figure reflects the deduction for the industry’s average
policy reserve interest needs which would have applied in 1951 under
the 1949-50 stopgap formula previously in effect. Under the tempo-
rary flat rate tax provisions, companics whose carnings are less than
or only slightly above the amount of interest required to meet their
own policy obligations receive a special credit which may reduce
their tax by as much as one-half.  First adopted in 1951 as a temporary
‘expedient, these provisions were successively extended to 1952 and
1953. .
Both the House bill and your committee’s bill provide the oxtension
of these provisions for 1 more year because with the extensive codo
revision work it has not boen possible to devote the necessary study
to the revision of the tax treatmont of lifo-insurance companics. In
the absence of tho extension the taxation of life-insurance companies
in 1954 would automatically revert to an older statutory formula
adopted in 1942, Among other defects, the older formula contains
no provision for the relief of companies with less than an adequate
margin - of earnings above interest requirements,

The proposed extension is for 1 year only to provide time in which
to wor{( out a sound, long-range formula for tho taxation of life-
insurance companies, A subcommittco of the Ways and Means
-Committee has initiated such a study and will make recommendations,

(2) Changes made by commiitee
Only technical changes were made by your committee to assure the
pormission for continued use of present aceounting methods.

XXYV. RecgurtaTep INvEsSTMENT COMPANIES

Regulated investment companies which meet various requirements
with respect to asset diversification, capital structiire and operations
and which distribute at least 90 percent of their ordinary income are
treated as conduits of income and taxed only on their undistributed
income. Dividends paid by such companies are taxed in the usual
manner to shareholders oxcept that dividends arising from capital
gains realized by the company are identified and receive capital gains
treatment in the hands of the recipient, This method permits inves-
tors to pool their funds through the use of a corporation in order to
obtain skilled, diversified investment in corporate securities without
having to pay an additional layer of corporate tax.

A, Definition of regulated investment companies (sec. 8561)
(1) House changes accepted by committee = ,

The House bill made no changes in the definition of a regulated
investment company. In genoral a regulated investment company is
a company which has élected to be so treated and— o

(a) is registered under the Investment Company Act of 1940
as a management company. or unit inyestment trust (or in some
cases 8 common trust fund); , , o

(b) derives its income principally from dividends, interest, and
capital gains;and o o T

. l(c) has diversified its investments in the manner described
elow,
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One-half of its investments must be represented by cash items, Gov-
ernment sccurilics, securitics of other regulated investment companies,
and by other sccurities which with respect to any one company—

(a) do not represent more than 5 pereent of the value of the

assels of the investment company, and
(b) do not represent more than 10 percent of the voling securi-

ties of the company issuing the sccurities.
In addition, not more than 25 percent of the value of-the regulated
investment company’s total assets may bo invested in securities
(other than Government sccurities or securities of other regulated
investment companies) of one company or two or more companics
under the regulated investment company’s control and engaged in
similar trades or businesses.
(2) Changes made by commillee

Exceptions are made to the general investment diversification rules
described above under present law in the case of investment companies
yrincipally engaged in financing so-called development companies.
i)ovelopnmnt companies are definéd as conipanies principally m({&god
in tho development or exploitation of inventions, technological im-
proveinents, new processes, or prodiicts not previously generally
available. A company which is certified by the Sccurities and Ex-
change Commission as investing in a development company ma,
contrary to the general rule for regulated investment companies, hof:i
moro than 10 percent of the voting scecurities of a development com-
pany but the regulated investment company under present law is
still subject to the limitation that not more than 5 percent of the value
of its assets may be invested in any one company, The waiver of
the 10 pereent voting restriction is, in general, limited to a period of
10 years with respect to any one development company.

It has been pointed out to thecomrnittee that although an investment
company may initially invest well under 5 percent of the value of its
assots in a development company, if the invention, improvement, or
process proves successful; the value of this portion of the investment
company’s asscts may increase substantially relative to the value of its
other assets. As a result the investment company may soon find that
it has more than & percent of the value of its assots invested in one
company and must, thorefore, either forgo the privilege of being taxed
as aregulated investment company or must sell a part of the securities in
the development company bc?ore the end of the 10-year period. The
effect of this is to deny continuing investments in development com-
panics which aro successful and defents the purpose for which this
provision was originally established. '

Your committee believes that it is desirable to require the diversifi-
cation of the investments of a regulated investment company even
where 8tich investments are in development companies. However, it
recognizes the problem presented in the testimony before the com-
mitteo as a real one, For that reason your committee has made the 5-
percent limitation which apElies to regulated investment companies
generally, inapplicablo in the case of investments in development
companies, In such cases investments are to be limited to 5 percent
of tho value of the investment company’s assets at the time the in-
vestiment was made. - If the investment company initially invests less
than 5 percent of the value of its total assets in a development company
it may subsequently increase its investments in such company, even
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though the value of the imtial investment rises, so long as the total

cost to the investment company of these investments does not exceed

5 percent of the value of 1ts total asscts at the time of tho second

investment. -

B. Foreign Tax Credit Allowed to Shareholders (sec. 863)
(1) House changes accepted by commillee

Existing law %rants citizons and domestic corporations a credit
for income tax due for any income, war-profits, and excess-profits
taxes paid or accrued to a foreign country, Investment companics
having funds invested in foreign corporations, therefore, are entitled
to cither & deduction from gross income or a credit against tax for
foreign taxes withheld on dividends received from foreign corporations,

At the present time, a regulated investmont company ordinarily
receives little or no tax bonefit from the credit for foreign taxes with-
held because it does not pay sufficient incomeo tax to utilize the tax
credit, This occurs because the company is not taxed on its dividend
distributions if it pays out 90 percent or more of its income. As
& result investment in foreign stocks through a regulated investment
company is at a disadvantage in this respect as compared with direct
investment by an individual who can obtain the foreign tax credit,
Moreover, failure of prescnt law to pass on the foreign tax credit
to shareholders appears inconsistent with the conduit theory on
which the tax treatment of these companies is based,

The House and your committee’s bill permit the shareholders of
regulated investment companies to take the foreign tax cvedit for
foreign inconie and similar taxes paid on the investment inco« of the
company in the same manner as if they had held the foreign invest-
ment themselves, However, the passing on of the foreign tax credit
is to be limited to situations in which more than 50 percént of the
value of the asscts of the regulated investment company is invested
in foreign sccurities, This restriction is added for administrative
reasons to deny the passing on of the credit where only incidental
holdings of foreign securities are involved.

(2) Changes made by committee
The committes made only minor changes in the House provision to
make clear how the sharcholder’s proportionate share of the foreign
tax credit is to be determined and to provide that he may take tie
credit only if the comvany has supplied him with the necessary
written information within 30 days after the close of the yecar.

C. Limitations Applicable to Dividends Received From Regulated Invest-
ment Companies (scc. 864)
(1) House changes accepted by committee ‘

Under existing law corporate investors in regulated investment
-companies reccive the usual 85-percent dividends-received credit on
dividends, including those identified as capital-gain distribtitions,
The purpose of this allowance is to limit tﬁe multiple taxation of
intercorporate dividends, A considerable part of the dividends may
however, arise from interest on bond investments of the regulate(i
investment company. As a result there is tax avoidance in this area
under present law since the corporation  which has issued. the bonds
receives an intevost deduction and neither the regulated investment
company nor the corporate sharcholder of the regulated investment
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company pay the full tax on the interest income. A similar problem
arises in connection with the application to individual shareholders
in regulated investment companies of the dividend exclusion and
(llil\iid(\n(ls-rcccivcd credit for individuals contained elsewhere in this
vidl, .

Under the House and your committee’s bill, if more than 25 percent
of the income of the regulated investment company is from interest
or other nondividend income, both the dividends-received deduction
for corporations and the dividend exclusion and eredit for individuals
provided by this bill are to be available only on the portion of the
regulated investment company’s distributions which actually repre-
sents dividend income. If less than 25 percent of the company’s
incomo is from interest or other nondividend income, the dividend
credits and allowaneces will apply to the entive distribution by the
resulnted investiment company. ~ Capital-gain dividends distributed
by regulated investment companies will not bo eligible for either
corporate or individual dividend allowances,

(2) Changes made by committee

I'or purposes of applying this section, your committee has defined
dividend income to the investment company so as to exclude dividends
which would not be entitled to the dividends-received credit or exclii-
sion in tho hands of an individual shareholder. It appears to your
committee that it is inappropriate to allow tho shareholder of a regu-
Inted investment company to treat as a dividend for purposes of the
credit or exclusion amounts distributed by the investment companies
from sources such as dividends paid by foreign corporations, which
if received directly by the shareholder would not bo eligible for such
treatment. _

Your committee has also made minor changes in the House pro-
vision with respect to tho requirements that the investment company
notify the stockholder within 30 days after the end of the yecar as to
the amount of any distribution which is eligible for the dividends-
received eredit or exclusion in the case of individual stockholders and
the dividends-received deduction in the case of corporate stockholders,

XXVI. ForrigNn INcomn

A. Credit for Foreign Principal Tax (secs. 901, 903)
(1) House changes: _

Existing law provides for a credit, within limitations, against United
States tax for foreign income taxes which are deéfined to include so-
called “in lieu of”’ income taxes, Section 901 (b) (1) of H. R. 8300,
as passed by the House of Representatives, allows a credit against
United States tax for a tax, designated as a ‘‘principal”’ tax, as defined
in section 903. It would be creditable as an alternative to income
taxes imposed by the national government of a foreign country, The
“in liou of" income tax concept is eliminated in the Ifguse bill,

(2) Changes made by commaltiee ;
Your committee instead of adopting the House proposal has restored

existing law. ,
Objection was raised to the adoption of the principal tax concept on

the ground that it would, in many instances, reduce the amount of
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credit available under existing law and that it would lead to many

difficult interpretative problems.
Recognizing these objections as valid, your committee restored the

present “in lieu of” provision. |
B, Fourteen-Point Rate Reduction for Foreign Income (sec. 923)

(1) House changes

Existing law providés for no differential in tax on foreign and do-
mestic income except for a lower rate of approximately 14 porcentago
oints on income derived by domestic corporations qualifying as
Nestern Hemisphere Trade Corporations, Section 923 of the House
bill provides, in the case of domestic corporations, for a reduction in
United States tax equal to 14 percent of income from sources within
any foreign country which meets the tests provided for in the scction,
Elgible income would include that received from technical services or
from foreign subsidiaries or branches which are engaged in the active
conduct of a business in a foreign country. An activity principally
devoted to the purchase or sale of merchandise, excopt at retail, is not
a trade or business within the purview of-the provision,

(2) Changes made by committee

The bill as reported by your committee contains no provision com-
parable to scction 923 olyt?;e House bill.

Your committee is not at this time prepared: to adopt the approach
to the problem incorporated in the House bill. - This is new ground
being explored and it presents uncertainties and difficult problems.
Your cominittce has explored various alternative approaches but has
been unable to find a solution which appears satisfactory.

Accordingly-your committee has omitted the proposal from the bill
as reported by it with the thought that exploration of the matter in
conference with the House of Representatives will make it possible to
adopt a provision which will be satisfactory.

C. Deferral of Tax on Branch Income (secs, 951-9538)

(1) House changes .
Under existing law, profits of a foreign branch of a domestic cor-
goration'nre taxed currently. Part IV of subchapter N of the House
ill, provides for & procedure whereby domestic corporations may elect
to defer tax on income of certain foreign branches in a manner similar
to the way in which tax on income of foreign subsidiaries is deferred;
that is, foreign income would not be subject to United States tax untif
brought home., Branches which may be so treated must be engaged
in the active conduct of & trade or business meeting thé tests pre-
scribed in section 923 of the House bill for foreign corporations whose'
dividends are entitled to the 14-percent credit, When brought home,
the income of such branches would likewise be entitled to the 14-

porcent credit. ‘

(2) Changes made by commitice . o

The bill, as reported by your committee contains no provision
comparable to sections 951-958 of the House bill, Since the proposal
to permit deferral of foreign branch income in the House bill is depend-
ent on the requirement that an eligible branch must be engaged in the
active conduct of & trade or businéss entitling it to the 14-percent
differential mentioned in the discussion of section 923, your committee
believed it advisable to omit this proposal.
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D. Elimination of the Overall Limitation on Credit (sec. 904)

(1) IHouse changes accepted by commattce

The credit which is now allowed for foreign taxes is subject to two
limi(ations. The per country limitation restricts the foreign tax
which may he claimed as a credit to an amount bearing the same pro-
portion to the taxpayer’s tolal tax liability as the income from the
foreign “country bears to the total income of the taxpayer. The
overall limitation applies a similar formula with respect to the aggre-
gate foreign taxes allowed as a credit.  As a practical matter, however,
the overall limitation is operative only when a taxpayer earns income
in one foreign country and incurs a‘loss in another. The effect of the
limitation is unfortinate beecause it discourages & company operating
profitably in one forcign country from going into another country
where it may expect to operate at a loss for a few years, Conse-
quently the House has removed the overall limitation,

(2) Changes made by commallee
Your committee has approved the House action without change.

E. Definition of Noncorporate Income Ilarned Abroad (sec. 911)

Where an individual is engaged in a trade or business abroad in
which personal services and capital are material income-producing
factors, present law provides that no more than 20 percent of the
income from the business may be considered ‘“carncd” abroad, and
hénce many qualify for exemption from income tax.

(1) House changes accepted by commattee
The Housé bill increased this percentage to 30 percent, thus afford-
ing additional tax relief to businessmen operating foreign business ven-
tures other than in the corporate form,

(2) Changes made by commatlce
Your committee has approved the House action without change.

F. Western Hemisphere Trade Corporations (sec. 921)
(1) Iouse changes accepted by commaltee
Although the Houso belicves that the present Western Hemisphero
trade corporation provisions produce some anomalous results, it re-
tained those provisions in order to avoid any disturbances at the
present time to established channels of trade. However, to correct
an obvious inequity which has arisen in the administration of this
provision, the House bill provided that incidental purchases made out-
sido of the Western Hemisphere will not disqualify a corporation from
the Western Hemisphere trade corporation credit if it is otherwise
eligible for it.
(2) Changes made by commattee
Your committee has approved the House action without substantial
change. It did indicate, however, that the House change is to have
no effect prior to January 1, 1954,
G. Other Changes
(1) House changes
In addition to the revisions involving foreign income which have

already been described, the House bill made & number of minor
changes affecting nonresident aliens employed abroad by American
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firms who come to the United States for temporary periods, China
Trade Act corporations, royaltics received under certain conditions
from a foreign subsidiary, and the statute of limitations applicable to
claims for refunds by taxpayers assessed abroad for additional taxes.

(2) Changes made by committee
Your committee has approved these provisions with changes in
some instances. The dctai{)s of your committee’s action is explained
in the technical discussion of the bill in a later section of this roport.

I1. Revenue Ljffect

It is estimated that the provisions dealing with foreign income
would involve a revenue loss of $2 million in the fiscal year 1955, This
is attributable to the removal of the overall limitation,

XXVII. GaiN or Loss oN SAaLE oF Prorerry

A. Change in Basis of Property Acquired From a Decedent (sec. 1014)

(1) House changes accepted by committee

Under existing law most property transferred as a result of the
death of an individual receives a new basis at the date of death equal
to its then market value (or value 1 year later if the estate-tax
optional valuation date is uséd). 'This is presently true in the case
of property acquired directly from the probate estate of the decedent,
as well as to property transferred by’ certain other specifically de-
scribed transfers. This change in basis is not available, however,
with respect to property included in the decedent’s gross estate for
estate-tax purposes if the property was transferred in contemplation
of death, was acquired by the surviving tenant ofa joint tenancy or
tenancy by the entirety, or was included in the gross estate as a
reserved income transfer. . L : :

There appears to be no justification for denying some property
included in a decedent’s gross estate for estate-tax purposes a new
basis at date of death whﬁe‘giving this new basis in most other cases.

The House and your committee’s bill remove this discrimination by
providing & new basis at date of death (or 1 year later if the optional
valuation date is used) for nearly all property includible in the dece-
dent’s gross cstate for estate-tax purposes. The only exceptions to
this general rule are income in respect of a decedent, including unexer-
cised restricted stock options and the interest clement in a survivor’s
interest in & joint and survivor annuity accruing since the annuity
was purchased. Under that provision when the income is reported
for income-tax purposes by the estate or beneficiary, a deduction is
allowed for any estate tax attributable to the values included in the
3ecegent’s gross estate. This is a substitute for the new basis at

cath. ~

The changes made by the House and your committee. in. this pro-
vision are applicable to property received from an individual dying
after December 31, 19563. '

(2) Changes made by committee :
Your committee made substantive amendments to this provision
as passed by the House as well as several technical changes. Your
committee added a specific rule for determining the basis of property

48509 *—b 48
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transferred before the death of the decedent.  So that the donee will
not receive a double deduction it‘is provided that his new basis will
he the value of the property at the date of the decedent’s death (or
alternative valuation date if applicable) less the total of his deduc-
tions for depreciation, depletion, and amortization of property he
received by gift.  This rule will not involve the recomputation of the
deductions already taken for the period prior to the decedent’s death,

I, Adjustment to Basis (sec. 1016)
(1) House changes accepted by committee

Where a tax-exempt organization which has held a property for a
number of years becomes taxable (as in the case of the application of
the unrelated business income tax since the Rovenue Act of 1950)
questions have been raised as to what basis the property should have
for purposes of computing depreciation for income-tax purposes. The
alternatives available are the original cost of the property, its fair
market value at the time the organization becomes taxable, or its
cost less depreciation and obsolescence which has taken place during
the interval prior to the time when the organization becomes taxable,

The present code does not deal speciﬁcn‘fly with this problem, The
rule presently followed by the Internal Revenue Service is the third
alternative described above, The House and your committee have
endorsed the position taken by the Service by specifically providing in
the new code that the basis of the property, for purposes of computing
taxable income, is reduced for exhaustion, wear, tear, obsolescence
amortization, and depletion to the extent sustained during any pcriod
since 1913 when the property was held by an organization not subject
to income taxation,

2) Changes made by committee _
The committee made no substantive changes in this provision.

C. Sale of an Annuity Contract (sec. 1021)
(1) House changes accepted by commatice
The House and your committce have added a provision to prevent
the operation of the new rule for taxing annuities from resulting in &
basis of less than zero in the case of a sale of an annuity contract,

(2) Changes made by your commallee
No changes were made by your committee.
D. Ezchange of Property Held for Productive Use or Investment (sec.
1031) _
Your committee added section 112 (b) (2) of present law which
provides for tax-free exchanges of common stock for common, and of

preferred stock for preferred, in the same corporation. Since a similar
rovision was eliminated from subchapter C of the House bill, its

insertion at this point does not represent any change.

E. Involuntary Conrersions (sec. 1033)
(1) House changes accepted by commiliee ,
Your committee approved the change made by the House which
extends the involuntary conversion provision to property used by a
taxpayer as his principal residence. "This provision is described in
gection 1034 below,
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(2) Changes made by commallee _
It also added a new provision which treats as an involuntary con-
version the sale of land powned by an individual in excess of the maxi-
mum allowable under acreage limitations of Federal reclamation laws.

F. Sale or Exchange of a Residence (sec. 1034)
(1) House changes accepted by committee .

The Revenue Act of 19561 climinated in most cases the immediate
recognition of a capital gain on the sale of a taxpayer's principal
residenco, provided that the proceeds are used to acquire a new
residence, In the case of qualifying sales the basis of the old residence
is carried over to the new residence. T'o qualify under this provision
the taxpayer must '})urchase and occupy another residence within 1
year of the date of the sale, unless he builds & new residence, in which
event the period is 18 months. The House and your. committee have
continued this treatmiont of homeowners in the new code, but made
four minor modifications, ,

Present law provides that gain . is recognized only to the extent
that the selling price of}the old residence exceeds the cost of the new.
IHowever, the selling ptice may not be reduced by the expenses of sale.
For example, an individual may sell an old house, with & cost basis of
$10,000, for $14,000, incur selling expenses of $1,000 and reinvest the
net proceeds of $13,000 in a new home. In such a case, a fictitious

ain of $1,000 would be recognized, becauso the selling price of the old
ﬁousc exceeds the cost of the new by this amount. Under both ver-
sions of the bill, this result is avoided by reducing the selling price,
for purposes of recognizing gain by selling expenses. ,

Often a homeowner must incur certain fixing up expenses (such as
papering and painting) in order to sell his house which may not other-
wise be deductible or which may not represent capital expenditures -
and thus havé no effect on the basis of tbe'Il)xouse.. Both versions of the
bill provide that such expenses (incurred for work performed within
a 90-day period prior to the contract of sale and paid for within 30
days after the sale) may also reduce the selling price for purposes of
recognizing gain. These are allowed since they are incurred only to
sell the old house. ,

Under existing law in the case of the involuntary conversion of
property which consists partially of a personal residence and partially
of a business property, the permissive extension of the replacement
period beyond 1 year is applicable to the business portion, but the
residence portion must be replaced within 1 year. In cases of in-
voluntary conversion, this discrepancy in treatment has required some
taxpayers (such as farmers), who own properties which are both resi-
dences and business properties, to replace the entire property within
1 year or lose the benefits of the postponement of gain. To prevent
this effect the House and your committee’s bill provide that involun-
tary conversions of residences are to come under the general in-
voluntary conversion provision under which the Secretary or his
delegate can extend the replacement period beyond the 1 year, or 18
months, allowed in the case of residences, ‘ o :

Present law provides that the replacement périod with respect to
members of the Armed Forces is suspended during the time the tax-
payer or his spouse is on extended active duty after the date of sale
of the old residence and before January 1, 1954. In view of the con-
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tinuance of the draft and the recall of Reserves to active service, the
House and your committec have eliminated the cutoff date of January
1, 1954, but continues to limit the suspension to a period of 4 years
from the date of the sale of the old residence.

(2) Changes made by commiltlee -
None.

G. Mortgage Foreclosures (sec. 1035 of the House bill)

Your committee has decided to reject provisions of the House bill
dealing with mortgage foreclosures and related transactions, The
approach under the Houso bill provided that in the case of foreclosures
no gain or loss would be recognized until the creditor dispesed of the
property. Under this treatment, the foreclosed property would take
the debt as its tax basis, and the gain or loss on its ultimate disposition
by the creditor would be capital or ordinary, depending on the pre-
vious charactor of the mortgage or other evidence of indebtedness in
the hands of the creditor.

The action of your committee in this regard was governed by the
concern expresSe(f’by various taxpayer groups that the proposed House
treatment in its application to-the complex area of creditor-debtor
relationships might operate so as to unduly defer or in some cases
deny appropriate loss deductions. In eliminating this provision, the
committce has restored present law, which, in general, treats a mort-
gacro foreclosure as a taxable sale and determines the gain or loss with
referenco to the difference between the value of the foreclosed property
and the portion of the loan satisfied by the foreclosure,

H. Erchange of Insurance Policies (sec. 1035)

(1) House changes accepled by commattee

Under present law, where one insurance policy is exchanged for
another, the excess of the value of the policy received over the pre-
miums paid for the exchanged policy is taxable, This has resulted
in the taxation of individuals who have merely exchanged one insur-
ance policy for another better suited to their needs and who have
not actually realized gain. To remedy this situation, the House and
your committee’s bill provide that no gain or loss is to be recognized
on the exchange of —

(1) a life insurance contract for another life insurance contract or
for an endowment or annuity contract;

(2) an endowment contract for another endowment contract or for
an annuity contract; and

(3) an annuity contract for another annuity contract.
(As indicated below, however, your committee has placed limitations
on the tax-free exchange of one endowment contract for another.)

In the thrce types of nontaxable exchanges listed above, the con-
tract received by the taxpayer will take the basis of the contract
exchanged for it with adjiistments for other payments accompanying
the transfer, Thus, if the exchange concerns contracts whose pro-
ceeds are taxable, any gain on the original contract, which is pot
recognized at the time of the exchange, will be taxed when the pro-
ceeds of the second contract are realized.

However, when an endowment contract is exchanged for a life
insurance contract, gain will continue to be recognized at the time of
the oxchango. This is to prevent avoidance of the tax due on the
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maturity of endowment contracts by conversion to life insurance
contracts whose procecds, payable at death, are frece of tax,

(2) Changes made by commiltee
The House bill provided thab no gain or loss would be recognized
on the exchange of an endowment contract for another endowment or
annuity contract. To prevent tax avoidance, your committee changed
this provision to allow the tax-freo exchange of an endowment con-
tract for another endowment contract only if the contract received will
provide regular payments beginning before or on the same dato as the

contract exchanged,
XXVIII. Cariran GaiNs AND Losses

As in the House bill, your committeo’s bill does not involve a basic
change in the treatment of capital gains and losses, The House bill
did-make some changes in the application of the capital gains tax in
the case of certain special types of assets or transactions. Your com-
‘mittee’s bill has accepted most of these changes with some modification
‘at a few points, T'wo of thé sections that were new in the House bill
were completely abandoned, ' '

‘A, Definition of Capital Asset To Ixclyde Certain Accounts and Notes
Receivable (sec. 1221) , .
(1) House changes accepted by commaltee

Under presént law a taxpayer is required to take into income
the value of an account or-note receivable acquired in the sale of inven-
tory or stock in trade, or in connection with the rendering of services,
Unless the taxpayer 1s a dealer in accounts and notes, however, he
reccives only a capital loss if he sells the account or note for less than
he previously took into income, Since this in effect is a business bad
debt, ordinary loss treatment appears appropriate. y

‘The House bill provides ordinary loss-or income treatment where
an account or note, acquired in the manner described above, is sold
or exchanged. This is the treatment presently applicable if the
account or note is held until maturity. '

(2) Changes made by commattee
The change proposed in the House bill has been accepted by your
committee with only technical amendments,

B. Holding Period (sec. 1223)
(1) House changes accepted by commitiee : .

Present law, in determining long- or short-term capital gains and
losses, permits the holdin%i period of an asset given up in.a tax-free
exchange to be added to the holding ,_[PeriOd of an acquired asset. To

revent tax avoidance the House bill permits the adding of the two
ﬁolding.periods only where both assets are capital assets.

Under both present law and the bill, a taxpayer who holds a com-
modity futures contract for more than 6 months, and then sells it, has
& long-term capital gain:or loss. . However, under present law if at

any time he accepts delivery of the commodity, his holding period
starts again as of that time, The bill provides-that delivery in such
8 case does not start 8 new holding period.- o .
The House bill also permits stock acquired in a:spin-off to include
the holding period of the basic stock from which the spin-off was made.
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(2) Changes made by committee

The House bill provided, prospectively, that in determining the
holding period of property acquired in a spin-off there shall be tacked
on the holding period of the underlying sccurity. Your committeo
has made clear that this will apply oven where the spin-off occurred
prior to January 1, 1954, as'long as the spun-off stock is sold in a year
to which the new code applies. ;

Your committee has shghtly modified the rule for “tacking-on’ in
tax-free exchanges generally by amending the House bill requirement
that hoth assets be capital assets, to allow tacking-on if the asset
exchanged is depreciable property used in the trade or business,

(C) Donds and Other Debt (sec. 1232)
(1) House changes accepted by commilice

Under section 117 (f) of present law, when a corporate or Govern-
ment bond in registered form or with coupons attached is retired the
transaction is treated as a salo or exchange. There is some uncer-
(ainty as to the status of proceeds in these transactions, i. e., as
capital gain or as interest income where the hond or other ovidence
of indebtedness has been issued at a discount (sce I, T, 3486, 1941-2,
C. B. p. 76, as compared with Comm. v. Caulkins, 144 F, 2d 482). In
these cases, that part of the amount received on a sale or exchange -
which may represent a partial recovery of discount on original issue
is a form of interest income and in fact is deductible as an interest
payment by tho issuing corporation,

Effective with respect to bonds issued after December 31, 1954,
the House bill removes doubt in this area by providing that any gain
realized by the holder of a bond attributab}e to the original issue
discount will ‘be taxed as ordinary income. This is, of course, not
intended to have any effect with respect to bonds issued before that
date. This discount is apportioned over the entira period to the
maturity of the bond and if the bond is sold prior to maturity only &
pro rata portion of this discount is attributh) to the gain realized by
the seller. - Any excess gain over the amount considered as ordinary
incomo will be taxed as a capital gain. This rule is not applied to
State and local government securities since interest income on these
securities is free of tax. Rules for determining the original issue price
are provided by the bill.

(2) Changes made by committee _—

Your committee has extended the underlying principle of the House
bill to anothér situation where a discount is created in connection
with a’bond by means of an artificial transaction, Where a bond is
sold with a number of coupons detached in addition to the coupons
covering the next 12 mdntﬁs, an artificial discount is created. The
bill provides that the buyer of such a bond with excess coupons
detached will report as ord‘i,nary income any gain on the later ssle or
redemption’ of ‘the bond up to the amount of the artificial discount
created by detaching coupons, A

Several clarifying amendments have been made to make clear the
application of the provisions of this section in the case of so-called
face-amount certificates where the investor makes a séries of payments
with an agreement to receive a larger lump sum at the end of a period
of time. 'This difference is to be treated as original issue discount.
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Certain changes have been made in the House provision for adminis-
trative convenionce to avoid the application of the formula in several
situations where little or no ordinary income is likely to be recognized.

D. Short Sales and Options (secs. 1233, 1234)
(1) House changes accepted by commattee

Under present law, a dealer in commodities or sccurities can obtain
long-term capital gains treatment by selling his stock in trade short
rather than by selling it outright. To prevent tax avoidance, the
House bill provides that the gain or loss from a short sale is to depend
upon the nature of the asset used to close the sale,

Under present law in the case of the failure to exercise an option
the holder of the option always realizes a short-term capital -loss and
the grantor a short-term capital gain; in the case of the sale of an
option the holder (unless a dealer in options) realizes a long or short-
term capital gain or loss depending on how long he held the option,
The House bill provides consistent treatment for sales and failures
to exercise an option and in the case of the optionee makes tho
treatment depend on the nature of the underlying agset. Thus, if
a taxpayer acquires an option relating to a noncapital asset ho will
receive an ordinary gain or loss when he sells the option or when the
period expires for hun to exercise it; or if the un({)erlying asset is a
capital asset he will receive capital gain or loss treatment rogardless
of how he disposes of the option. However, the grantor of the option
always will receive ordinary income on the failure to exercise any
option,

pPrcse'nt law does not count as a part of a holding period any period
in which a taxpayer is both long and short with respect to substantially
the same investment. Moreover, present law provides a presumption
that a “put’” (an option to sell an asset at a fixéd price) is a short sale.
This prevents the use of a “put” to artificially extend a speculative
commitment beyond 6 months, However, if a “put’’ is purchased
with the stock which is to be used to exercise it in order to hedge
against a decline in its value, the ta’xi)ayer is denied long-term capital
gains treatment. To avoid this result a “put’ is not to be presumed
o short sale if, among other things, it is purchased at the same time
as the stock to be used to fulfill the contract.

(2) Changes made by committee
Your committee made no changes in this section.

E. Sale of Patents by an Inventor (sec. 1236)
(1) House changes accepted by committee
Under present law an amateur inventor may. receive capital gains
treatment on the outright sale of his patent but a professional may not.
However, if a sale arrangement results in royalty income, rather than
installment payments, even an amateur inventor faces uncertainty
as to whether he receives capital gains or ordinary income tax

treatment. _ . ) ,
The present distinction between amateur and professional inventors

and between royalty income and installment payments is both arbi-
trary and confusing since, due to the inherent uncertainties, a royalty
type of arrangement is the reasonable way for an inventor to sell a
patent. Moreover, the present treatment tends to discourage sciens.

tific work,
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The House bill made no distinction between amateur and profes-
sional inventors or between royalty income and installment sales,
Capital gains treatment was to be available in all such cases if the
contract does not make the sales price dependent, for a period of moro
than 5 years, upon the productivity, use, or disposition of the patent
in the hands of the buyer, and if the payments are conipleted in
5 years (except for late” payments resulting from the failure of the
buyer to meet the contract terms). The statute of limitations was
extended for this purpose. These restrictions were drastically re-
vised by your committee. ’

(2) Changes made by commallce

Your committee did not feel that the House bill accomplished its
objective of stimulating inventions because section 1235 was restricted
to the inventor and because of the 5-year rule.  The scetion has been
amended so as to apply also to an individual who purchased his in-
terest in the invention prior to the point in time when the invention is
reduced to actual practice, but this individual may not bo a close
relative nor an employer of the inventor. The provisions of the
House bill were amended further to remove the 5-year rule. This
means that any income from an assignment or an exclusive license
agreement which qualifies as a sale or exchange, in the hands of &
qualified assignor or licensor, will bo capital gains, whether or not it
(:epcn(ls on tho profitable use of the patent by the assignee or licensee,

(F) Investment Account of Real Estate Dealers (sec. 1237 of House bill)

(1) House changes accepted by commattee

Your committeo deleted this provision, Real estato dealers aro
not given specific opportunities under present law to segregate their
personal investments in real estate from their real estate business
activities, Such sogregation in their cases is generally limited to
occasional instances of inherited property or unrelated types of real
property investment, ‘ -

The {Iouse bill extended capital gain treatment to real estato
dealers who carmark property for investment (within 30 days of
acquisition or 90 days after the enactment of this provision) if no
substantial improvements are made to the property by the dealer and
if the property is hcld for a period of at least 5 years.

To separate the long-term gain element from the ordinary income
attributable to tlm‘selﬁn’g effort, the bill provided that, to the extont
of 5 percent of the gross procceds of the sale, ordinary income is
realized and only the remaining gain is to be treated as a capital gain
from an investment. Expenditures of the sale were to be allocated
first to the portion of the gain treated as ordinary income.

(2) Changes made by committee

This section has not been retained in your committee’s bill. The
provision in the House bill was criticized as being unduly restrictive
with respect to the sort of improvements that could be made by the
investor-dealer. It was considered appropriate to subject this problem
to more detailed analysis and to avc’ncr acﬁ)p’ting language at this time
that would be unnccessarily restrictive or allow tax avoidance.
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(@) Sale of Subdivided Real Estate (sec. 1237)
(1) House changes uccepted by commiltee
At present, an mdmdual who subdivides real property held for
investment purposes is likely to be held a dealor and subjected to
“ordinary income tax rates on the entire long-term gain. * However, an
individual holding real property for investment may find that t,ho only
way to dispose of it at a rcasonable price is to subdivide it into lots.
The House adopted a provision which permits & taxpayer sub-
dividing real estate under special circumstances to report long-terin
capital gains on the sales of lots. To obtain this treatment tho
taxpayer inust not be otherwise a dealer in real estate, must not
have made- a substantial lmprovement in the plopertv, and must
have held the property for 5 years. In such cascs the first five sales
may be made subject only to capital gain or loss treatment. In tho
year in which the sixth salo'i is made, and in any subscquent sales’of
the property, the subdivider is to report 5 pereent of his gross _pro-
ceeds of all such sales as ordinary income and any remaining gain as
capital gain,
(2) Changes made by commzttee
Your committee has ameénded the rule I‘elatmg to substantial im-
provements on the property. For an improvement to exclude a
particular subdivided parcel of the tract from the benefits of this
scction, tho improvement must be on the tract, it must substantmlly
‘enhance the value of tho parcel sold, it must itself be substantial in
character, and it must be put u under circumstances that involve an
adjustment to basis for the holder of the tract. -

H, Certain Employee Termination Payments. (sec. 1240)

(1) House changes accepted by committee
. This section is derived from secmon 117 (p) of present law but was
not included in the House bill,

(2) Changes made by committee
Your committee agrees with the objective of removing this provision
prospectively but took that action in such & way as not to affect
individuals who prior to 1954 cntered lnto employment contracts
relying on the application of this provision.’

I. Cancellation of Lease or Distributor’'s Agreement (sec. 1241)
(1) House changes accepted by committee
This provision was not included in the House b111

(2) Changes made by commiitee
Your committee has taken action to assure that certain types of
transactions will be regarded as sales and thus may give rise to capital
gain or loss. For the most part, these resulte are achieved in the
courts at present. This section rov:des that amounts reoelvedezy
lessee i m paymont for giving up his business lease will be regard
" Also, amounts received by a distributor for sur-
rendennﬁshm dmtnbutors agreament will also be so considered if ho
has a substantial capital investment in the distributorship. :
The section is hmnt.ed in scope and it does not constitute a reexami-
nation of present law relatlng to contracts to which the section does

not specifically apply.-
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J. Private Annuities (sec. 1241 in House bill)

(1) House changes uccepled by commiliee
The bill as passed by the House, but not your committee’s bill,
formulated specific rules for the tax treatment of private annuities,
So-called private annuities or noncommercial annuities involve the
exchange of property for a promise on the part of the buyer to pay a
life income, Presently, the tax treatment of these transactions is in
an uncertain status due to conflicting court decisions.

(2) Changes made by commiltce
Your committee has not adopted this portion of the House bill,
The objective of clarifying the uncertainty of the court decisions is
praiseworthy. It was found, however, that the application of the
rules of the House bill left some uncertainty in particular areas,
notably in support contracts. It was considered preferable to give
more attention to the operation of the proposed new rules in various

types of situations before they were adopted,
XXIX, Reapsust™MiENT OoF Tax BrTwreN YEARs

A, Averaging (secs. 1301-1304)
(1) House changes accepled by the committee

Your committee adopted the several amendments to existing law in
the House bill.  One of these changes increases the maximum time
over which incomo from an invention can be spread back from the
present 36 months to 60 months. Another provides that a partner
cannot spread back income to years prior to Lis becoming a membor
of the partnership, A third provision denies the benefits of income-
splitting for years prior to 1948. As under present law, this provision
would only be avai{)able if the income is carncd over at least 36 months,

(2) Changes made by commzltee

In addition, the commitiee’s bill provides that income from inven-
tions and artistic work may be spread back for income tax purposes
if earned over a period of 24 months instead of over the 36-month
period provided by present law. '
B. Adjustments to Closed Taxable Years (sec. 1311-1315)

(1) House changes accepted by committee

Under existing-law an adjustment of the tax may be made for
years otherwise barred by the statute of limitations where either the
taxpayer or the Commissioner of Internal Revenue maintains an
inconsistent position in an open taxable year, This prevents either
party from gaining a tax advantage by adopling an inconsistent
position. An adjlistment is also permitted in closed taxable years
under certain conditions where the taxpayer claimed a deduction in
the wrong taxable year or the Commissioner included an item of
income in the wrong year. , ;

The amendments made by your committee are designed to provide
a simplified procedure for making the adjustments, to reflect the net
operating loss in the computation of the adjustment, and to provide
for more uniform application of the circumstances under which the
adjustment is allowed.
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At the present time the adjustment to closed taxable years may be
made only on the basis of & final determination of the tax liability with
respect to the open year. The final determination must be either a
decision of a court, a closing agrcement, or a formal allowance or
disallowance of a refund claim, - o

The House and your conimittee has provided that adjustment in
the closed year may be made on the basis of an informal determina-
tion signed by the taxpaycr .and on behalf of the Comminsioner.
The new procedure will be subject to regulations approved by the
Sccretary or his delegate. The informel determination will not be
binding on the parties, but if the determination should later be altered
or revoked, the adjustment in the closed year will also be revised.
The proposed procedure will climinate the present confusion as to
the status of informal agreements and enable taxpaycrs and the
Government to obtain speedy relief~in cases whero the application
of the adjustment provision is agreed to by the parties, . \

The amount of the adjustment under present law is determined
solely on the basis of the computation of tax for the ycar of the error.
It has been pointed out that the adjustment may be wholly inadequate
in cases whero a net operating loss is involved which affects other
taxable years. The adjustment provisions have been amended ac-
cordingly to provide that there shall be taken into account the effect
in other taxable yecars of 8 net operating loss deduction or a capital
loss carryover which is determined with reference to the year of the
adjustment. '

Other technical amendments have beon made to the provisions
describing the circumstances under which the adjustment to closed
taxablo years may be made. For example, the adjustment will be
available, in cases involving the determination of the basis of property,
where either the taxpayer or the Commissioner ‘assumes an incon-
gistent position with respect to the expensing of items which are
properly chargeable to capital account, or the capitalizing of items
which should have becn expensed. The provisions relating to the
treatment of property held by donecs have been revised to make the
adjustment applicable whero the donor owned the property at the
time of the erroncously treated transaction. Under present law the
adjustment as to donors is applicable only where the donor acquired
the property in the erroneously treated transaction,

(2) Changes made by committee
Your committee made only technical changes in this provision.

C. Involuntary Liquidation of LIFQ Inventory (sec. 1321)
(1) House change accepted by commitice

Under existing law taxpayers on the LIFO inventory basis are
given special treatment in the case of involuntary liquidations of
inventories occurring after January 1, 1950, ‘and before January 1
1954, and related to war conditions or to the disruption of normel
trade channels which caused a scarcity of the inventory goods, pro-
vided that replacement is made prior to January 1, 19566, If these
conditions are met, an appropriate adjustment is allowed for the year
of liquidation to cover the cost of replacing that inventory in the later

year,
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The House and your committee’s hill provide that this treatment
may be applied to involuntary liquidations occurring in any taxable
year ending before January 1, 1955, sinco the continued war in Asia is
still forcing the involuntary liquidations of inventories., This section
has not otherwise been changed from present law,

(2) Changes made by commillee
None.

D. Claim of Right (sce. 18/1)
(1) House changes accepted by commitles

Under present law if a taxpayer is obliged to repay amounts which
he had received in a prior year and included in income because it
appeared that he had an unrestricted right to such amounts, ho may
tako a deduction in the year of restitution, In many instances of
this nature, the deduction allowable in the later year does not com-
pensate the taxpayer adequately for tho tax paid in the carlier year.

The House and your committee’s bill provide that if the amount
reslored oxceeds $3,000, tho taxpayer may recompute the tax for the
prior year, excluding from income the amount ropaid, This is an
alternative to taking the deduction in the year of restitution. The
$3,000 limitation i§ imposed for administrative reasons, Moreover
with amounts of $3,000 or under, the effect of excluding the rcpan'ci
amount from the earlior year's income is likely to have little, if any,
tax advantagoe over taking a deduction in the ycar of restitution,
This section is inapplicablo to refunds, allowances, bad debts, etc.,
pertaining to sales of inventory or stock in trade which may be pro-
vided for under section 462 relating to reserves.

(2) Change made by commitlee

Your committee'’s bill provides that the exclusion of refunds per-
taining to inventory sales will not exclude from the benefits of this
section refunds made by a regulated public utility whero the refunds
are required to be made by the regulatory body, such as the Federal
Power Commission. It is made clear, for exaumple, that refunds of
charges for the sale of natural gas under rates approved temporarily
would be eligible for the benefits of this section. ‘

XXX. EuecrioN oF CERTAIN CORPORATIONS AND UNINCORPORATED
BusiNgssEs A8 To TAxABLE StaTus

Your commiittee Lias adopted new provisions which for the first
time will eliminato the effect of the Federal tax laws on the form of
organization adopted by certain small businesses. This is accom-
plished by givini certain corporations the option to be taxed as a
partnership and by allowing certain proprictorships and partnerships
the option to be taxed as a corporation, These provisions are not in
tho House bill. A '

A C’e;!a-i‘;z) Corporations Electing to be Treated as Partnerships (sec.
36
v (1) House change
No provision of this type is in the House bill.
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(2) Changes by commatiee :

Under your committee’s bill certain corporations orgenized after
December 31, 1953, may elect to be treated for tax purposes as a
partnership. This clection is limited to corporations with 10 or fewer
sharcholders, all of whom are actively engaged in the business. Tho
consent of each sharcholder is required and no change may he madeo
in the election unless there is a change in ownership of more than
20 percent. In order to avoid possible complications in the taxation
of preferred stock dividends not earned in the year distributed, only
corporations having one class of stock outstanding may qualify,
Moreover, employeces of the corporation who are sha.rehol(?;rs would
not bo permitted to participate in tax-exempt employee pension or
profit-sharing plans. ‘

This provision will make it possible for small corporations which
are essentially partnerships to enjoy the advantages of the corporate
form of organization without being made subject to possible tax dis-
advantages of the corporation. It will thus climinate the influence
of the Federal income tax in the sclection of the form of business
organization which may be most desirable under the circumstances.
1t is estimated that giving certain corporations the clection to be
treated as partnerships will decrease revenues in the fiscal year. 1955
by $50 million, _ ,

B. Unincorporated Business I'nterprises Electing To Be Tazed as Domes-
tic Corporations (sec. 1361) ‘
(1) House changes
No provision of this type is in the House bill,
(2) Changes made by committee

This provision of your committee’s bill permits certain proprietor-
ships or partnerships with 50 or less members to elect to be treated
for tax purposes as a corporation. This privilege is limited to those
businesses where capital is a material income-producing’ factor, or
where 50 percent or more of the gross income consists of gains, profits,
or income derived from trading as a principal or from certain types
of brokerage commissions, This provision would rule out firms en-
gaged in professional services such as the law, accounting, medicine,
engincering, and others. Since it is intended to limit optional tax
treatment to operating business income, personal holding company
income such as dividends, interest, and certain rents and royalties
are excluded from corporate income-tax trcatment and are taxe
dircl(:tly to the proprictor or partners as if an election had not been
made. .

An election to be taxed as a corporation is to be irrevocable unless
there is & change in membership o? more than 20 percent,

The privilege of unincorporated businesses to be treated as corpora-
tions for tax purposes is complementary to-the similar option anted
certain corporations. It permits the business to select the form or
gﬁanimbion which is most suitable to its operations without being
influenced by Federal income-tax considerations. L

It is estimated that giving unincorporated business enterprises the

clection to be taxed as corporations will decrease revenucs in-the fiscal
year 1955 by $20 million,



120 INTERNAL REVENUE CODE OF 19054
XXXI. ConsonipaTedp RETURNS (SECS. 1601-1505)

(1) Ilouse changes

The House changes which were not accepted by your committee

are discussed below. 3
(2) Changes made by commitlee

Under the House bill, the consolidated return regulations were
inserted in tho statute.  While your committee recognizes that these
regulations have been generally aceepted, your committee believes that
it is more appropriate to have these detailed rules in the form of
regulations rather than in the statute. In this form they may bo
readily amended without necessary congressional action. This is
rarticularly desirable in view of the many revisions of the income tax
aws in thig bill which must be reflected in these regulations,

In returning, in effect; to the existing law in this area, your com-
mittee provides that in order for corporations to join in the filing of a
consolidated return, one must own 95 percent of the outstanding stock
of the other. The House bill lowers this stock ownership afliliation
test to 80 pereent,

Whilo your committee and the House bill generally retain the 2
percent additional tax on the income of an afﬁﬁnted group exercising
the privilege of filing & consolidated return, your commitice has pro-
vided that this additional tax shall not apply in the case of an afliliated
group consisting of regulated public utilities.

It is estimated that removing the 2 percent additional tax on regu-
lated public utilities will reduce the revenues in the fiscal year 1955

by $:35 million,

XXXII. Disanrowance or Minimum ExumprioN AND CrepiT
(Sec, 1551)

(1) Changes accepted by committee

Under present law, if a corporation transfers property (other
than money) to another corporation which it controls and which was
created or utilized for-the purpose of recoiving the transferred property
in order to obtain either an additional $25,000 minimum surtax ex-
emption or an additional $25,000 minimum excess profits tax credit,
the benefit of the additional creédit or exemption is disallowed to the
transferce corporation, Uuder existing law, this provision is not ap-
plicable with respect to taxable ycars beginning after December 31,
1953. 4 . . , _ s
Your committee and the Iouse bill éxtended this provision indefi-
nitely insofar as it relates to the $25,000 minimuin surtax exemption,
The House bill also provides that the $30,000 accumulated earnings
credit provided by your committeo in connection with the tax on
accumulated earnings, also is not to be available to the transferce

corporations in these cases,
(2) Changes made by committee o |
Your. committee made a technical conforming change increasing
from'$30,000 to $60,000 the amount of the accumulated earnings credit
to which this provision refers,
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XXXIII, Estare Tax

Substantive changes have been made in the estato tax by the House
and your committce. However, the basic structure-of this tax has
been retained and the rates in effect under present law have beon

continued.
A, Combining the Basic and Additional Taxes (secs. 2001 and 2011)

(1) House changes accepted by commitlce

Under Prcsent law cstate-tax liability is computed by first deter-
mining a “tentative tax’’ (basic and additional taxes). Then, if the
estate is over $100,000 a “‘basic estate tax’ is computed and 80 per-
cent of this represents the maximum credit allowed for State death
taxes. - : -
The House and your committee’s bill greatly simplifies this computa-
tion by doing’ away with the nhecessity of scparatcly computing the
basic tax. This is made possible by expressing the maximum credit
allowable for State death taxes as a percent of the taxable estate of

the decedent, N ,
This simplified method of computing the tax doe¢s not change the

tax liability of 'any citizen or resident of the United States or the
credit allowed for-State death taxes. It docs, however, raise slightly
the tax of those féw nonresident aliens who are éntitled to a credit
for State death taxes. ' N n

While the concept of the basic estate tax is largely discarded in
the bills, & method of determining the basic and additional estate taxes
separately is retained, since some State death taxes and the exemp-
tion for estates of certain members of the Armed Forces require the
scparate computation of these taxes. ,

(2) Changes made by commallee

None.

B. Credit for Tax on Prior Transfers (sec. 2013)
(1) "House changes accepted by committee

Present law allows a deduction for property received from a prior
decedent (or by a gift subject to tax) within 6 years of the current
decedent’s death. The deduction is allowéd for the value of the prop-
erty still in the possession of the current decedent at the time of his
death (or which can be traced as having been acquired in exchange for
such property) and is independent of the amount of the tax paid on
the prior transfer. The deduction‘is reduced if the J)roperty is subject
to & debt or claim and no deduction is allowable if the property was
received from the current decedént’s spouse. =~ - '

 Your committée has accepted s House provision which will give more
equitable results and remove the difficult task of tracing the property.
A credit is allowed for the tax paid on the property in'the estate of
the prior decedent but it can never be larger than if -the current
decedent had not received the property. To eliminate the tracing the
credit is based upon the value of the property at the time of the
death of the prior decedent. Moreover, property transferred between
spouses, to the extent no marital deduction was available, is eligible

for this credit.
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The credit is to be allowed in full for 2 years following the death of
the prior decedent and then decreases by 20 percent every 2 years
thereafter until no credit is allowed after the 10th year.

Sinee the purpose of this provision is to prevent the diminution of
an estate by the imposition of successive taxes on the same property
within a brief period, the credit for gift tax paid on a prior transfer
has been omitted.

(2) Changes made by commities »

Your committee has expanded the provisions in the House bill in
minor respects, 1t specifically includes property passing as a result
of the exercise or nonexercise of a power of appointment. This re-
moves any possibility that property includible in the estate of a donce
of a power of appointment will be taxed twice if the appointee or taker
in Cefault dies within 10 ycars of the donee. In addition, your com-
mitteo provided that inter vivos transfers to a person who predeccased
the transferor by less than 2 years may qualify. Under the House
bill, for example, if A-made a gift to B in contemplstion of death and
the property was included in A’s tgrosa estate, no credit would have
been available to either AorBif B predeceased A. To meet this
problem without cresting undue administrative diffieulties, a credit in
this example will be given to B if he died within 2 years before the
death of A or 10 years after, '

In order to provide more certain rules under which property is
valued for the purposes of computing the credit and the limitation
of the credit under this section, yowr committee struck the provisions
in the House bill on this matter and inserted new rules based on’ tKe
principles established under the estate tax marital deduction, Héw-
ever, the distinction bétween términable interests and other interests
made in the case of the marital deduction is not continued in this sec-
tion, since the terminable interest may have produced income that
migfxt be taxable in the decedent’s estate. Thus, if A transfers a life
estate in property to B, amd tha remainder-initerest to C, the value of
the life estate at the time of A’s death would form the basis for the
computation of B’a credit for the estate tax paid on the transfer by A
and the value of the remainder interest at the time of A’s death would

be used in determining C'’s credit,

O. Alternate Valuation (see, 2032)
(1) House changes accepted by commatiee
Your committee rejécted all substantive changes made in the
section by the House bill,
(2) Changes made by commaltee ‘

Present law allows an estate to be valued at either the date of a
decedent's death or 1 year thereafter. The value of the property on
the valuation date selécted is also used to determine the income tax
basis for the property in’'the hands of the transferee. -

- 'The House:bill would have limited this option to instances in
which the property declined by one-third in value during the year
ofter death,” This proposal would have had-the unfortunate effect
of compelling litjgation to determine the value at two dates. In
addition, it would have provided a severe hardship in the case of
an estate which declined in value substantially but not quite by one-
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third. Therofore, your committee’s bill reinstates the provisions in
present law, S ,
D, Transfers Taking Effect at Death (sec. 2037)
(1) House changes accepted by committee
Under present l&wypropcrty}n‘eviously’tbansferred by a decedent
is includible in his gross estate if possession or enjoyment of the prop-
erty can be obtained only by surviving him, This rule applies even
though the decedent has retained no interest in the property.
ere the decedent has disposed of all, or substantially all, of his
rights to property long before his death, it appears unduly harsh to
subject the property to estate tax merely because the ultimate taker
of the property is determined at the time of the decedent’s death.
This rule has been discarded by the House and your committee’s
bill, In the future property previously transferred by a decedent
will be includible in his estato only if he still had (either expressly or by
operation of law) immediately before his death a reversionary inter-
est in the property exceeding 56 percent of its value, that is, if he,
prior to his death, had 1 chance in. 20 that the property would be

returned to him,
(2) Changes made by commattee

None. '

E. Annuities (sec. 2039) ,
(1) House changes accepted by committee

Under present law the value at the decedent’s death of a joint and
survivor annuity purchased by him is. includible in his gross estate.
It is not clear under existing law whether an annuity of that type
purchased by the decedent’s employer, or an annuity to which both
the decedent and his employer made contributions is includible in
the decedent’s gross estate. . _ .

The House and your committee’s bill requires the inclusion of a
joint and survivor annuity in the gross estate to the extent that the
decedent contributed to its cost -and, for the purpose of determining
the extent of the decedent’s contribution, the payments made by the.
employer under an unqualified pension plan, are to be taken into
account, -However, under; 8n approved trust, pension, or retirement
glan the employer’s contributions are not to be considered as having

een made by the decedent, =~ .-, . . ; ‘

For values which are included in the gross estate, the House and
your committee’s ‘bill provide an additional exclusion  (income. in
respect of a decedent)  when the survivor roports the income, equal
to the estate tax attributable to the income element of the survivor-
ship feature which has accrued since the annuity was purchased.

(2) Changes made by commitee =~ '

Your committeo adopted amondments clirtying the Houso bill o
that annuities provided under an emplo; ¢e's trust (or under a, cop:
tract purchased by an emiployee's trust) will be excludéd- fror ‘the
rross estate if the plan isterminated prior to the decedent's séparation
rom employment. If an annuity is attributable partially to con-
tributions by the decedent snd partially to contributions by the
employer, the exclusion is limited to that part of the valtie of the

48599 °—54—9
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annuity in proportion to the part of the total contributions made by

the employer,
Subsection (¢) was made applicable to all decedents dying after

December 31, 1953,
F. Proceeds of Life Insurance (sec. 2042)
(1) Iouse changes accepted by commallee

The proceeds of life insurance on a decedent are subjected to tax
in his estate under present law if the policy is payable to the executor,
if the decedent paid the premiums on the policy (in this case includible
in proportion to the amount paid), or if the decedent posscssed any
elements of ownership in the policy at date of death.,

No other property is subject to estate tax where the decedent initi-
ally purchased 1t and then Jlong before his death gave away all rights
to the property and to discriminate against life insurance in this regard
is not justified. ,

The House and your committice’s bill retains the present rule includ-
ing life-insurance proceeds in the decedent’s estate if the policy is
owned by him or payable to his executor, but the premium test has
been removed. To place life-insurance policies in an analogous position
to other property, however, it is necessary to make tﬁe 5-percent
reversionary interest rule, applicable to other property, also applicable
to life insurance,

It is estimated that the change made by your committes in this
provision will reduce revenues by about $25 million in the fiscal year
1955,

(2) Changes made by commiitiee

None.

G. Ezxpenses, Indebtedness, and Taxes (sec. 2063)
(1) House changes accepled by commiltee

Funeral expenses, administration expenses, claims against the
estate and unpaid mortgages are deductible in computing the taxable
estate under present law. However, this deduction is limited to those
expenses allowable by the laws of the jurisdiction under which the
estate is being administered and cannot exceed the value of the
property included in the gross estate subject to claims, that is, the
probate estate. Thus, if the decedent has placed most of his assets
1n a trust (not‘inclti‘(jible in his probate estate) funcral and other
expenses actually paid by beneficiaries or expenses of administering
trust property pai(f out of the trust assets are not allowed as a deduc-
tion to the extent they exceed the value of the property in the probate
estate.

These arbitrary distinctions have been removed under the House
and your committee’s bill, Expenses incurred in connection with
property subjected to the estate tax, although not in the probate
estato, are to be allowed as deductions, if the expenses are of the type
which would be allowed as deductions if the property were in tﬁe
probate estate and they are actually paid within 1 year of the de-
cedent’s death, A , ‘

In addition, expenses in connection with pr Pert  subject to claims
are to be allowed without regard to the tota vaﬁle of the probate
estate if they are paid within the period provided for the assessment

of the estate tax,

¢
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(2) Changes made by commatiee

None.
H. Transfers for Pubive, Charttable, and Religious Uses (sec. 2006)
(1) House changes
None.
(2) Changes made by commaltee
Your committee inserted & now provision which provides that
bequests: to veterans’ organizations organized under an act of Con-
gress will be deductible for estate-tax purposes. Gifts to these
organizations are presently exempt from the gift tax and this pro-
vision in the estate tax wil{encdijrago‘be uests to those organizations
devoted to promoting the welfare of the veterans, including the
American Legion, the Disabled American Veterans, the Veterans of
Foreign Wars, AMVETS, and the United Spanish-Américan War

Veterans, -

I. Marital Deduction (sec. 2066)
(1) House changes accepted by committee

A marital deduction is allowed in computing the taxable estate
under present law for the value of property passing from one spouse
to the other, if the surviving spouse has a right to the income from
all of the property and has a general power of appointment over all
of it, However, present law requires in such cases that the property
be placed in ““trust” and because of doubt under the law of the various
States as to what constitutes a “trust’’ it is not clear when a legal life
estato will qualify as a trust. Nor is it-cléar where property is placed
in trust and.the surviving spouse has an income interest in and power
of appointment over part of the property, when the interests given
the surviving spouse constitute a transfer in trust qualifying for the
marital deduction. .

The House and your committee’s bill make it clear that property
in a-legal life cstate as well as property in trust qualifies for the
marital deduction and that a right'to income plus a general power
of appointment over only an undivided part of the property will
qualify that part of the properl;y for the marital deduction, Conform-
ing changes have been made for life insurance or annuity payments
where the surviving spouse has a power of appointment,.

- (2) Changes made by committee o o

Your committee rejocted & special provision ‘added by the House
that allowed widows’ allowances to qualify for the marital deduction
to the extent paid within 1 year of the decedent’s death. Under

present law many widows’ allowances qualify for the marital deduction
without regard to the time of payment, It is believed that the House
bill might raise some question as to the treatment undet the marital
deduction of these widows’ allowances to the  extent not received
within 1 year of the decedent’sdeath, - . -~~~ =~ .
Your committee also made technical changes in this provision.’
J. Stocks Situated in the United States (seo: 2104) E
(1) House changes dccepted by committee = - =
Under present law stock held by nonresident aliens is treated as
property situated in the United States if it is stock of a domestic
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corporation regardless of where the certificates are located, and if it is
stock of a foreign corporation, if the certificates are located in the
United States, _ ,

Under both versions of the bill only the first of these rules is retained:
Stock is to be deemed to be situated in the United States only where

it is stock in a domestic corporation,
This rule conforms to the tax conventions the United States has

entered into with many countries and removes any deterrent to the
use of United States bank and trust companies as depositorics.

(2) Changes made by commattee
None.
K, Members of the Armed Forces Dying as a Result of Service in a
Combat Zone (sec. 2201)
(1) House changes accepted by committee
Present law exempts from the additional estate tax members of
the Armed Forces dying in a combat zone, or dying from wounds or
disease incurred while in a combat zone. However, this exemption
applies only to those dying before January 1, 1955.

‘he two bills extend this exemption from the additional estate tax
to cover any period in which persons generally are subject to induction
under the Universal Military Training and Servico Act. This change
is similar to those previously described in the case of the income tax.

(2) Changes made by commattee
None.
: XXXIV. Grrr Tax

A number of substantive changes in the House bill have been made
in the gift tax provisions but the rate of tax is left unchanged.

A. Nonresident Aliens (sec. 2601)
(I) House changes accepted by commatlee N

Present law applies the gift tax to all gifts made by citizens or resi-
dents of the United States. In the case of nonresident aliens the
tax is imposed on all gifts of property within the United States.

The tax on gifls of nonresident alions is easily avoided if the donor
merely moves the property from the United States to a foreign countr,
and makes tho gift thére. Thus, the chief effect of imposing the gift
tax with respect to gifts of intangible property by nonresident alicns
has been to deny United States financial institutions business ‘s
depositories for property” which nonresident aliens can keep outside
the United States if they intend to make gifts. Moreover, once the
property is rémoved from the United States it is not returned since
‘the donecs fear that bringing property back to the United States
would result in the imposition of a gift tax. o

The bill imposes aifl“ tax with respect to all gifts made by citizens
or residents of the United States wherever the property is situated.
In the case of nonresident aliens who are engaged in business in the
United States tax is imposed with respect to gifts of property situated
in the United States. With respect to all other nonresident aliens
the tax is imposed only with respect to tangible property situated in

the United States.
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(2) Changes made by committee
Your committce accepted the substantive changes made in the
House bill but made certain clerical changes in order to achieve

greater clarity, ,

B, Taxable Gifts (sec. 2603)
(1) House changes accepted by committee

Gifts to minors are often hindered by the fact that it is not clear how
guch a gift can bo made in trust or through a guardian for a minor's
benefit other than as a future interest, and for future intercsts the
$3,000 exclusion is not available. Doubt arisecs as to whether a gift
in trust for a minor can be a présent interest since the child does not
presently have complete control over the property. Where a child’s

uardian who has control over gifts to a child, is personally responsible
or the stipport of a child, since he must provide for the current needs
of the child; it would appear that a valid gift could only be for a
child’s future benefit. > B

The House and your committee’s bill provides that gifts to minors
will not be considered gifts of future interests if the income and prop-
erty can boe spent by or for the child prior to his attaining age 21 and
if not so spent passes to the child when he reaches age 21 (or to his
estate if he dics prior to age 21). Your committce accepted this pro-
vision in the House bill with certain technical changes to promote
clarity,

(2) Changes made by commillee ‘

Present law provides an exclusion for the first $3,000 of gifts by a
donor to a donee in a calendar year unless the gifts are gifts of future
interest. Sometimes a present interest in property, such as a life
estate, is coupled with a future interest, such as the power of a trustce
to terminate a trust and make immediate distribution to the life tenant,
Under present law the life estate might be held to have no value since
the future interest could result in its immediate termivation although
such termination would increase rather than diminish the value of
the gift to the donee, Therefore, the Housé and your committee have
added a new provision that will allow the value of the present interest
to be computed without regard to the effect of the power upon it if
the power can only bo exercised to increase the donee’s interest in
the property. ; . :

C. Revaluation of Gifts for Prior Years (sec. 2604)
(1) House changes accepted by commiliee o o

Due to the cumulative nature of the gift tax and the progression in
gift-tax rates, the taxliability for gifts in a particiilar year is dependent
on tho correct valiiation of ‘gifts in prior years. - Therefore, a tax-
payer’s gift tax lability for1953, for example, might be dependent on
whether the valuation of a.i(giift: made in:1935 is larger, smaller, or the
same as proviously reported,:although the statute of limitations has
run on the tax paid on the 1935 transfer. = . ... Lo

- It is believed that ‘once the: value of a:gift' has been accepted. for
purposes of the tax by both the Government and the ‘taxpayer, this
value should be acceptable to both in measuring the tax to be applied
to subsequent gifts. ~ For that reason the bill provides that the value
of & gift as reported on a taxable gift tax return for a prior year is to
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be conclisive as to the value of the gift (after the statute of limitations
has run) in determining tho tax rate to be applied to subsequent gifts.
This substantially increases certainty in, the gift tax area.

D. Tenancies bj) the Entirety (sec. 2015)
(1) House changes accepled by commitlee

Under present law the creation of a tenancy by the entirety may
result, in a gift from one spouse to the other at the time the tenancy
is created. Moreover, the termination of the tenancy may also con-
stitute a gift unless the proceeds are divided between the husband and
wife. Frequently, real property is held in a tenancy by the entirety
to insure the right of survivorship in the surviving spouse. Many
couples who elect. this method of buying a home have no intention of
making a gift at the time of the creation of the tenancy by the entirety
or any knowledgo that they are considered as having done so,

The House and your committee’s bill provides that unless the spouse
who furnishes the major part of the consideration for tho property
elects otherwise, a transfer of real property to a tenancy by the entirety
will not be regarded as a gift at that time. However, when such a
tenancy is terminated a gift is considered as occurring at that time
to the extent the proceeds are returned to the husband and wife other
than in proportion to the consideration furnished by each spouse,

(2) Changes made by commattee
Many States do not recognize a tenancy by the entirety but do allow
husband and wife to hold property as joint tenants with right of sur-
vivorship. In order to make tho bencfits of this section applicable to
all taxpayors, your committee has expanded the House provision to
include joint tenancies in real property between husband and wife
with right of survivorship, _
E. Property Settlements Incident to Divorce (sec. 2616)
(1) House changes accepled by commattee
Under present law ‘pro'pcx‘t,y settlements between spouses are not
regarded as taxable gifts if the property settlement is incorporated in
the decrce of divorce. However, the gift-tax status under present law
of scttlements not incorporated in' the decree of divorce is uncertain.
Both versions of the bill provide that property settlements involvin
transfers between spouses are not to constitute taxable gifts if followe
by a divorce within a reasonable length of time.

(1) Iouse changes accepted by commitice

None.
F. Marital Deduction (sec. 2623)
(1) House changes accepted by committee
To correlate the marital deduction under the gift tax with the
changes made by the committee in the marital ‘dcguction under the
estate tax, both versions of the bill make it clear that transfers to a
spousc of a legal life estate in property coupled with a gencral power of
appointment are eligible for the mantal deduction under the gift tax,
(2) Changes made by commuttee ‘

None.
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XXXV. Excise Taxes oN Arconoric BEVERAGES AND ToBAcco
(CHus, 50, 61)

The provisions of present law relating to alcoholic beverages and
tobacco have been substantiall{) revised, although-no changes in tax
rates are made, Present law has been rewritten to delote obsolete
provisions, remove unnecessary recordkeeping requirements, and per-
mit greater freedom to producers and the Treasury Department to
meet changing commorcial practices, It is anticipated that the
changes will substantially reduce the compliance costs of the industries
concerned and permit more efficient administration, Your committee
has made few substantive changes in the House bill,

() House changes accepted by committee

A. Use of returns for payment of tax.—In the case of the excises on
both alcoholic beverages and tobacco products, the House and your
committee’s bill provide that the taxes are to bo paid by returns rather
than by the present system of the purchase of tax stamps, However,
the bills provide that the Secretary of the Treasury shall decide when
after January 1, 19565, the return system shall he instituted. The
period for which the returns are to be filed, the timo of filing, and
other details are to be prescribed by regulations, Representatives of
the Treasury Department have stated that while no definite date
has been set for instituting the return system, plans have been made
to require a weekly return when the plan is first put into effect.
Subsequent extension of time for filing returns will be dependent on
the fiscal situation and on the experience with the weekly return,

Under present law, taxes on theso. products are paid for by the
purchase of stamps which must be affixed to packages or containers
prior to or at the time of removal of the products from the factory
or other bonded premises. Because of this procedure, producers
must finance tax payments between the time the stamps are pur.
chased and the time thoy receive payment for the taxed products
from their vendees. The conteémplated change to a delayed-return
system is recognition of the burden of the present system on producers.

B. Penalties.—Under present law the provisions imposing penalties
for violation of the law with respect to the taxes on alcoholic bev-
erages and tobacco products often provide for minimum as well as
maximum fines and jail sentences, The mandatory minimum
requiremeénts have been deleted in the two bills because it has been
found that they have interfered with the effective administration of
justice in such violations, * In certain cases, defendarts have received
suspended sentences because the courts felt the minimum requirements
were excessive in view of the circumstances, With the removal of the
minimum penalties, the courts will have greater freedom to fix sens
tences according to the circumstances ag they see them. =

O. Distilled spirits.—Due to & lack of time the révision of:the dis-
tilled-spirits provisions  was more limited: than in the case of: the
provisions re atgllg to_the other alcoholic. beverages: andtobacco
orodicts. dn Alcohol Tax Survey Committee :of : the: Treasury

epartment is now working with a’ committee of the distilled-spirits
industry to consider further changes for submission to the next
Congress. Nevertheless, a number of substantive changes are made
blz the two bills, The more: important changes, other than those
already mentioned, are listed below,
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(a) Authorization is provided for voluntary destruction of distilled
spirits prior to withdrawal from bond, Present law provides for the
collection of tax on distilled spirits voluntarily destroyed unless such
spirits are unfit for beverago purposes. This provision works a hard-
ship on tho industry, since spirits, although not considered unfit for
use as a beverage, may still be generally unacceptable to consumers and
thus in fact commercially worthless. ,

(b) Distilleries are authorized to conduct other businesses, except
specifieally prohibited businesses, ‘on distillery premises, when it is
found by the Sccretary or his defegatc that such operations will not
jeopardize the revenue,. Currently, only operations connected with
the production of distilled spirits may be conducted on distillery
premises. One example of & typoe of business which might be author-
ized is the manufacture of antibiotic drugs which requires large-scalo
fermenting c?lliplllellt of the sume character as that used in a distillery,

(¢) The bills remove the requirement-of present law that all stills,
for whatever purpose inteénded (except stills for refining petroleum), beo
registored, Rcfisti'ation is to be required only of stills intended to
be used for the distillation, redistillation, or recovery of distilled spirits,

Undeor present law many thousands of stills used for distilling water,
or in the preparation of drugs, chemicals, or for recovering cleaning
fluids are required to be registered. This has placed & major burden
both upon the industries using such stills and the Government. The
general requirement for registration of all stills has not materially aided
the enforcement of the revenue laws relating to liquors. ;

D. Fermented malt beverages.—The provisions of these bills relating
to fermented malt beverages represent a substantial revision of present
law, Many specific details have been modified to permit greater
adaptability to specific circumstances and to permit greater freedom
of action by brewers, The provisions listed below represent the
more important changes made.

(¢) Brewers are authorized to use their premises for producing and
bottling soft drinks and for such other businesses as the Secretary
may find will not jeopardize the revenue, Breweries which on June
20, 1936, were bottling soft drinks are allowed to carry on such business
under present law. Many small brewers have excess bottling and
canning capacity which could be utilized for producing soft drinks
and in this manner make their operations more economical,

(6) The bills provide for the refund or credit of tax paid on beer
belonging to a brewer if it is returned to the brewery for recondition-
ing, for uso as materials, or destroyed under required supervision,
Provision also is made for credit or refund of tax paid if beer belong-
ing to a brewer is lost by casualty (other than by theft). No claim
for casualty loss will be allowed, however, if the brewer was indemni-
fied by insurance or otherwise, _

Under present law, there is no provision for such credits or refunds,
Where stich loss or destruction takes.place prior to passage of title
by the brewer, he is now charged tax on production from which he
receives no benefit. This change will make the basis of brewers’ tax
payments more nearly comparable to those of most other excise tax-

ayers,
P %::) A brewer owning two or more breweries is authorized to transfer
beer without payment of tax from one brewery to another, Existing
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law does not permit siich transfers, but comparable tax-free transfers
under bond are permitted for wines and distilled spirits.

E. Wines,—-Present laws relating to wines have been changed sub-
stantially to align them with modern production methods and practices
and remove numerous unnecesshry restrictions. Present wine laws
are outmoded, and the industry has requested modernization, The
major changes made in the wine laws by the two bills are listed below.

(a) Wineries are to be granted permission to carry on certain opera-
tions in wineries besides the making of wine, if these operations are
conducted in 8 manner which will not jeopardize the revenue. This
will permit wineries to be used for making fruit juice, jellies and jams,
and thus permit more efficient utilization of the wine premises,

0 A t{:orough revision of the definitions of wines, the methods of
preparation permitted, and the required standards of quality is made
in the bills. These changes have been made to bring the law in line
with modern production practices and to provide for greater clarity
as to permissible activities and standards, One of the most important
changes is the provision permitting use of methods acceptable ‘in
“good commercial practice’” to correct and stabilize wine, Present
law prescribes that only ‘““usual cellar treatment’” may be used. This
change in wording will make it possible to recognize new methods
which may be developed in the future,

(¢) The bills provide & new category of premise, the taxpaid wine
bottling house, which will operate under Government supervision,
Under present law the Government cannot supervise the bottling of
taxpaid wine, This lack of control has led to administrative diffi-
culties as well as to frauds on the revenue, '

(d) Provision is made for the allowance of all losses of wine while
in bond ‘except losses by theft occurring because of negligence or
collusion. No allowance will be permitted where the claimant is
indemnified by insurance or otherwise, Allowance also is made for
voluntary destruction of wine in bond. Under present law, all losses
in bond are allowed purely at the discretion of the Commissioner.
Under this rule, tax has been levied in all ¢ases of loss by theft, and
destruction without payment of tax has been permitted only for wine
unfit for use as wine, These chan%es bring the wine provisions in
line with those for distilled spirits lost or destroyed while in bond:

(¢) The bills authorize the refund or credit of tax paid on unmer-
chantable sparkling or artificially carbonated wine which has beén
returned to a bonded premise.;’ No such provision now exists. Where
effervescent wines become unmarketable as sparkling wines, as'in the
case of loss of sparkle, ths loss in value is substantial because of the
much ‘higher tax rates for effervescent wines than for still wines,
This new provision is inténded’to give relief in such cases. ' The prin-
ciple used here has long been in effect with respect to tobacco prod-
ucts where provision 18 ‘made for rédemption - of ‘stamps ‘used 'on
taxpaid prodiicts subsequently withdrawn from the market, .

({) The bills provide that the tax base for sparkling and artificially
carbonated wines is to be a wine gallon instead of the present base
of cach one-half pint or fraction thereof in each ¢ontainer. The rates
for these wines have been restated to make them the practical equiva-
lent of the existing rates. For example, the rate on bhp.mpﬁinb"or
other sparkling wines has been changed from 17 cents on each half
pint or fraction thereof in each bottle or other container to $3.40
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per wine gallon., The rate per wine gallon i3 set at 20 times the rate
per half pint because most such wine is bottled in fifths, and each
fifth -is taxed at 4 times the half-pint unit rate.

This change will establish o uniform taxable unit for all wines and
avoid the present tax penalty on using bottles not containing an even
multipleof half pints. B

(g9) 'Tho bills clarify the exemption from tax for hard ciders (usually
gold during scason by farmers at roadside stands) to provide that it
applies when the cider is not preserved by any process or by the addition
of any material and is not offered for sale as wine or a substitute for
wine. Such cider was not taxable prior to 1936, but the amendment
of the law in that year to refer specifically to “apple wine’’ raised some
question as to whether hard ciders might be taxable. This revision
will remove the uncertainty.

F. Tobacco products.—'The new chapter relating to cigars, cigarettes,
chewing and smoking tobacco, snuff and cigarette papers and tubces
represents a complete revision of present law. Provisions which have
no relevance to present-day business practices have been eliminated
(such as references to peddlers), and for many detailed recordkeeping
requirements there has been substituted a provision which permits
required records to be specified by regulation. Other important
changes made by the two bills are listed below,

(a) Detailed statutory provisions specifying the permitted sizes of
packages and the exact wording of notices and labels to be put on
packages have been removed. The revised law is intended to afford
relief to the industry from present rigid requirements by giving
authority to effect changes by regulation.

(b) "The bills authorize credits or refunds to be made to the manu-
facturer for tax paid on articles lost by casualty (except by theft)
while in his possession, Present law already allows the refund of tax
on articles withdrawn from the market by the manufacturer. Several
court decisions have interpreted “withdrawal from the market” to
include loss by casualty (other than theft) while taxpaid articles aro
still in the posscssion of the manufacturer. This change will bring
the law specifically in line with these court decisions.

(¢) The bills provide that every person before commencing business
as a manufacturer of tobacco products must obtain a permit to engago
in such business. The permit may be refused if it i1s deemed that the
applicant is unlikely to comply with the tobacco tax provisions.
Once issued, permits may be suspended or revoked after hearing before
proper authority.

Theso provisions are inserted in the law to provide an effective
means of terminating operations by manufacturers and dealers who
violate the law and regulations. At the present time, manufacturers
and dealers: must register before commencing business, but such
registration has only informational value for there is no restrictive

control connected with such registration.

(2) Changes made by the committee
A. Stamps to evidence compliance with law.—At the present time, the
stamps purchased in payment of taxes on alcoholic beverages and
tobacco are sold for their tax value. There is no charge for the atamps
as such. However, in addition, the law requires strip stamps to Ee
placcd on individual bottles of distilled spirits to evidence payment of
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tax. These stamps cost producers 1 cent per bottle (one-fourth cent
for bottles of less than one-half pint), In tho fiscal year 1953, the
Treasury Department collected $14.4 million from the sale of strip
stamps.

In the House bill, the required use of strip stamps on distilled spirits
containers was continued, along with the present charge for such
stamps. In addition, the House bill provided that when the return
system for liquor and tobacco taxes was instituted, the Secretary or
his delegate might require stamps to be affixed to containers of beer
and tobacco products to indicate compliance with the law., Such
stamps were to be sold to manufacturers at a sum sufficient to defray
the expense of preparing such stamps, ;

Your committee has retained the required use of strip stamps in
the case of distilled spirits, and the option of the Seccretary to require
them in the case of beer and tobacco products, but has provided that
in all cases the stamps shall be furnished to manufacturers without
cost. Since the stamps are, or may be, required as & moans of safe-
guarding the revenue, it is felt that producors should not be required
to pay for them but that their cost should be part of the administrative
expenses of Government. It should also be noted that the sale of strip
stamps for beer and tobacco products would have had the effect of
slightly raising the tax on these products, for there is no charge for
the stamps now used beyond their tax value. .

B. Classification of sake.—Your committee has continued the classi-
fication of sake and similar products as beer. The House bill would
have reclassified them as wines. Since these products have been
classified as beer for many years and are made in breweries, it is felt
that they should continue to receive the benefit of existing treatment.
Consumption of sake is very limited. As sake and similar products
usually contain from 16 to 18 percent of alcohol, their classification
as wines would have resulted in a wine tax of 67 cents per gallon, The
tax on beer is about 29 cents a gallon.

C. Effective date for use of breweries for other operations.—The right
of the Secretary to permit breweries to carry on other businesses ﬁas
been made effective the day after the effective date of the act., Under
the House bill, the effective date was January 1, 1955, the general
effective date for this chapter, Since some breweries long have had
the right to bottle soft drinks, it is felt that there is no reason to delay
the equalization of opportunity provided by the bill,

XXXVI. ProvisioNns RELATING To PROCEDURE AND ADMINISTRATION

The House and your committee have made & comprehensive revision
of the portion of tﬂe Internal Revenue Code relating to procedure and
edministration.. The changes represent a substantial simplification of
existing provisions, Administrative provisions presently scattered
throughout the ‘code have been brought together into a new subtitle.
As a result of this reorganization it has been possible to combine &
%reat number of provisions, shortening them and :providing more uni-
orm application for the various internal revenue taxes.- The new
provision relating to the time and place for paying any tax shown on
& return, for example, represents the combination of 34 different pro-
visions in the existing code presently scattercd all the way from section
63 to section 3791, To a substantial degree the uniformity has been



134 INTERNAL REVENUE CODE OF 1954

achicved by applying to all taxes the more detailed administrative
and procedural rules presently applicable only to the income tax.

The new provisions rclate gencrally to all internal revenue taxes
imposed and, with the exception of those applying to the alcohol and
tobacco taxes, only a few administrative provisions of special applica-
tion have been'left in the taxing subtitles, Many of the administrative
and procedural provisions relating to the alcohol and tobacco taxes
have not been brought into the general administrative subtitle because
of their specialized character.

The 3 changes of most general application and interest—the changes
in the time for filing returns, the changes made in the declaration
system for in(lividuuﬁs, and the establishment of a declaration system
for corporations—are discussed in the first 3 scctions below. Other
changes of significance are described briefly in the remaining sections
under their chapter headings in the new code.

A. Filing Date for Taz Returns (secs. 6072, 6073, 6074)
(1) House changes accepted by commallce

Thoe House and your committee’s bill postpones from March 15 to
April 15 the date for individuals using a calendar year to file their
income {ax returns. A similar 1-month postponement is provided for
individual income taxpayers using a fiscal year.

It is believed that this change will greatly relieve the difficulties
taxpayers now have in preparing their returns by the present filin
date. This should also result in the filing of more carefull preparcﬁ
returns and in addition should be beneficial to those who uidy taxpayers
in making out their returns, ;_

This change in filing dates is efTfective for the 1954 tax liabilities of
calendar year taxpaycrs which are reported for tax purposes in 1955,
Tt is also effective for fiscal year taxpayers with respect to tax liabilities
for years beginning after December 31, 1953, and ending after the date
of enactment. ,

'The change in the return date also involves the postponing from
March 15 to April 15 of the filing date for the declaration of estimated
tax (and the first payment of estimated tax). However, no changes
were madoe in the case of the present June 15, September 15, and Janu-
ary 15 dates for amending declarations of estimated tax (and for the
last three quarterly payments of estimated tax).

Under present law {armers are required to file their declarations of
estimated tax by January 15 or, if they do not wish to file their declara-
tions by that time, file their final return’by January 31. The House
and your committec’s bills have moved up this alternative filing date
for final returns of farmers from January 31 to February 15. They
also extend the definition of farming to include oyster farming, '

No change is mado in the March 15 filing date for corporations ex-
cept in the case of tax-exempt cooperatives. The filing date for the
returns of theso cooperatives is postponed until September 15 (follow-
ing the year of tax liability) to coincide with their last date for declar-
ing patronage dividends with respect to the prior year’s business,

(8) Changes made by committee

Your committee’s bill advances from January 15 to January 31 the
date by which an individual (other than a farmer) must file a final
return if he wishes to forego a final amended declaration and install-
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ment payment of estimated tax on January 15, It also’ advances
from March 15 to April 15 the date for filing a gift tax return,

B. Deglgag%ions of Estimated Tax by Individuals (secs. 6015, 6073, 6163,
(1) House changes accepted by commitlee _

Under present law individuals whose tax liabilities are not sub-
stantially discharged by withholding are required to filo declarations of
estimated tax and to pay on a quarterly basis the amount by which
their estimated tax exceeds that which will be withheld during the
course of the taxable year, A declaration of estimated tax must be
filed by an individual whose income is primarily from wages or salaries
if this income is expected to be more than $4,500 plus $600 for each
excmption. Individuals with over $100 of income from sources not
subject to withholding are required to file declarations of estimated
tax if they expect their gross income to exceed $600,

. e

These reqiiirements have resulted in the filing of over three-quarters
of a million dcclarations where the individuals have no payments to
make with the declaration, and several hundred thousand where the
Fayments are very small. This unnecessary filing results from the
act that the present vequirements are geared to match the estimated
tax with final tax liability, irrespective of how small the amount of
tax due in excess of that withheld, Moreover, the filing requirements
do not make adequate allowance for the standard deduction in the
case of wage and salary recipients or for personal exemptions in the
case of othor taxpayers, ,

Additional charges are imposed under the present law for failure to

file a decloration or make a payment of the estimated tax or for sub-
stantial underéstimates of tax liability. These charges may be severe.
For failure to file a declaration or to pay an installment of the estimated
tax, the total charge may be as high as 9 percent of the unpaid install-
ment. For a substantial underestimate of tax, that is, an estimated
tax which is less than 80 percent of the actual tax liability for the year
(66% percent in the case of farmers), a charge of 6 percent of the amount
by which the final tax liability exceeds the estimated tax may be im-
posed. This charge and the charge for failure to file a declaration or
pay an installment of estimated tax may run concurrently and result
1n & combined charge of 15 percent of the estimated tax due. v

These charges are not only severe but also complex. Three different
calculations are necessary to, determine. the charges imposed for failure
to comply with estimated tax provisions., .. . . ;

The present system of additional charges also encourages deliberate
underestimates because no charge is made where an individual sub-
stantially underestimates his tax but corrects his estimate by January
15 of the following year, This discrithinates against both the tax-
payer who estimates his tax correctly but fails'to make his installment
anmentg and the taxpayer who pays much of his tax during the year

ut fails to meet the 80 percent test by January 15, ' ‘

Finally, the present system of additional charges is unfair to tax-
ayers who expect to receive the greater part of their income in the
atter ‘part of thé year. Siich taxpayers may bé ‘forced 'to choose

between deliberately understating their tax at the time the first
declaratioh is filed, or borrowing or temporarily reducing their capital
in order to pay taxes on income which they have not yet received.
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To correct these deficiencies in the provisions relating to estimated
tax, the House and your committee’s bill provide for changes in the
filing requirements and in the system of ag'dibional charges.

For an individual with no more than $100 of gross income from
sources other than wages or salary, a declaration is to be required
only if gross income is expected to be $5,000 or more. However,
no declaration will be required by a married person if his gross income,
combined with that of his spouse, is expected to be less than $10,000,
The $10,000 requirement also applies to heads of households.

For individuals who expect to receive more than $100 of income not
subject to withholding, a declaration will be required only if gross
incomo from other sources is expected to be more than $600 per
excmption plus $400. These revised filing requirements will sub-
stantially reduce the number of declarations involving little or no tax
in excess of the amount withheld, and will thus produce savings both
for taxpayers and the Internal Revenue Service.

In place of the present complicated and severe system of additional
charges, the House and your committee’s bill provide a uniform charge
of 6 percent per annum for underestimates and unpaid installments
of estimated tax. In general, this charge is to be imposed where the
installment payment made by the taxFayer is less than 70 percent
{(66% for farmers) of the quarterly installment due on the basis of the
tax shown on the final return (less the amount of tax withheld). The
6 percent per annum charge is to be based on the amount of this
difTerence. ‘ A

However, in order to make allowance for the fact that many taxpay-
ers are uncertain during the early part of the year as to what their
income and tax will be over the year, no charge will be imposed, even if
the installment payment is less than 70 percent of the quarterly install-
ment due, if the amount paid as estimated tax is (1) the same as the
previous year's tax or (2) the tax for the previous year as it would have
been if the rates and personal exemptions applicable to the current year
had been used. _ ,

In addition, the taxpayer will bo ablo to avoid an additional charge
if his total payments on or before any installment date are at least 70
percent of an estimated tax computed hy projectini to the end of the
year the income received from the beginning of the year up to the
month in which an installment is due. This provision is designed to
correct the deficiency in the present system of additional charges for
taxpayers who expect to receive the greater part of their income in the

latter part of the year. -
(2) Changes made by commiltee

Your committee’s biil also provides that no additional charge will
be imposed where the amount paid as an installment of estimated tax
(together with previous installment payments) is equal to 90 persent
of the tax comFuted, at the rates applicable for the taxable year,
on the basis‘of the actual taxable income for the months in the taxable
gear ending before the month in which the installment is required to
e paid. The rovision in the House bill that the taxpayer may
avoid additional charges where his installment payment of estimated
tax is based on annualization of his income up to the date of the
installment fails to afford relief where the taxpayer receives a sub-
stantial amount of income during the early part of the year and
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expects to receive substantially less income during the remainder of
the year. Your committee’'s provision is designed to prevent the
imposition of possibly substantial additional charges in such cases.

C. Declarations of Estmated Tax and Tax Payment Schedule for
Corporations (secs. 6016, 6074, 6164, 6666) :
(1) House changes accepted by committee

The Revenue Act of 1950 accelerated corporation tax payments
from 4 quarterly installments spread over the 12 months following
the taxable year to two 50-percent installments, payable in the third
and sixth month after the close of the taxable year, The transition
to a 2-installment system was accomplished over a 5-year period be-
ginning with 1950 and ending with 1964 tax liabilities,. Calendar
year corporations, for example, will pay 45 percent of their 1953
tax liabilities in March of 1954, 45 percent in June,and 5 percent each
in September and December, Their 1954 tax liabilities will be paid
half in March and half in June of 1955.

The present 2-installment system lumps substantially all tax pay-
ments of calendar-year corporations within the 90-day period between
March 15 and June 15. Since corporate taxes account for almost 30
percent of the Government'’s total receipts, the lumping of the flow
of corporate-tax payments to the Treasury aggravates the effect of
Treasury operations on the money markets. Itincreases the problems
of mamaging the public debt and makes it more difficult for corpora-
tions to manage their own financing, '

Morcover, many large corporations in effect make advance pay-
ments of their income tr.xes by the purchase of short-term Government
sccurities. Although this funding of tax payments serves to make
funds available to the Government, it involves additional interest
payments by the Government and increases the problems of managing
the short-term debt. :

To remedy this situation, the House and your committeo’s bill
provide a system of declarations of estimated tax from the larger
corporations which restores the four quarterly installment system
an&) reduces the time the corporation is given for the payment of its

“tax. This is accomplished in a way which will afford the business
community ample opportunity to.adjust to the new system and will
work no hardship on seasonal businesses or businesses with limited
liquid funds.

The bills requi

ire corporations to file a declaration »f estimated tax
and to make a partial payment on account of current tax liability by
the middle of the ninth month of the yéar of the tax liability and
another by the middle of the last month of the same year. When this
plan is fully effective, calendar-year corporations will pay one-fourth
of their estimated tax on September 15 of the year of the tax liability
and another quarter on December 15 of the same year.. A quarter
will be'paid on March 15 of the year following the taxable year and
the final payment on June 15 of that year. =~~~ L

. To facilitate the transition to'the new system, the bills make pro-
vision for -a_gradual shift to the new system over'a 5-year' period,
starting in 19565, . In the case of a calendar-year corporation 5 percent
of the estimated 1955 liability will become due on September 15,.1955;

another & percent.will be due in December, and about 45 percent’ of

the actual tax will be payable in the following March and another 45
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percent, in June.  For the 1956 liability, the September and December
payments will be about 10 percent and the following March and June
payments about 40 percent each. The September and December
payments will continue to increase each year until they both reach
25 percent of tho estimated tax for 1959 liabilities, when both the
March and June payments will have been reduced to about 26 percent
of the actual tax., In 1960, and in subsequent ycars, corporation
income taxes will be due in four quarterly installments, extending from
tho middle of the ninth month of the current year to the middle of the
sixth month of the following yecar. The schedule of corporate tax

ayments during thoe past 5 years and the schedule under the House

ﬁill for the noxt 5 years is as follows:

Payment schedule for corporalion income laz under prevailing law, 1849-64, and
proposal, 1866-69

{Calendar year onrportions; showing percent of tax labllity due In each Installment]

Tnocome year Following year
Income year Sent b Sent b Total
Septem- ecem- eplem. ecem-
5nr ber March | June or ber
25 25 26 25 100
30 30 20 20 100
35 as 16 15 100
40 4 10 10 100
45 45 b b 100
50 60 (] 0 100
45 L 1N YRR D, 100
40 40 [caccaacce]ocaanaaaas 100
35 15 3 R PN 100
30 30 |eameenmracfcennannnn 100
20 b1, 7% PN I 100

t Applicable to tax 1ability, In excess of $50,000 under the House bill and $106,000 under your committee's
NIl

The House bill exempts from the required declaration of estimated
tax and the new tax-payment schedule corporations whose yearly tax
liability cannot rcasonaﬁ; be expécted to exceed $50,000. Moreover
it limits the curront payment requirements to that portion of the tax
liability in excess of $50,000. This exemption, which is designed to
restrict the application of the new system to a comparatively large
group of corporations, has been increased by your committece, The
change is described below.

In the casc of calendar-year corporations, which constitute more
than two-thirds of the total, the effect of this declaration system is to
shift tax collections from the second to the first half of the Govern-
ment's fiscal year. This will have no effect on the Government’s
total tax collections during any fiscal year.

In the case of somo fiscal-year corporations, however, the speedup
will have the effect of shifting payments to an earlier fiscal year of
the Government. A corporation whose fiscal year ends in June, for
example, now makes its first payment in September. Under the
new o’ciaf&tion system it will make its first payment the preceding
March and its second payment in June. This will shift half of its
annual tax liability to an earlier fiscal year of the Government. A
similar shift will occur in the case of corporations with fiscal years
ending in April or May, and for corporations with fiscal years ending
in January, February, March, July, August, or September, one
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&uartcr of their tax liability is shifted to an earlier fiscal year of the
overnment, :
Because of the changes in the payments of the fiscal-year corpora-
tions it 1s estimated that there will be an annual increase in tax col-
lections in the fiscal years 1956 through 1960 of approximately $150
million; assuming present tax rates, Although these additional col-
lections represent funds which otherwise would have becn received
in subsequent fiscal years, there will be no corresponding reductions
lin re]eceipt,s in subsequent years if corporate profits remain at current
evels. - . , - L

'T'o facilitate compliance with these provisions, tho bills prescribe
for corporations the same additional charges prescribed by the House
bill in the casc of declarations of estimated tax by individuals; These
charges are equal to 6 percent (por annum) of the amount of under-
payment, However, the charge will not be imposed if the estimated
tax upon®the basis of which the installments are paid falls into any
of the following categories:

(1) If it amounts to 70 percent of the tax (in excess of $50,000)
shown on the final tax return;

(2) If it amounts to as much as the preyious year's tax;

(3) If it is equal to what would have been last year’s tax liability
if current tax rates had been applicable, less $50,000, to previous
year’s income; or ,

(4) If it is at least equal to 70 percent of the tax (less $50,000)
due on the basis of projecting to the end of the year the income received
from the beginning og the year up to the date of the declaration or
its amendment, R )

These exceptions to the additional charges for failure to comply
with the provisions for declarations of estimated tax, together with the
$50,000 exclusion, will prevent the hardships which might otherwise
be imposed on corporations which are uncertain as to what their
income during the taxable year will be or which expect to receive the
greater part of their income toward the close of the year.

These provisions relating to corporations’ declarations of estimated
tax will greatly assist in the management-of the public debt with
the least detriment to the money markets, Moreover, to the extent
they speed up the collection of revenues, they will reduce the Gov-
ernment’s short~term borrowing requirements,

(2) Changes made by commiltlee.

Your committee’s bill exterids the exemption from the required
declaration of estimated tax, and from the new tax-payment schedule,
to corporations whose vearly tax liability cannot reasonably  be
expected to exceed $100,000 and limits the current payment require-
ments and the provisions with respect to the 6 percént additional
charge to that portion of the tax liabilitv in excess of $100,000, With
the $50,000 exemption in the House bill,:the déclaration system would
leave unaffected about 390,000 corporations, It would affect, how-
ever, 35,000 corporations, accounting for about 90 percent of the
corporate tax liabilities, Your committee’s action will exempt an
additional 15,000 corporations from the declaration and advance pay-
ment requirements. The remaining 20,000 corporations, however,
account for about 85 percent of corporate income tax Liabilities.

48509°~f4——10
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With respect to the additional charges imposed on corporations for
failure to pay cstimated income ‘tax, your committee amended the
House bill to“provide that no additional charge will be imposed where
the estimated tax installment is equal to or exceeds 70 percent of the
tax for the taxable ycar computed by -placing on an annualized basis
tho taxable income ecither for the months in the taxable vear ending
hefore the morth in which the installment is required to be paid, or
the period ending 2 months before that month. This provision will
substantially ease the compliance burdens for a number of corporations
which, because of the difficulties in inventorying, would have inade-
quate time to prepare an estimate on the basis of the annualized
income through the months ending before the month in which the

installment is to be paid.

D. Information and Returns (ch. 61)
(1) House changes accepled by commitlee

(a) Present law requires the reporting of payments to another
person (not a corporation) of $600 or more consisting of rent, salaries,
wages, premiums, annuities, compensations, remunerations, emolu-
ments, and othor gains, profits, and ‘income. The House omitted
these provisions from the new code. It was stated that this was done
because they have not been used extensively under existing law and
because tho requirements if interpreted literally would require the
filing of these special informational returns by a vast number of

individuals, ) '
As indicated below, your committee modified the House action in

this respect.

The House action did not aflect the information returns presently
required from corporations in the case of dividends and interest, nor
reports presontly required as to the collections of foreign items.

() The House and your committee’s bill raise the minimum income
tax return filing requiroment from $600 of gross income to $1,200 of
gross incomo for individuals over age 66. ,

(¢) Married taxpayers are to be allowed under both the House and
your committee's Ei]l to file joint returns after having filed separate

returns without first paying the tax shown on the separate returns,

Y¥or example, if the separate return liability were $130 but the joint
return liability only $18, a husband and wife could shift from soparate
to joint returns by paying only the $18. Under present law they
would first have to pay the separate return liability of $130 and then
claim a reéfund of $112, , - ,

(d) In the case of corporate returns, both versions of the bill require
1 officer to sign the return instead of 2 as at present. Moreover, any
officer duly authorized by the company will be able to sign, rather
than only certain specified officers as at present,

(e) The Secretary or his declegate is given the authority under both
bills to grant an extension of time, up to 6 months, for the filing of any
tax return, At present, this authority is limited to the income and
certain other taxes. .,

Corporations ‘are also given a 3-month automatic extension under
the bills for filing their income-tax returns upon the filing of an ap-
propriate form and the paying of the tax installment estimated to be

due,
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) The Secretary or his delegate is authorized by the two bills to
allow the filing of returns in whole dollar amounts rather than showing
on the return the exact cents,

(2) Changes made by commitlee
Your ¢omimittee restored the provisions of existing law requiring
information returns on certain payments to others of $600 or more &
year, However, under your committee’s bill these returns are to be
reguired only with respect to payments made by businesses (either
individual or corporate).

E. Time and Place for Paying Tazx (ch. 62)
(1) House changes accepted by commitiee '

A uniform rule is provided under both the House and your com-
mittee’s bill permitting the Secretary or his delegate to extend the
time for the payment of any tax for a period not in excess of 6 months
(the 10-year period, however, is retained for the estate tax). This is
present law for the income taxes, estimated income taxes, unemploy-
ment taxes, and gift tax, but in the case of many others there either
is no provision for an extension of time or provision for only a 90-day
extension.

(2) Changes made by commaliee
Your committee accepted the House provisions with only minor

technical changes.
F. Assessment (ch. 63)

(1) House changes accepled by commyltee

Prior to the adoption of the reorganization. Elans, in the case of
each of the approximately 90 million returns the law called for the
making of assessment lists by the collectors, the transmission of these
lists to Washington, and certification before assessment was accom-

lished. The effect of the reorganization plans on these requirements
18 not expressed in the 1939 Code.

Under the House and your committee’s bill the assessment is to be
made by recording the taxpayer’s name, address, and tax liability.
It is contemplated that this will be done by modern machine opera-

tions.

(2) Changes made by commattee
The House changes were accepted with technical amendments.

@. Collection (ch. 64)
(1) House changes accepted by committee

(a) Under the House and your committee’s bill while assessment
may be made immediately when returns are filed early, payment
before the due date for the return may not be demanded. .

(6) The Secretary or his delegate is authorized by both bills to
reccive any check or money order in payment for taxes or stamps.
Present law closely limits the type of check or money order which
may be received for stamgls. o .

(¢) The House bill indicated the status of tax liens relative to
other liens, The House bill provides that. they are to be subordinate
to prior valid liens of a bona fide mortgagee, pledgee, or purchaser
but superior to these liens if such a person had knowledge of the tax
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lien, As is indicated below, your committee has made changes in
this provision,

(d) In certain estate and gift tax situations priority of lien is pro-
vided by both bills for bona fide mortgagees and pledgees. The
situntion of bona fide purchases for full value is also improved in
8OMG cases, ,

(¢) Tho law is clarificd by both versions of the bill with respdct to
the right of distraint and levy (seizure) for the collection of tax lia-
bility. Also, in all cases of jeopardy the right is granted the Internal
Revenue Service to seize property immediately after an unpaid notice
and demand. Under present law there must be a 10-day waiting
period in the caso of income, estate, and gift taxes. However, your
committee has added an additional provision in such cases, ,

(f) The right to levy on salaries due is extended by the two bills to
permit the lovying on salaries due Government employees in the same
manneras is presently possible in the case of other employces.

(q) The list of ’houSchld goods, cte., exempt from levy is modern-
ized by both bills, Present law exempts “1 cow, 2 hogs, 6 sheep”
(if the sheep are not worth more than $50), ete. The House bill
exempls ‘“‘necessary’” wearing apparel and schoolbooks; fuel, pro-
visions, personal eflects, and furniture to the extent of $500; and
necessary hbooks and tools for the taxpayer’s trade or profession up to
$250. Your committee has accepted the House provision with the
modifications indicated below. ’

Present law requires appraisals of the property exempt from lovy by
threo “houscholders of the vicinity,” The House and your com-
mittee's provision requires appraisal of the exempt property only if
the taxpayer demands it, and then the appraisal is to be made by
threo disinterested individuals summoned by the officer making the
scizure,

(h) The treatment provided for the sale of seized real and personal
property is made tuniform by the two bills,

Present law requires that in certain cases the place of the sale must
be not more than 5 miles away from where the property was seized
but this limit can be ignored on special order ofp the Commissioner.
The now provisions require the sale to take place in the same county
as the scizure except by order of the Secretary or his delegate,

The two bills permit more freedom in the methods of holding the
salo of seized property in order to obtain the highest price possible
to the benefit of both the taxpayer and Government. Public sale
by sealed bids as well as by auction is permitted, the sale of items

may be made singly or in groups, and down-payments by purchasers
with the balance %eing paid in & month are permitted. An additional
change made by your committee is noted below.

() Now rules are provided by both bills-for the sale of secized
perishable goods to make such seizures feasible.

() New rules are provided by the two bills to insure valid certifi-
cates of title to purchasers of automobiles lawfully seized and sold by
the Government, o : v ,

(k) A new -provision in both bills permits the releasing of ‘seized

roperty ‘if the taxpayer makes satisfactory arrangements with the
nternal Revenue: Service for the payment of his tax, such as the
payment in installments from part of his salary.



INTERNAL REVENUE CODE OF 1954 143

(2) Changes made by commitiee

Your committee adopted the collection provisions as passed by
the House with the following major changes: N

(a) It added a new section 6316 which at the discretion of the Secre-
tary will allow the payment of taxes in currency of foreign countries,

(6) In the section dealing with liens for taxes the committee deleted
the parenthetical reference to tenants by the entirety.

(¢) In the scction dealing with the validity of tax liens as against
certain third parties, your committee deleted the subsection added by
the House providing specific rules with respect to the validity of the
tax lien without notice. =~ _

(d) With respect to prop'ci'b?v exempt from levy, your committee
expanded the category of fuel, provisions, furniture, and personal
effects (exempt up to $500) to include firearms and livestock.

(¢) Your committee amended the provision relating to sale of seized
property to provide that wher'e property is scized under a jeopardy
assessment which is then subject to review by the Tax Court, the
Secretary (other than in cases such as that of périshable property)
cannot sell the property, without consent of the taxpayer, pending the
determination of the tex liability by the Tax Court. Furthermore,
your committee’s bill provides that where, because .of jeopardy
property is seized before the expiration of the usual 10-day period
after notice and demand, proceedings to scll such property may not
be commenced until after such 10-day period.

I, Abatements, Credits, and Refunds (ch. 66)
(1) House changes accepted by commatiee

The rules now e ress],}f'grovided in the code with respect to certain
excises, that refunds will be made only if it can be shown that the
taxes were not passed on to others (or were repaid to them) have been
extended by the House and your committee’s bill to include the
cabaret tax, taxes on admissions and dues, and the tax on pistols and
revolvers, Also, the rules permitting refunds of manufacturers’ and
retailers’ excise taxes, with respect to price adjustments, are extended
by the two bills to include such adjustments with respect to the excises
on diesel fuel and pistols and revolvers,

(2) Changes made by committee
The House provisions were accepted by your committee with only
technical changes.

1. Limitations (ch. 66)

- (1) House changes accepted by committes

(¢) The House bill extends to income, estate, and . gift taxes the
rule presently applicable to other taxes to the effect that there is no
limit on the period of assessment and collection where there has been
a willful attempt to defeat or evade tax (other than by the making
of a false or fraudulent return), As is indicated below, your com-
mittee did not accept this change. ‘

(b) The 3-year period of limitations for assessment or refund now
applying in tﬁo case of the income, estate, and gift taxes is aﬁgliied by
bot_hi;lﬁﬁs to excise taxes, which presentiy have a 4-year tation

eriod. . R
P (¢) The period of limitation for assessment by both bills is made
6 years instead of 6 in the case of the omission of 25 percent of gross
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income, and a similar rule is n;l)'lpliéd in the bill to the estate and gift
taxes, However, under the bill this longer period is not to apply if
disclosuire of the nature and amount of omitted items is made on or
with the tax return, (See below for committee modification.)

(d) A 6-ycar limitation for assessment is provided by the two bills
for failure to include personal holding company data on the special
schedule provided for this purpose in the corporation income tax
return (no longer to be a separate return), ;

(¢) As under present law there is to be no limitation on the time
for assessment where no return is filed. However, if a ““corporation”
erroncously in good faith files a trust or partnership return, under
both versions of the bill such return is to start the running of the
statute of limitations, -

As noted below, your committce also made another change in this
provision, , ,

(f) The income-tax rules, presently providing that the period for
assessment i3 extended during bankruptey or reccivership proceed-
ings, are to be made applicable under the House bill to all Federal
taxes -and to any Federal- or State-court proceeding., As noted
below, your committee has modified this House provision,

(9) The 6-year period during which taxes may be collected after
assessment 18 extended by the two bills for the time collection is
delayed or hindered by rcason of the taxpayer’s property being
outside the United States, , )

(h) The income-tax rule, that for limitation and interest purposes
an carly return is deemed filed on the last day for filing, is extended
by the two bills to returns for all taxes,

(2) The period for criminal prosecution is extended by the Houso
bill from 3 to 6 years for willful failure to pay any tax or to make a
tax returp, for making false statements, for intimidating United
States officers, and for certain offenses by such officers., -Under
existing law, the period (3 or 6 years as the case may be) is extended
for the period the individual involved is outside the judicial district
where ho committed the crime. The House bill provided that this
extension would be applicable only for the period the taxpayer is

outside the United States. -
As is indicated below, your committee modified this provision

substantially.

(2) Changes made by commiliee

In addition to technical changes, your committece made the following
substantive changes to the House bill:

(a) In the case of the House provision which extends to income,
estate, and gift taxes the rule presenily applicable to other taxes to
the effect that there is no limit on the period for assessment and
collection where there has been a willful attempt to defeat or evade
tax (other than by the making of a false return), your committee
restored present law. ‘ _

(b) In the case of the House provision relating to a 6-year, instead
of a 3-year period of limitations for estate and gift taxes where an
amount equal to more than 25 percent of the gross estate or total
gifts is omitted from the return, your committee made it clear that
the 6-year period is not to apply merely because of differences between
the taxpaycr and the Government as to the valuation of property.
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(¢) Your committee provided that information recturns filed by
organizations which had supposed they were tax exempt are to have
the same effect as corporate income tax returns in starting the running
of the statute of limitations, -

(d) Your committec decided to-make the House provision providing
that the period of limitation is not to rin during a period assets are
in the control or custody of a court (and for 6 months thereafter)
inapplicable in the case of probate and guardianship proceedings.

(¢) In the case of claims for credite or refunds the House bill (and
present law) provides that although a claim may be filed within 3
years from the date tho return was filed, the amount to be refunded
is limited to amounts paid within the 3 years preceding the date of
the claim, Thus, in casc of a late return, tentative tax paid on the
due date might not bo refunded. Your committee -amended this
provision by providing that the 3-year period for filing claims for
credits or refunds runs from the due date for the return, not from
the later actual filing date. , _

(f) The section relating to periods of limitation on eriminal prose-
cutions was modified so as to restore existing law in the case of those
offenses which have a 3-year period under existing law and a 6-year
period under the House bill.  Also, the change in existing law, so that
(except in tho case of a fugitive from justice) the statute would run
while the taxpayer is outside the judicial district of his crime but
within the United States, has been made applicable to certain pending
cases under the 1939 Code. The cases to which this change is appli-
cable are those in which the statute has more than 3 years to run after
enactment of this bill. It is further provided that in any such case
the Government will have at least 3 years after the enactment of this
bill before the statute will be treated as having expired.

(9) The period of limitations for recovery of an erroneous refund
by suit by the United States where it appears that part of the refund
was induced by fraud or misrepresentation of a material fact is to
remain at 5 years as under present law rather than being increased

to 6 yecars as provided by the House bill.

J. Interest (ch. 67)
(1) House changes accepted by commitiee

(a) One simple rule is provided under both bills for interest charged
or paid: It is to be 6 percent from the due date until the amount is
paid (except that a 4-percent rate is retained in certain estate-tax
cases) or from the date of overpayment until not more than 30 days
before a refund is paid. This is to apply to all taxes except where
payment of estate tax is deferred under certain circumstances, when
the present 4-percent rate is to apply. However, no interest is to be
paid on refunds made within 45 days after the due date of the returns.
As is indicated below, your committee made one exception to this
general rule, _

(6) In the case of a net operating loss carryback the House and
your committee’s bill provide that interest on the deficiency for the
year to which the loss is carried runs until the end of the loss year;
interest on the refund is to begin at the end of the loss year (rather than

when the claim is filed as at present).
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(2) Changes made by commattee
The Iouse provisions were accepted by your committee with tech-
nical modifications and a substantive chango to the effect that intorest
will not ho charged for a period of 10 days or less where an amount
is paid within 10 days after notice and demand.
K. Additions to Tar, Additional Amounts, and Assessable Penalties
(ch. 68)
(1Y House changes aceepted by commillee
(a) "The additions to the tax (5 percent for negligence or willful dis-
regard of reczulations and 50 percent for fraud) are to be applied under
both bills to deficiencies or underpayments and not to the whole tax,
s is [in'csontly truo in tho case of the excise taxes, These additions,
and also the addition of from & to 25 percent for failure to file a return
on time, are to be applied to the net tax, i. e., the tax after credits for
tax withheld, estimated tax paid, or other prepayments (sce below for
another modification made by your committee).
(b) A 50-percent addition to tax is provided by both hills for
failure to pay a stamp tax, in lieu of the present 100-pereent penalty.
(¢) Where withheld or collected taxes are required to be deposited
in approved depositories an amount equal to 1 percent per month is
charged under both bills for any amount which should have been but
was not so deposited, until it is deposited or until the tax intended to
be deposited becomes payable.
(2) Changes made by commillee
Your committee has provided that the 5-percent addition to tax
for intentional disregard of rulés or regulations is not to be imposed
if the taxpayer disagrees with the rules or regulations in good faith
and attaches a statement of his position to his return,

L. General Provisions Relating to Stamps (ch. 69)
(1) House changes accepted by commitice
The House and your committee’s bill combine in one chapter and
simplify provisions relating to the issuance, use, cancellation, and
redemption of stamps,
(2) Changes made by commilles

None.
M. Jeopardy, Bankruptey, and Recciverships (ch. 70)
(1) House changes accepted by commillee

No substantive changes,
(2) Changes made by commaliee
Your committee changed the House bill and present law by provid-
ing that tho collection of a jeopardy assessment may be stayed by
filing a bond equal to (instead of double) the amount of the assessment.
Also, there was a change made in this chapter discussed under
G-2-0 above.
N. Transferees and Fiduciaries (ch. 71)
(1) House changes accepted by committee
Assessment of a transferee for a tax liability of the transferor is

resently allowed under the income, estate, and gift taxes. The
Touse and your committee’s bill extends this to all other taxes but
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only (as to such taxes) if the transferce liability results from the
liquidation or reorganization of a corporation or liquidation of a

partnership.
(2) Changes made by committee
Only minor technical changes were made.

0. Crimes, Other Offenses, and Forfeitures (ch. 76)
(1) House changes accepled by commillee )

In this chapter all criminal offenses are brought together, as are
all other offenses, and all provisions relating to forfeitures, except
those relating to alcohol, tobacco, and certain firearms.

In general, uniform penalties are provided by the House bill instead
of the varying penaltics now provided for wﬁut in substance is the
same oflense, namely, the attempt to evade tax. For offenses of this
type the penalties usually provided by the new provisions are fines
of up to $10,000 or imprisonment u’% to 5 years, or both., Minimum
ponalties, however, are omitted. Except as indicated below your
commibtce’s bill provides the same rules as the House bill,

(a) A provision of the Criminal Code makes it an offensé punishable
by a $5,000 fine or 3 ycars’ imprisonment, or both, to forcibly assault,
resist, oppose, etc., any oflicer or employee acting under the internal-
revenue laws, A similar, but umpliﬁcd, provision of the House bill
covers all cases where the officer is intimidated or injured; that is,
where corruptly, by force or threat of force, directly or by communi-
cation, an attempt is made to impede the administration of the
internal-revenue laws. The penalty in the case of all such attempts
to interfero with administration of the internal-revenue laws under
the House bill is to be a fine of not more than $10,000 or imprison-
ment for not more than 5 years, or both. Modifications of this pro-
vision made by your committee are noted below.

(b) More rigid restrictions have been imposed upon State officers
by the House and your committee’s bill to prevent divulging, or

ermitting to be seen, information obtained from the inspection of
ederal tax returns. The restrictions imposed and the penalties for
violation are similar to those already in effect for Federal officers.

The House and your committee provided more severe penalties for
offenses by Government employees, making them correspond to the
penalties imposed in the case of offenses by taxpayers. In addition,
the offenses are more carcfully defined.

(2) Changes made by commatlee

Your committee made the following substantive changes in the
House provisions: . A _

(@) Your committee provided that willful failures to file tax returns
are to be considered misdemeanors (as under present law) instead of
felonies (as under House bill), The maximum imprisonment, as
under present law, will be 1 year (5 years under House bill) and the
maximuin fine $10,000 (same under present law and House bill).

(6) The maximum penalty for fraudulent and false statements
under your committee’s action is to be a fine of $5,000 (310,000 under
House bill) or imprisonment for 3 years (5 years under Houso bill),
or both. (Under present law the maximum fines for these offenses
vary from $10,000 to zero and the maximum imprisonment from 1

year to § years.)
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(c) In the section relating to attempts to interfere with administra-
tion of internal-revenue laws, the offense ‘“threats of force (includin
any threatening letter or communication)”’ is defined as threats o
bodily harm to the officer or employee or a member of his family, is
classed as a misdemeanor, and is subject to & maximum fine of $3,000

and maximum imprisonment of 1 year,

P, Judicial Proceedings (ch. 76)
(1) IHouse changes accepted by committee

() In the case of civil actions for refund, it is provided in both the
House and your committee’s bill that when a taxpayer has sued for
refund in a district court (or the Court of Claims) and the Govern-
ment sends a notice of deficiency, the taxpayer is to be able to have all
issues decided either in the district court (or Court of Claims) or in
the Tax Court,

() Wlhere a petitioner is a foreign corporation, trust, or estate, or
a nonresident alien, it is provided in both bills that the Tax Court
can order the foreign corporation, or its parent or subsidiary, or any
other person under the control of the petitioner, to produce books and
papers even if they are abroad. If the petitioner does not comply,
the Tax Court is directed to strike out pleadings, dismiss the proceed-
ings, or give judgment by default, as circumstances may indicate,

(2) Changes made by commattce

(@) In the scction relating to actions to enforce liens or to subject
property to payment of tax, the rule as to the conclusive nature of
the presumption that the assessment is valid for purposes of the
adjudication was deleted by your committee. This rule was added
by the House bill. ,

() Under your committee’s action, retired Tax Court judges are to
he paid the same amount as active judges (in licu of their retirement
allowance) for any periods when they are performing judicial duties.

(c) The clerk of the Tax Court, or his deputy, under committee
aclion is specifically given the authority to administer oaths.

(d) Your committee provided that the Secretary of the Treasury is
no longer to be responsible for providing the Tax Court with suitable
rooms for its hearings. I ]

(¢) In the section dealing with petitions for review a party to a Tax
Court procecding is given 4 months after & decision is rendered to file
a petition for review where such petition has already been filed biy
an adverse party. Your committee's action makes this 4-month
period available to any party to the procecding other than the original
appellant, .

I&) Your committee deleted the House provision relating to venue
in criminal prosccutions, The House bill would have provided,
among other things, that tax would be deemed to have been paid
(arid a return filed) in the judicial district where a taxpayer resides
if the mails were used, or at the office of the internal revenue officer

if delivered in any other manner,

Q. Miscellaneous Provisions (ch. 77)
(1) House changes accepted by commatiee
(2) Under the House and your committee’s bill, if any claim, state-
ment, or other document except & tax return is received after the day
on which it is required to be filed it will nevertheless generally be con-
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sidered as filed on time if the postmark shows a date on or before the
duedate. A registry receipt is to be prima facie evidence of delivery.

() The House and your committee’s bill provide that the time for
filing any documont, or for performing any act, is to be extended to
the day following Saturdays, Sundays, or legal holidays, as detormined
in tho District of Columbia if the act is to be porformed in Washing-
ton, or as determined under local law, if the act is to be performed in
a district office or elsewhere. This presently is the rule with respect
to petitions to the Tax Court.

(2) Changes made by commattce
The House provisions in chapter 77 were accepted with only tech-
nical changes except that your committee restored the exemption from
internal-revenue taxes in existing law for consular officers.

IR, Definitions (ch. 79)
(1) House changes accepled by commattee

No substantive changes.

(2) Changes made by commattee ,

(a) In the case of the definition of an employee, your committee
provided that in addition to the purposes under the House bill for
which a full-time life-insurance salesman is considered an employee,
he is to be considered an employee for purposes of sections 104, 105,
and 106, relating to accident and health plans, and section 101 (b),

relating to employee’s death benefits. .
() Your committee also provided that the term “possession’” as

used in the code, wherever appropriate, is to be considered as includ-
ng the Commonwealth of Puerto Rico.

XXXVII. Review oF RErFunp Cases

(1), House changes accepted by committee
Under present law the Joint Committece on Internal Revenue
Taxation reviews all internal revenue tax refund cases involving more

than $200,000. ) .
The House and your committee’s bill provide that in the future the

Joint Committee on Internal Revenue Taxation is to review all such
refund cases involving more than $100,000.
(2) Changes made by commatlee

None. -
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DETAILED DISCUSSION OF THE TECHNICAL
PROVISIONS OF THE BILL

SUBTITLE A—INCOME TAXES
CuAPTER 1—NORMAL TAXES AND SURTAXES

SUBCHAPTER A—DETERMINATION OF TAX
LIABILITY

Parr I—TAx oN INDIVIDUALS

Section 1. Tax imposed

Subsection (a) of this section corresponds to section 1 of the bill as
passed by the House.

This subsection is derived from sections 11 and 12 of the Internal
Revenue Code of 1939 and imposes a tax upon taxable income through
a rate schedule which combines the normal and surtax on individuals
(but providing that the tax consists of the normal tax and surtax).
The credit provided by section 25 (a) of such code on account of
partially exempt bond interest in the computation of normal tax net
income, is reflected in section 35 of the bill, as a credit against tax.
Therefore, the distinction between normal tax net income and surtax
net income has been eliminated, and the tax is imposed upon “taxable
income’” as defined in section 63 of the bill. The use of the word
“imposed”’ rather than “levied, collected, and paid,” is only a modern-
ization of language. Specific provisions regarding payment and collec-
tion of taxes arc contained in the administrative sections of this bill.

Section 1 (c) of the bill also provides that the tax shall in no event
exceed 87 percent of the taxable income for the taxable year. In
cases where the alternative tax is imposed under section 1201 (b), the
above limit shall apply to the partial tax only, in conformity with
the holding in Charles . Merrill v. United States (105 Fed. Supp. 379
(Ct. Cl., 1952)). |

Subsection (b) provides a special computation of tax for an individ-
ual who qualifies as head of a housechold. This section is the same
in substance as section 12 (c) of the 1939 Code both as respects the
computation of tax and the conditions for qualification, Thus, the
effect of the provision is that the tax imposed in the case of such a
taxpayer will be an amount approximately equal to the tax as com-
puted under section 1 (a) reduced by one-half of the amount by which
such tax exceeds the tax that would be determined if the return of
the taxpayer were a joint return to which section 2 is applicable. The
Frovisions of section 12 (¢) (3) containing the definition of head of
ousehold and the provisions of section 12 (¢) (4), determination of

status, are retained in this subsection,
169
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Seetion 2. Tax in case of joint return of hwsband and wife

This section corresponds to section 12 (d) of the 1939 Code and
provides that in the case of a joint return of husband and wife under
section 6013, the tax imposed by seetion 1 (a) shall be twice the tax
which would be imposed if the taxable income were cut in half,

This section also corresponds to section 2 (a) of the House bill
insofar as that subsection is applicable to a joint return. The re-
mainder of section 2 of the House bill, relating to the tax in the caso
of head of fumily, has been eliminated, and the provisions of existing
law providing for partial income splitting in the case of a head of
household have been substituted as section 1 (b) of the bill,

Section 3. Optional tax if adjusted gross incoie is less than $5,000

Section 3 corresponds to section 3 of the bill as passed by the House
and to the provisions of section 400 of thie 1939 Code (except that the
term “alternative tax” in existing law has been changed to “optional
tax” for purposes of clarity), The separate column in the tax table
for heads of houschold which was eliminated in the House bill as a
consequence of extending full income splitting to the head of a family,
has been restored to accord with your committee’s action in restoring
existing law with respect to head of houschold.

Section 4. Rules for optional tax

This section, except for a clerical correction, is identical with section
4 of the bill as passed by the Iouse.

This section provides certain rules for the optional tax imposed
by scction 3. These rules correspond to the provisions of sections
401, 402, 23 (aa) (4) and 404 of the 1939 Code, which are here com-
bined for purposes of clarity, No substantive change is made.

Section 6. Cross references relating to tax on individuals

This section, like section 5 of the bill as passed by the House, con-
tains cross réferences to other sections relating to (a) other rates of
tax on individuals, and to (b) special limitations on tax. Two new

cross references have been added.

Part II—TAx oN CORPORATIONS

Section 11. Tax imposed

This scction corresponds to section 11 of the House bill.

This section, which imposes a tax on the net income of every cor-
poration, correésponds to sections 13 and 15 of the 1939 Code except
that the tax is imposed upon the “taxable income’” of the corporation,
the terms “normal-tax net income’” and ‘“surtax-net income’ having
been dropped in this revision,

This section also provides for the postponement for an additional
year of the reduction of the normal tax from 30 to 25 percent. Thus,
for taxable years beginning prior to April 1, 1955, the rate will be
30 percent, while for taxable years beginning after March 31, 1956
the rato will be 25 percent, The committee has made a technica
amondment to'mako 1t cléar that the 30 percent rate applies to taxable
years beginning before April 1, 1954 and endin% after March 31, 1964,
without any reduction under section 108 (k) of the 1939 Code.
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The provisions of section 15 (c) of the 1939 Code, relating to the
disallowance of the surtax exemption of $25,000 in certain cases, are
continued and included in section 1551,

Section 12. Cross-references relating to tax on corporations

This section, containing cross-references relating to the tax on
corporations, makes appropriate changes in the references in the
House bill to provisions relating to limitation on surtax exemption
and to those involving additional tax in case of consolidated returns,
to reflect changes in the section numbers of those provisions under your
committee’s amendmeonts,

Parr I1[-——Cunances IN RaTtes During A TaxaBLe YEAR

Section 21. Effect of changes

This section is identical with section 21 of the bill as passed by the
Houso. It supersedes section 108 of the 1939 Code. This section
applies to all taxpayoers, including individuals and corporations. It
provides a general rule applicable in any case where the rato of tax
imposed upon the taxpayer is increased or decreased or the tax is
repealed, and where the taxable year includes the effective date of the
change, except where that date is the first day of the taxable year.

Where this section is applicable, tentative taxes are to be computed
by applying the rate for the period of tho taxable year before the
effective date of the change, and the rate for the period of the taxable
year on or after such effective date to the taxable income for the entire
taxablo year. The tax imposed on the taxpayer is the sum of the
proportion of each tentative tax so computed which the number of
days in each period, that is, the period before the effective date and
the period on and after the effective date, bears to the number of
days in the entire taxable year. ‘

If a tax is repealed, the repeal will be treated as a change of rats,
and the rate for the period after the repeal for the purpose of computin
the tentative tax in respect of that period will be zero. If the rate o
tax is changed for taxable years “beginning after’” or “ending after”
a certain date, the following day is the effective date of the change,
and if the rate is changed for taxable years “beginning on or after’” a
certain date, that date is the effective date of the change for the pur-
poses of this section. ,

This section does not apply to a taxable year beginning before Janu-
ary 1, 1954, and ending after Decerber 31, 1953. In the case of such
a taxable year section 108 (j), relating to individuals, of the 1939
Code will continue to be applicable as if this subtitle of the new code

had not been enacted.
Part [V—CRrEbDiTs AGAINsT Tax

Section 31. Tax withiwld on wages and special refunds- creditable against
income tax _ : . o
This section is identical with section 31 of the bill as passed by the
House. For simplicity, it-consolidates sections 35 and 322 (a{ 4)
of the 1939 Code. No substantive change is made,
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Section 3%, Tax withheld at source on monresident aliens and foreign
corporations and on taz-free covenant bonds
This section is identical with section 32 of the bill as passed by the
ITouse. 1t corresponds to section 32 of the 1939 Code and is identical
in substance with that section.
Section 33, Tages of forewyn countries and possessions of the Unaited
lates
This scetion is identical to section 33 of the House bill. It corre-
sponds without change of substance to section 31 of the 1939 Code,
providing a credit for forcign taxes.
A specific exception contained in'section 31 with respect to the tax
on sclf-employment income has been climinated in this section as
being unnecessary, since such tax will bo imposed by chapter 2 of your

committee’s bill,

Section 84. Dividends recetved by tndividuals

This section corresponds to scetion 34 of the House bill.  (There is
no corresponding provision in the 1939 Code.) The section provides
for a credit against the incomo tax of an individual of a percentage of
the dividends received from domestic corporations which are included
in gross income. The credit is applicable only to taxable years ending
after July 31, 1954, and is limited to the following percentages of
dividends received: 5 percent in the case of dividends received after
July 31, 1954, and before August 1, 19565; and 10 percent in the case
of dividends received after July 31, 1955,

Since the credit is applicable only with respect to dividends includ-
ible in gross income, eflect must be given to the exclusion of dividends
provided in section 116 of this bill.

Tho application of section 34 and section 116 may be illustrated by
the following example:

Erample.—A, an individual who makes his return on the basis of a
calendar year, reccives in the year 1954 the following dividends: $100
on March 1; $100 on June 1; $100 on September 1; and $100 on
Decomber 1, Fifty dollars of the dividend received by A on March 1,
1954, is excluded from gross income under section 116, The balance
of the dividends received in 1954, amounting to $350, is includible in
the gross incomo of A, and, subject to the section 34 (b) limitation,
a credit of $10 is allowed under scction 34 (5 percent of $200, the
amount of tho dividends received after July 31, 1954, that is, $100
received on Septembor 1, 1954, and $100 reccived on December 1,
1954). If tho same dividends are received on the same dates in the
calendar yoar 1955, the entire $100 reccived on March 1 will bs ex-
cluded under section 116, With respect to the remaining $300
inclided in gross income, subject to the section 34 (b) limitation the
credit under section 34 will be $25 (5 percent of the'dividends of $100
received on June 1, 1955, and 10 percent of the dividends (totaling
$200) received on Scr')tcmi)er 1 and December 1, 19565).,

In cases where it may be essential to determine the actual time of
receipt of the dividend the usual rules relating to constructive receipt
and timo of recoipt of dividends will apply. For a cash basis taxpaﬁrer
dividends are held to be received at the time of actual roceipt rather
than when declared or when mailed by the corporation (unless the tax-
payer has exercised a choice to defer actual receipt in which case the
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rules of constructive receipt apply) (See Sewell Avery v. Commissioner,
292 U, S. 210). Similarly, where a stockbroker has purchased in his
street name stock for customers, and receives on July 31, 1965, a
dividend for such customers and transmits such dividend to them by
check on August 2, 1955, the customer will be entitled to a credit of
5 percent. In such cases the broker, of course, will not take such
dividends into income, nor receive a dividend credit with respect to
such dividends, nor will he receive a deduction for any amount so
paid to his customers. _

Subsection (b) of section 34 limits the credit which otherwise would
be allowed by subsection (a) to an amount which does not exceed the
lesser of either (1) the amount of the tax imposed by chapter 1 (con-
stituting the normal tax and surtax) for the taxable year reduced by
the foreign tax credit allowable under section 33 or (2) 2 percent of
taxable income for a taxable year ending before January 1, 1955, 7
percent of taxableincome for a taxable year ending after December 31,
1954, and before January 1, 1956, and 10 percent of taxable income for
a taxable year ending after Décember 31, 1955. Thus, if the taxable
income of an individual for the calendar year 1954 was $4,600, his
tax liability would'be $996. If his foreign tax credit amounts to $600,
the credit for dividends received would be the lesser of the two above-
mentioned limitations, or $92 (i, e. 2 percent of $4,600), With the
samo set of facts, for a taxable year ending after December 31, 1954,
and before January 1, 1956, the credit would be limited to $322 (i. e,
7 percent of $4,600). For a taxable year ending after December 31,
1955, the credit would be limited to $396 (i. e. $996 minus $600).
The 10 percent limitation would not apply because it would result
. in a larger credit than would be allowed under the above-mentioned
limitation.

The credit provided b{ this scction is a credit against the taxes
imposed by chapter 1, including the alternative tax. For this purpose
the “tax imposed” does not include interest, penalties, and additions
to the tax. L _ o

Subsections (c) and (d) of section 34 contain limitations and special
rules for determining the types of distributions (and in certain cases,
the portions thercof) wh‘icg are treated as dividends for purposes of
the credit. Thus, section 34 (c) provides that the credit shall not be
allowed with respect to dividends from (1) insurance companies
subject to tax under parts I and I of subchapter L (under the House
bill, all dividends from insurance companies were excluded); (2) China
Trade Act corporations (see sec. 941); (3) corporations exempt from
tax under sections 501 (relating to charitable, ete., organizations) and
521 (relating ‘to‘farmers’ coopeérative assoéiations); and (4) corpora-
tions efigaged in business in the United States possessions-(and thereby
permitted special tax treatment under sec. 931). Similarly, under
section 34 ((B (-1? (34°(d) (2) in the House bill), the so-called dividends
paid by mutual savings banks and building and loan associations
(and deductible frém gross income by them under sec. 591) are inel-
igible for the credit. On the other hand, a distribution from any
organization ‘taxed as a corporation, such as a real estate trust, 1s
éunles's_'othorwise specifically excluded) éligible for the credit if the

istribution is taxed as a dividend. : -

Patronage dividends paid by either exempt or taxable farm coop-
eratives do not constitute dividends within the meaning of section
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34 (a). However, the credit is allowed for other dividends paid on
capital stock by nonexempt cooperatives and capital stock dividends
paid bf, certain building and loan associations.

In the case of a dividend by a regulated investment company, the
credit under scction 34 (a) is limited by relationship to the character
of the underlying income in the hands of the investment company.
Section 34 (d) (2) provides for this limitation by reference to section
854. The rule in substance is that, if the nondividend income of the
investment company (that is, income which has not previously been
sub{écb to tax) consists of more than 25 percent of the total income
of the company, the credit is allowed only with respect to an allocable
portion of the dividend received by the investment company’s share-
holders (sce sce. 854). The credit under section 34 does not apply to
capital gain dividends paid by regulated investment companies.

Seetion 34 (d) (1) of the House bill, specifying the rules for com-
puting the credit in the casoe of a distribution in kind, has been elim-
inated by your committee.

Subsection (o) provides that the credit shall not be available to a
nontesident alien individual not engaged in trade or business in the
United States with respeet to whom a tax of 30 percent of gross income
is imroscd under section 871 (a).

Subsection (f) contains cross references to scctions 642, 702, and
584, relating to estates and trusts, partnerships, and common trust
funds, respectively. In goneral, the applicable principles aro those
applied in the case of the credit for'purt.iaﬁy tax-exempt intercst under
soction 35. ‘T'hus, ih the casoe of dividends received by an estate or
trust, the credit is allowed to the éstate or trust entity unless the divid-
ends are distributable to a beneficiary and thus taxable to him, in
which case the beneficiary is entitled to the credit. In the case of
dividends recéived by a partnership, the credit is to be appropriately

allocated among the partners.
Section 35, Partially tax-exempt interest received by individuals

This scction, which is identical with section 35 of the House bill,
provides for a credit against tax of sn amount equal to 3 percent of
the partially tax-exempt interest received by individuals. This credit
is in lieu of the credit provided in section 25 (a) of the 1939 Code
which in substance cxempts such interest from the imposition of the
3-porcent normal tax. ‘ : N

Subsection (ﬁ?‘pmvides a credit (against the tax imposed by subtitle
A for the taxable year) of 3 percent of the amount that an individual
reccives as interest on obligations of either the United States, or cor-
porations organized under act of Congress which are instrumentalities
of the United States. The application of the credit is limited to cases
where the taxpayer includes the interest so reccived in gross income
and such interest is exempt from normal tax under the act authorizing
the issuance of such obligations, o

Subsection (b) limits the credit which would otherwise be allowed
under subsection (a) to the lesser of either (1) the amount of tax
imposed by chapter 1 reduced by the sum of the credits allowable for
foreign taxes (under scc. 33) and for dividends received by an individ-
ual (under sec. 34) or (2) 3 percent of the taxable income for the
taxable year.
~ Subsection (¢) provides a cross-roference to section 171 (relating
to amortizable bond premium), ' '
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Section 36. Credits not allowed to individuals paying optional tax or
taking standard deduction _

This section is identical with section 36 of the bill as passed by the
House. It corresponds to section 23 (aa) (2) of the 1939 Code and
Brovid‘cs that if an individual eledts to pay the optional tax imposed

y section 3 (supplement T tax under existing law) or if he elects to
take the standard deduction, such individual shall not be allowed
the credits provided in section 32 (relating ‘to tax withheld at source
on nonresident aliens and foreign corporations and on tax-frce cove-
nant bonds), section 33 (relating to taxes of foreign countries and
possessions of the United States), and section 35 (relating to partially
tax-exempt interest received by individuals),

However such an individual will be entitled to the benefits of the
dividends received credit provided in section 34, and the credit for
retirement income provided in section 38, unless his tax is computed
by the district director pursuant to the provisions of section 6014, in

which case such credits are not permitted.

Section 37. Relirement income _

This section corresponds to scction 38 of the Fouse bill which is
entirely new. Your committce has made several changes in the
section, the principal one being the allowance of the credit to certain
retired persons who have not attained the age of 65.

The House bill provides & limited exemption, by means of a tax
credit, to all forms of retirement income in order to conform the tax
treatment of all retired individuals-to those who now receive tax-
exempt social-security benefits and certain other retirement income,

Subsection (a) provides that a credit against tax shall be allowed
a qualified retired individual in an amount equal to his retirement
income (as limited by subsection (d)) multiplied by the first-bracket
tax rate (which is now 20 percent). . This credit shall be taken after
certain other credits allowed under the code (i. e., the dividends re-
ceived credit, the credit for foreign-income taxes, and the credit for
partially tax-exempt interest); moreover, this credit cannot reduce the
tax below zero. If the amount of the credit exceeds the tix otherwise
due, no taxpayer shall be entitled to a refund by virtue of this section,

Your committee has made an amendment in subsection (a) to add
the credit under section 32 (2) for tax withheld at source on tax-free
covenant bonds to those credits which- must be taken into considera-
tion before the allowance of any credit for retirement income, ,

Under subsection (b), to qualify for this credit an individual must
have received earned income before the beginning of the taxable year
in excess of $600 in each of any 10 calendar years. ‘The House bill
referred to section 911 (b) (relating:to earned income from sources
without the United:States) for a definition of earned income where the
term means, generally, wages, salaries, professional fees, and compen-
sation for personal services, A husband and wife may each qualify,
and the section further provides that a widow or widower whose
spouse had previously received such e¢drned income shall be considered
to have received such income, . R BRI .

Your committee has amended the section to provide in subsection
g) & definition of earned income for purposesotP both subsections (b)
and (d) (2). This definition provides that earned income shall have
the same meaning assigned to it in section 911 (b), but it is made
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clear that earncd income for purposes of this section does not include
pensions and annuities,

In the House bill, subsection (¢) defines retirement income as con-
slituting income from pensions and annuities, interest, rents, and
dividends, to the extent that each of these items of incoms is included
in gross income under other Erovisions of the code. Under this latter
qualification, for example, the first $50 of dividend income received
by an individual in the calendar year 1954, excluded under section
116, wotld not be takon into account in computing retirement income,
although all dividend income in excess OF this amount would be
included. Retirement income cannot include compensation for
personal services rendered by the retired taxpayer during the taxable

ear,

Y Your committee has revised subscction (c) so as to permit a credit
for tho pensions received'by certain individuals who have been retired
under a public retiroment system even though such individuals have
not attained the age of 65. The ITouse provision was applicable only
in the ease of individiials who had attained the age of 65 years before
the end of the taxable year. Public retirement system is- defined to
mean a pension, annuity, retirement, or similar fund or system estab-
lished by the United States, a Statoe, a Territory, a possession of the
United States, any political subdivision of any of the foregoing, or the
District of Coluiiibia; excépt that such term does not include a fund
or system established by the United States for members of the Armed
Forces of the United States. As a result of this change, teachers,
firemen, policemen, or Federal employees, who are retired boefore
reaching 65, may be entitled to a credit for their pensions, but not
for such items of income as dividends, interest, or rents.

Subsecction (d) provides an additional limitation, on retirement
income. The amount of retirément income (on which the credit is
based) cannot exceed $1,200 less any amount received by the tax-

ayer as a pension or annuity under the Social Security Act, or the
tailroad Retirement Act of 1935 or 1037, or otherwise excluded from
rross income (8. g., certain veterans’ pensions exempt from tax).
§inco these amounts are already excluded from income, and hence do
not. form a part of the base on which tax is computed, they are similarly
excluded from the base on which the retirement income credit is
compuited. This reduction does not include, however, that part of
any pension or annuity which is excluded from gross income because it
represents, in effect, a return of capital or tax-free proceeds of a likeo
nature, Accordingly, amounts excluded under section 72 (relating
to annuities), section 101 (relating to life-insurance proceeds), section
402 (relating to taxability of benecficiary of employees’ trust), and
section 403 (relating to taxation of employoces’ annuities) are neither
included in gross income for tax purposes nor do they serve to reduce
the amount of retirement income for purposes of this section. More-
over, -pensions in the nature of disabgi)ty payments (e. g., under
workmen’s compensation acts or by reason of service in the Armed
Forces), which are excluded from gross income under section 104
relaling to compensation for injuries or sickness), or section 105
relating to amounts received under accident or health plans), also

o not reduce the amount of retirement income for purposes of this

section,
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Retirement income is further reduced, dollar for dollar, by any
amount of earned income in excess of $900 received by the retired
individual in the taxable year, Accordingly, no retirement income
credit may be claimed when the taxpayer’s earned income equals or
axceeds $2,100 in the taxable year. ‘

To coordinate this section with the plan of the social-security system,

our committee has amended subsection (d) to provide that if the
individual has attained the age of 75, he is not required to reduce the
amount of retirement income against which the credit is allowable by
any earned income received during the year.

'§our committee has provided in subsection (h) that the retirement
income credit shall not be available to nonresident aliens.

The maximum credit available under this section is $240 in the
case of a qualified individual. Its effect, generally, is to allow an
unmarried individual (using the standard deduction, with no depend-
ents) to receive a maximum amount of $2,666 of retirement income
tax free; a married individual with no dependents, but with a wife
to whom the section is inapplicable, & maximum of $4,000; and a
married couple, each of whom qualiées and each of whom possesses
retirement income, 8 maximum amount of $5,333. ;

Operation of this section may beillustrated by the following example:

Assume that an individual, 70 years o? age, unmarried, using
the standard deduction, has the following items of income in the
calendar year 1954:

Divideénd incomereceived after July 31, 1954 (of which $50 is excluded

from gross.income under 866, 116) o v oo e oo o o icaaaaas $750
Pension under the Railroad Retirement Aot of 1937 (entirely excluded
from gross income) . .__ .. __..__._. e n e et em—mam————— 600
Disability payments under a workmen’s compensation act (entirely
excluded from gross income under sec, 104) ..o vccoecooaoaa 400
Rental income.. .. - o ecceeeo oo eeeecmaa————a———— 600
Earned at odd Jobs. . -« aecmmo e ceacmcecemonm—ana 1, 300
First, the taxpayer must compute his tax before the credit, as
follows:
Adjusted gross income........._..._ ORI, memmmcmmcmcan——— $2, 600. 00
L.ess standard deduction. . ov e omemmcccccciccacrcannaaa 260. 00
' 2, 340, 00
Lesa personal deduction. . ceeeeeoeccceeeccmacecnccccanana 1, 200, 00
Taxable NCOMO. cuv e e e e cm e cce e e ccccemcacannaaen - 1,140. 00
‘ X20%
Tax before any credit.._....... e mmmcmmammemmmmanee—e———a= 228. 00
Less dividends received credit under sec. 34 oo oo 22, 80
Tax before retirement income oredit. .. ..o ocaeceoooaaaaao. 205, 20

Next, the taxpayer must compute his retirement income
credit as follows: .

Retirement income includes— ,
Dividend income...cucecacncaenn T R $700
Rental income........ reemeaee emeeLemseseeecasmamananm-——-- 600

Total retirement income...cueeua- mancamemmncme memavansea 1,300
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But the limitations in subscction (d) provide that this amount
must bo reduced as follows:

Retiroment Income. .o v ciccmecioacccecuccrccasiccucccnncnaaann 31, 200
Less railroad-retirement pension e accacccecccaccccncnccusacanana 600
600

Less oarned income fn excess of $900. oL o v ceeeeaeeaa 400
200

X20%

Retirement incame eredit . oo oo oo mecmececcecemcaaea 40

Therefore, the correct tax is $205.20 less $40, or $165.20.
This scetion will not apply if the taxpayer olects to use the “short
form’ return and have the tax computed by the Commissioner under

section 6014.

Section 38, OQverpayments of taz

This section, which is identical with section 39 of the House bill,
containg a cross-reference to section 6401, relating to credit against
tax imposed by this subtitle for overpayments of tax.

SUBCHAPTER B—COMPUTATION OF TAXABLE INCOME
Parr I—DeEgFINITIONS

Section 61. Gross income defined

"This section corrcsponds to section 61 of the bill as passed by the
Ilouse, except that one clarifying change has been made in section
61 (a) (13) in order to conform that section with section 702 (c),
which provides that in any case where it is necessary to determine
the gross income of a partner, such amount shall include his distribu-
tive share of the gross income of the partnership. v

"This section corresponds to section 22 (a) of the 1939 Code. While
the languago in existing scction 22 (a) has been simplified, the all-
inclusive nature of statutory gross income has not been affected
thereby. Scction 61 (a) is as broad in scope s section 22 (a).

Section 61 (a) provides that gross income includes “all income from
whatever source derived.” This definition is based upon the sixteenth
amendment and the word “‘income’ is used as in'section 22 (a) in its
constitutional sense. It is not intended to chan%e the concept of
income that obtaing under section 22 (a). Therefore, although the
gection 22 (a) phrase “in whatever form paid” has been eliminated, -
statutory gross income will continue to include income realized in any
form. likewise, no change is effected by the elimination of the
specific reference to compensation of the President and judges of courts
of the United States; and the compensation of such individuals will
continue to be taxed in the same manner as that of other taxpayers.
In view of the fact that certain types of incomo are excluded from gross
income by other sections of the income tax subtitle of the new code,
seclion 61 (a) contains & clause excepting such income from the
general definition of gross incomae, .

After the general definition there has been included, for purposes of
illustration, an enumeration of 15 of the more common items con-
stituting gross income, It is made clear, however, that gross income
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is not limited to those items enumerated. Thus, an item not named
specifically in paragraphs (1) through (15) of section 61 (a) will
novertheless constitute gross income if it falls within the general
definition in section 61 (a), :

Section 62. Adjusted gross income defined

This section corresponds to section 62 of the bill as passed by the
House and to section 22 (n). of the 1939 Code.

Several clarifying changes have becn added by your committee to
conform to other provisions of the bill. Paragraph (1) corresponds
to paragraph (1) of section 22 (n) of the Code of 1939. No substantive
change 18 made, _ o -

Paragraph (2) sets out those deductions relating to certain trade or
business expenses which are allowed to employées in computing their
adjusted gross income, Subparagraph (2) ‘(Ag’ Ereimbursed expenses)
corresponds to pamgmph (3) of section 22 (n) of the code of 1939 and
subparagraph (2) (B) Sexpenses for travel away from home) corre-
sponds to paragraph 82 of section 22 (n) of the code of 1939 except
for a change in the title. No substantive changes are made in either
of these subparagraphs, Two new deductions for employees have been
added in paragraph (2); transportation expenses (added by subpar,
(C)), and outside salesman’s eer_nses (added by subpar. (D)).

Transportation expenses which are ‘‘ordinary and necessary
expenses paid or incurred during the taxable year in carrying on any
trade or business”” and are not “personal, living or family expenses,”’
are allowed as a deduction under subparagraph (O) from gross income
in arriving at adjusted gross income. The term “transportation’ is'a
narrower concept than “travel” and does not include meals and lodging
but includes only the cost of transporting the employee from one place
to another when he is not away from home in a travel status. If the
employee is away from home in & travel status his expenses would be
deductible under subparagraph (B). The transportation expenses
under this subparagraph include not only the cost of transportation
actually purchased bg the taxpayer but also, those expenses for
transportation which he incurs in connection with his employment.
For example, if an employee uses his own automobile to deliver mer-
chandise locally for his employer, he will be able to deduct a pro rata
share of the expenses of operating his automobile, Thus, he may
deduct the cost of gasoline, oil, and similar expenses as well as depre-
ciation attributable to such use, if he is not reimbursed for these
expenses. . ‘

All expenses deductible under this section must, of course, be allow-
able expenses under part VI. Thus, transportation expenses do not
include the expense of commuting to and from work. The latter
expense constitutes a personal living expense and is never deductible.

Outside salesmen’s expenses are provided for in subparagraph (D).
Under this subparagraph expenses which are ordinary and necessary
expenses paid or incurred during the taxable {e‘ar‘ in carrying on a
trade or business as an “outside salesman’’ will be deductible in arriv-
ing at adjusted gross income. An ‘“outeide salesman” is an individual
who is a full-time salesman who solicits business away from his
employer’s place of business. It does not include a salesman; a

rincipal part of whose activities consist of 'service and delivery.
hus, & bread driver-salesman or a milk driver-salesman would not
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be included within the definition. Also not within the definition are
salesmen whose principal activities consist of selling at the employer’s
placo of business but who incidentally make outside calls and sales.
(These salesmen are eligible, however, for a deduction of transporta-
tion expenses under subparagraph (C).R,_ Outside salesmen who have
incidental activities at the employer's place of business, such as writing
up and transmitting orders, spending short periods at the employer’s
place of business to make or receive telephone calls, will still be eligible
for the deduction allowed to “outside salesmen.” A full-time “out-
side salesman’ may deduct such expensés'as those for telephone and
telegraph, secretarial help, and entertainment. ,
Paragraph.(3) corresponds to section 22-(n) (7) of the 1939 Code.

Paragraph “(4)“corresponds to section 22 (n) (6) of the 1939 Code.
Paragraph E.’S corresponds to section 22 (n) “(4) of the 1939 Code.
Paragraph (6) corresponds to section 22 (n) (6) of the 1939 Code.

No substantive change is made in these provisions,

The last sentence of section 62 contains a prohibition against double
deductions for the same expenditures. This, of course, 18 the general
rule throughout the code and is placed here only for clarity as some
expenditures may fit into more than one category.

Section 63. Tazable income defined

This section is identical with section 63 of the bill as passed by the
House. It is derivéd generally from section 21 of the 1939 Code.
Taxable income is defined in subsection (a) as ‘“‘gross income’’ minus
the deductions allowed by this chapter, other than the standard
deduction. Subsecction (b) provides that in the case of individuals
clecting the standard deduction “taxable income’” means ‘“adjusted
gross income’ minus the standard deduction and the deduction for
personal exemptions.

This change of the term “net income’ as used in section 21 of the
1930 Codo to “taxablo income” creates a new concept. It eliminates
terms such as “normal tax net income,” “surtax net income’ in the
case of individuals, and “adjusted net income,” ‘‘normal tax nect
income” and “corporation surtax net income” in the case of corpora-
tions and “net income” for both individuals and corporations. The
change in language clarifies the tax base. It eliminates the necessity
for credits against net income and exemptions which become deduc-
tions in arriving at “taxable income’” for both corporations and

individuals,
Panr II—Items SpeciFicaLLy INcLupED IN Gross INCOMB

Section 71, Alimony and separale maintenance payments

This section corresponds to section 71 of the House bill and to
scction 22 (k) of the 1939 Code. L _

Section 22 (k) provides that there be included in the wife’s gross
income periodic paymonts received from her husband subsequent to a
decree of divorce or separate maintenance if such payments are
received ‘in discharge of a legal obligation imposed on the hiishand
under thoe decreo or under a written instrument incident to the divorce
or scparation; This general rule is contained in section 71 (a) (1),
and additional rules contained in section 22 (k) relating to payments
to support minor children and the treatment of payments of a prin-
cipal sum in installments are contained in subsections (b) and (c):
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Subsection (a) (2) of the House bill extends the principles of sec-
tion 22 (k) to provide that there shall also be included in the wife’s
gross income periodic payments received from her husband subse-
quent to a written separation agreement if such payments are made
pursuant to the terms of such agreement and because of the marital
or family relationship, The periodic payments received under such
agreement are includible in the wife’s gross income whether or not the
agreement is an instrument enforceable in a court of law. This provi-
sion, however, does not apply if the husband and wife file & single
return jointly, -

Under. the House bill subsection (a) (2) was applicable to payments
under agreements entered into in the past. Your committee’s amend-
mont would apply the subsection only to payments under agreements
executed after the date of enactment of the {)ill. _

Your committee has also added subsection (a) (3) to provide for the
inclusion in the wife’s gross income of periodic payments (whether or
not made at rogular intervals) received under & court decree Y)antered
after the date of enactment of the bill) which requires the husband to
make the payments for the support or maintenance of the wife. Sub-
section (a) (3) is applicable only if the wife is separated from her
husband, but such separation need not be under a decree nor need the
payments be made to enforce a written separation agreement. This
paragraph also is not applicable if the husband and wife make a

single return jointly.
Section 78. Annuities: Certain proceeds of endowment and life-insurance

contracts L ,
This section corresponds to section 72 of the House bill and to the
portion of section 22 (b) (2) of the 1939 Code, which prescribes the
methods of taxation of the proceeds of life insurance and endowment
contracts (paid other than by reason of the death of the insured) and
of annuities. In general, the section would make the following major
changes from existing law: , .

(1) Where proceeds of a life insurance (paid other than by
reason of the death of the insured), endowment, or annuity
contract are received in a lump sum, the tax is computed as
though the procecds were received d'uring a 3-year period in
accordance with the principles of sections 1301 and 1302.

(2) Where proceeds of an endowment contract are received
in installments, the method of taxation would be the same as in
the case of an annuity.

(3) In the case of amounts received as an annuity (other
than certain employee annuities), the proportionate part of each
payment which is to be considered a return of investment (and
thus excludable from gross income) is to be determined by the
ratio which the investment in the contract bears to the expecled
return under the contract. The investment in the contract
will be determinable from actuarial tables to be provided by the
Secretary or his delegate. Once determined for a particular
contract the excludable portion of the payment remains fixed
despite the fact that the individual maly; dio before or ‘after his
life expectancy, This replaces the method provided in existing

48509 * =~ 4—12



172 INTERNAL REVENUE CODE OF 1054

law for determining the amount includible in gross income,
namely: 3 percent of the total premiums or other consideration
paid until the cost of the contract has been recovered tax free.

(4) The bill provides that amounts received as a refund by the
beneficiary or estate of the annuitant will be free from income
tax. In view of this provision a reduction is made in the invest-
ment in the contract for purposes of computing the exclusion
during the lifetime of the annuitant. This reduction corresponds
to the actuarial value of the prospective refund without discount
for interest,. o

(5) In the case of joint and survivor annuities the survivor will
continue to use the exclusion ratio which was calculated in the
original annuity starting date, wherever the first annuitant died
after 1953, The present law, providing a step-up‘in basis for a
survivor, i3 retained where the first annuitant died between 1950
and 1954. Under the bill, in lieu of the step-up in basis to the
survivor, & deduction is provided in section 691 based on the
cstate tax attributable to a portion of the estate tax value of the
survivor annuity, ;

(6) A separate treatment, also differing from that under present
law, is provided: for annuities received %y an employee where a
part of the consideration was contributed by an employer. In
the case of such an annuity, if the employee or his beneficiary will
recovor, during the first 3 years in which payments under the
annuity are made, all the consideration which the employee has
paid (plus any paid by the employer which was includible in the
employee's gross income and any amounts contributéd by the
emljloybr to the extent that such amounts would not have been
includible in the gross income of the employce if thoy had been

paid Cirectly to Sne employee as compensation at the time) all
payments are to be excluded from gross income until such con-
sideration has been recovered, and all payments thereafter are to
be fully includible in the gross income of the individual. This
rulo is applicable even though the employee’s annuity began prior
to 1954. Thus, amounis excluded from income under the 1939
Code are added to amounts excluded under the new provisions
in order to determine when payments become fully taxable.

(7) Where it is possible to ta{e an annuity in place of the lum;
gsum for which a contract provides (as is often the case witg
endowment contracts, for example), no part of the lump sum
is to be decemed includible in the gross income of the individual
merely by reason of the fact that tho policy has matured if the
individual binds himself to take the annuity instead within 60
days of such maturity. Instead, the proceeds are to be taxed
under the annuity rule. ;

Subscction (a) of section 72 states the general rule that amounts
reccived under an annuity, endowment, or life-insurance contract
(other than amounts received by reason of death to which sec. 101
would apply or amounts excluded by other provisions of this chapter)
are includible in gross incomo. o

Subsection (b) establishes an exclusion ratio which is designed to
exclude from gross income the proportionate part of each amount
received as an annuity which is considered to represent a return of
capital, The mathematical computation is based on the ratio which
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the amount invested in the contract bears to the expected return under
the contract at the time the annuity is deemed to start for the purposes
of the section. Payments made as annuities to survivor annuitants
under joint and survivor contracts where the first anntitant died
between 1950 and 1954 aro given special treatment, discussed in
detail under subsection (i), Otherwiso subsection (bS' provides for
each contract a fixed exclusion ratio which is to continue until the
death of the last annuitant benefiting under the terms of the contract
(excopt. that a further adjustment will be made for surviving annui-
tants where qualified under the provisions of scc. 691 (d) of sub-
chaptor J, relating to income in respect of decedents), Subsection (b)
does not apply to any amount to which subsection (d) applies.

Subsection (c) provides the definitions for the special terms in the
exclusion ratio. Under subsection (c¢) (1), investment in the contract
is generally defined as the aggregate amount of premiums or other
consideration paid for the contract less amounts, if any, received
prior to the annuity starting date and not previously included in gross
income. For this purpose, section 72 (f) indicates circumstances in
which employer contributions to employce annuities are included in
investment in the contract.

Paragraph (2) of subsection (c) provides a further adjustment
where the expected return under the contract involves life expectancy
of one or more persons. Before the “investment in the contract' is
used in calculating the exclusion ratio it shall be reduced by the
“value” of any payments to the beneficiary or estate of the annuitant
which are in the nature of refunds, including payments after death
by virtue of a contract providing a minimum number of payments
certain. Where a refund annuity has actually begun, annuity
payments having been made prior to January 1, 1954, the compu-
tation of the refund adjustment will be based upon the maximum
refund payable on January 1, 1954, The determination of the value
of the refund feature is to be without discount for interest and is the
net actuarial value at rate of interest zero of the refund payment or
anments certain as of the annuity starting date. It will ge obtained

y entering actuarial tables to be provided by the Secretary or his dele-
gate with the whole number of years nearest to the quotient of the guar-
anteed amount divided by the payments per annum and with the age
of the annuitant at the annuity starting date. ‘The tables will yield
a figure (to be applied without regard to whether the annuity is pay-
able annually or at more frequent intervals) for each $1 per annum
of annuity payment. This figure will then be multiplied by the rate
of annual payment provided in the contract, the result being the value
of the refund for such contract, which will be subtractbg from the
investment in the contract determined under subsection (c) (1). For
example, on January 1, 1954, A has purchased for $17,836 an install-
ment rofund annuity contract of $1,000 per annum, and is 63 years of
ago on the annuity starting date. The guaranteed amount of $17,836
divided by the annual payment of $1,000 givé 17,836 years as the
minimum period of time from the annuity starting date for which
$1,000 per year will be paid, To determine the value of the refund,
A will enter the actuarial tables with his age, 63, and the nearest
whole number of years to 17.836, Assuming that the factor he thus
finds is 5.170, he multiplies his annual paymient of $1,000 by this
figure to determine the value of the refund, namely, $5,170, This
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latter figure is then subtracted from the tentative investment in the
contract of $17,836 to obtain the adjusted investment in the contract
of $12,6066. This adjusted figiire is to be used in determining the pro-

ortionate part of cach annuity payment to be excluded from gross
mcome. The effect of this computation is to include in the gross in-
come of the annuitant the interest which it is anticipated will accrue
from tho reserve for the death benefit.

The final clause of this paragraph provides that in adjusting the
investment in an employee annuity contract the value of the refund
should be calculated with reference to the maximum refund that would
be excluded from income b?' tho operation of subsecction (02). Assume,
for e.\'nmrlé, that the employce is deemed to have contributed under
paragraph (1) (a) and subsection (f) $10,000, and the employer had
contributed $10,000 for a contract providing a maximum refund of
$20,000 with a value of the refund feature of $5,000. Since the maxi-
mum refund that would bo excluded from income by the estate or
beneficiary of employee is $10,000 only half of the value of the refund
feature ($2,500€ should be subtracted from his investment in the con-
tract ($10,000 less $2,500, or $7,500). If, in the above case, the con-
tract did not provide a $20,000 refund but instead provided a refund
of the employee contribution plus the interest accumulations thereon
up to retirement date, the refund adjustment would still be calculated
only on a prospective refund of $10,000. ‘

Paragraph (3) of subsection (¢) prescribes the method of determining
“expected return’” under the contract. Where the life expectancy of
an annttitant or annuitants is not involved in such determination,
application of subparagraph (B) to the terms of the contract (i. e.,
finding the total amount expected to be received as an annuity) will
supply the correct result. ‘T'o determine the expected return under
contracts involving life expectancy or expectancies (under subpar.
(A)), reference must be made to actuarial tables to be prescribed by
the Secretary or his delegate. ‘“‘Expected return” is limited to amounts
receivable as an annuity or as annuities; it does not include other
amounts which may be paid after the death of annuitants, such as are
provided for in refund contracts, nor does it include anticipated divi-
dends.  Wherever payments are to be made for life as a result of the
provisions of an annuity, endowment, or life-insurance contract, the
tables provided by the Secretary or his delegate will provide a multiple
which takes life expectancy into account in terms of total payments
per annum, and is to be applied to such payments in order to obtain
the expected return under such a contract. Where payments are to
bo made at intervals other than yearly, the number of such intervals
per annum must be applied to the amount of cach payment before
applying the multiglo obtained from the actuarial tables; thus, if
payments are monthly, they are to be annualized by multiplying by
12 beforo applying the multiple found in the tables. Special tables
are to bo provided for determining the correct multiple for joint and
survivor annuities. Thus, where A, 65 years of age on the annuity
starting date, has purchased an annuity for payments to him for life
of $1,000 per annum, his expected return wilf be $1,000 times the
multiple he finds in the actuarial tables. Assuming this multiple to
be 15.5, A would have an expected return of $15,600. Assumin
that A had paid $12,000 for the contract, his exclusion ratio W0u1§
bo 12,000/15,500 or 24/31, and A would exclude from his gross in-
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coms $774.19 of each $1,000 payment received in his taxable year.
If instead ‘A had purchased a contract calling for monthly payments
of $100 cach, his expected return would be $100X12X16.5, or
$18,000; assuming he had paid- $15,000 for such a contract, his ex-
clusion ratio would then be 16,000/18,600, or 26/31, and A would
exclude from his gross income $80.65 of each $100 payments re-
ceived in his taxable year. In either of the above cases, if A had
purchased a joint and survivor annuity requiring similar payments
to all annuitants, he would enter the tables with his own age and
that of his survivor annuitant to obtain the multiple to be used to
dotermine oxpected return under the contract, The remsining
computations for finding the amount of each: payment to be ex-
cluded from gross income would be similar to whichever of the above
examples approximates the mode of payment in the contract. If A
should purchase a joint and survivor contract providing for payment
of a different amount as an annuity to a surviving annuitant than to
himself, however, he must first find the multiple to be used for his
own payments as though the contract were an ordinary annuity with
respect to him, He then calculates his own expected return inde-
pendently of that of his potential survivor. A then reenters the tables
with his own age and that of his potential survivor annuitant, as indi-
cated above for a joint and survivor contract which provides the same
payment throighout the life of the contract. A then takes the excoss
of this multiple over his first multiple and applies it to the amount of
payment per annum provided for his surviving annuitant, He then
adds tho result to his own expected return to obtain the expected return
under the contract as a whole. Special rules for the application of
the same principle of the section to unusual contracts must be con-
structed through development of the actuarial tables to be prescribed
by the Secretary or his delegate or by application of the basic princi-
ples of the section in conjunction with such tables.

Section 72 (c¢) (4) provides rules for determining the date as of
which an annuity is considered to begin, for purposes of the application
of the provisions of section 72, Ingeneral, the “annuity starting date’
is the first day of the first period for which ‘an amount is received as an
annuity under the contract. However, in the case where such date
is before 1954, the annuity starting date is January 1, 1954, This
date is used in finding both the total consideration paid and the life
expectancy. Thus, if A purchased an immediate annuity beginning
January 1, 1945, his life expectancy would be determined from Jan-
uary 1, 1954, and the consideration to be recovered tax free over such

eriod would be the amount paid in 1945 less such sums as have already

een recovered tax free under the existing 3 percent rule. Also, 1f
A in 1945 purchased a deferred annuity under which payments are to
begin in 1960, the total consideration paid would be determined asof
1960 (i. o., the amount paid in 1945, plus any additional amounts paid,
less any amounts received as dividends before 1960) and A’s age in
1960 would be used in consulting the tables proscribed by the Secretary
or his delegate. ,

Subseetion (d) contains special provisions for taxing certain em-
ployee annuities. Under the provisions of the first paragraph, where
an employer has contributed part of the consideration for an annuity,
endowment or life insurance contract and the consideration for the
contract contributed by the employee (as defined in sec. 72, with
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particiilar reference to subsee, (f)) is equal to or less than the aggregate
amount receivable by the employee as an annuity during the 3 years
beginning with the date an amount is first so received by the employee,
nll amounts received as an annuity under the contract are to be
excluded from gross income until the consideration for the contract
contributed by the em’lployee has been recovered tax free, Thereafter
they are fully includible in gross income. This rule shall not apply to
amotints received as lifo insurance to which section 101 applies nor to
amounts received as dividends. Paragraph (2) provides that sub-
section (d) applies to the beneficiary of an employee in the case where
an employce dies before receiving any payments under the annuity
and the subsection would otherwise apply. The final paragraph of
the subsection gives a cross-reference for determination of includibility
of contributions of an employer in the gross income of an employee.

Subsection (e) determines the amounts or portions of amounts to be
included in gross income where such amounts are not paid as an an-
nuity, but are nevertheless received under or in discharge of a contract
involving amounts payable as annuities, In general, such amounts
are included in gross income under subsection (e) (1) (A) if paid after
the annuity starting date. The basis of this rule is that the exclusion
ratio has already been determined and applied to amounts paid or to
be paid as an annuity and such additional sums (as, for example,
dividends) were not anticipatable in determining the expected return
under the contract for the purpose of determining the exclusion ratio.
Iowever, under subsection (e) (1) (B), such amounts paid before the
annuity starting date are only includible in the gross income of the
individual to the extent that tﬂcy exceed, when aggregated with other
amounts paid the policyholder, the premiums or other consideration
paid, including employer’as contributions includible in the employce’s
gross income when paid and employer contributions to the extent
that such amounts would not have been includible in the gross income
of the employee if they had been amounts paid directly to the em-
ployece as compensation at the time. The latter treatment is also
applied in subscction (¢) (2) to amounts paid after the annuity starting
date if in full discharge of the contractual obligation or upon the
surrender, redemption, or maturity of the contract, including amounts
representing the entire scries of any installment refunds or payments
certain after the death of an annuitant or annuitants,

Section 72 (e) (8) provides for the special treatment under which
the tax on a lump-sum payment may be determined as though the
payment had been rcceive(r ratably in the taxable year in which re-
ceived and the two preceding taxable years, Since under the rules of
subsection (e) (1) and (2) the lump-sum is included in gross income
only to the extent that it, with other previously untaxed amounts
received, exceeds the consideration, it is only the remaining portion
which is taxable.

Subsection (f) provides the method for determining the extent to
which employer’s contributions aro treated as employee’s contributions
(1) for the purpose of determining the aggregate amount of premiums
or other consideration paid under .(¢) (1) (ﬁ), (2) for the purpose of
the rule of subsecticn (d), and (3) for the purpose of treatment of
amounts (undor subsec. (e) (1) (B)) not paid as annuities, but paid
after the annuity starting date; hence this subsection must be taken
into consideration wherever a computation involves an employee
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annuity, The computation is made by finding the aggregate of
amounts contributed by the employer which were inclugl le in the
gross income of the employee and amounts contributed by the em-
rloyer which, if paid directly to the employee at that time, would not
}mve been includible in the employee’s gross income, Ifor exampls,
in those situations where an smployee’s compensation is not includible,
to somo extent, in gross income ])J’y reason of his being a bona fide
resident of a foreign country, contributions made by his employer to
a ponsion fund are not later taxable to the employee any more than
thoy would have been taxable to the employee at the time of the
employer’s contribution if instead they had been paid directly to the
employee as compensation in accordance with the provisions of
soction 911, ‘

Subscetion 72 (g) provides the same transferce rule as in seclion
22 (b) (2) of the existing code except for adjustments necessitated by
tho changes made in other provisions of the section. It also enacts
the rule of existing case law that a transferee is to include a bene-
ficiary of, or the estate of, the transferee.

Sug'section (b) provides for the exclusion from income of amounts
payable on maturity of a contract where an option to receive payment
as an annuity is elected within 60 days after the date when the lump
sum is payable (eliminating the application of constructive receipt in
this special case). ‘

Subsection (i) provides a special rule for the treatment of a survivor
annuitant under a joint and survivor annuity contract where the first
annuitant died in 1951, 1962, or 1953. In such cases, where the basis
of a surviving annuitant’s interest in the contract was determinable
under section 113 (a) (5) of the 1939 Code, (1) the special rule of sub-
section (d) relating to employee’s annuities is not applicable; (2) the
aggregate amount of premiums or other consideration paid is the basis
of the contract determined under section 113 (a) (5); (3) in finding
the sum excludable by the surviving annuitant under section 72,
the premiums or other consideration paid is to be reduced only by
the aggregate amount received by the surviving annuitant under the
contract and excludable from his gross income prior to tho annuity
starting date; and (4) the annuity starting date is specially defined in
subscction (i) (4) as January 1, 1954, or the first day of the first
period for which the surviving annuitant receives an amount under
the contract as an annuity, if such date is after January 1, 1954,

Subsection (j) specifically provides that amounts pn.i(f under an
agreement to pay interest are includible in gross income. This cor-
responds to section 22 (b) (1) of the 1939 Code. No substantive
change is made.

Subsection (k) incorporates the provision in section 22 (b) (2) of
existing law in respect of amounts paid in diacharge of alimony obli-

ations, making the entire section 72 inapplicable to such payments if
includible in gross income under section 71, ,

Subsection (1) provides that for the purposes of this section the term
“endowment contract’ is deemed to cover face amount certificates as
defined in section (2) (a) (15) of the Investment Company Act of 1940
(16 U. S, C., sec. 80a~2). This will provide for the limit on tax in
the case of the receipt of proceeds of such a contract in & lump sum
which is provided in section (e) (3).
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Cross-references are provided in subsection (m) to sections dealing
with the basis of annuities sold or exchanged,

Your committee has made principally clarifying or technical amend-
ments to this section as it appeared in the bill as passed by the House.
A change has been made in subsection (c) (3) (A) with regard to life
expectancy and its use i determining expected return under a contract.
Tho present wording uses “expected return” in its ordinary sense
and provides that it shall be computed with reference to actuarial
tables to be prescribed. As this section appeared in the bill that the
House passed it limited expected return to amounts expected to be
received within the life expectancy or expectancies of individuals,
Under this wording, the “expected return” part of the exclusion
ration would rarely relate to an individual’s entire life expectancy
although the purpose of the section as a whole is to spread the return
of the investment in the countract tax free over an individual’s entire
life expectancy. A very old person might have a life expectancy of
but a few years and a fraction; sinco he could not expect to receive
a fraction of a payment, his expected return would be limited to the
whole number of years times his annual payment. This might elimi-
nate any difference between his investment in the contract and his
expected return—yet on.the average such annuitants would be receiv-
ing a larger sum, the difference representing a sizable interest incre-
ment.  The -new wording enables the Secretary to indicate fractions
of years in the tables to be used in computing expected return at those
ages where the discrepancy between life expectancy and whole years
of life expectancy is deemed to be significant,

Another change madoe in the section by your committee delotes
subscction (j) of the House bill relating to certain joint and survivor
annuities, the principle of which now appears in section 691 (d).

Your committee has also added a new subsection, (I), whose opera-
tion and purpose have been discuused above.

The other changes made by your committee were of a minor clari-
fying character with no intent to alter the meaning of the section from
that indicated in the committee report of the House on this portion

of the bill.

Section 73. Services of child

This scction is identical with section 73 of the bill as passed by the
ITouse. It corresponds to section 22 (m) of the 1939 Code, except
that the provision relating to assessment of tax has been deleted since
it is now contained in section 6201 (c). No substantive change is

made.

Section 74. Prizes and awards ‘

This scction is identical with section 74 of the bill as passed by the
House. It is o new section which includes in gross income all prizes
and awards with certain specified exceptions, It is intended to
climinate some existing confusion in court decisions over whether a
prize is incomo or a gift and would overrule both the Pot O’ Gold case
(Washburn v. Commaissioner (1945) & T. C. 1333) and the Ross E'ssag/
Conlest case (McDermott v. Commissioner (C. A. D. C. 1945) 160 F,
2d 585) insofar as cach held prizes were not income under the 1939
Code. A cross reference to section 117 (relating to scholarships

and fellowship grants) is inserted to preclude taxing such awards under
this section,
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Subsection (b) excludes from ‘income those prizes and awards
which are made primarily to recognize past achievements of the
recipient in one of the specified fields, provided:the recipient was
selected without any action on his part to enter the contest or to
submit his works in the proceeding:and provided he is not required
to render any substantial future services as a condition to receiving
the prize or award. Thus, such awards as the Nobel prize would be
excluded under this section, Subsection (b) is not intonded to ex-
clude prizes or awards from an employer to an employee in recognition
of some achiovement in connection with his employment, such as
having the largest sales record or best production record during a
certain period. Amounts received from radio and television giveaway
shows, or as door prizes, or in any similar type contest woul'c% also not

be covered by subsection (b).

Section 76. Dealers in tax-exempt securities

This scction ia identical with section 75 of the House bill, and is the
same as section 22 (o) of the 1939 Code.
Sectizn ’/;66’. Mortgages made or obligations issued by joint-stock land

anks

This scction is identical with section 77 of the House bill. It re-
places without substantive change sections 22 (j) and 3799 of the
1939 Code. The former was merely a cross reference to the latter.

Section 77. Commodity credit loans

This section is identical with section 78 of the House bill, It
corresponds to section 123 of the 1939 Code and subsection (c) of such
section has been deleted (relating to taxable years beginning after
December 31, 1938, and before January 1, 1942). No other substan-
tive changes have been made.

Parr III.—IteEms SeeciricarLy Excrupep From Gross INcoMmEe

Section 101, Certain death benefits :
"This section is similar to section 101 in the bill passed by the House
except as follows: .

1. A conforming change has been made in subsection (a) by
striking the wording providing that the subsection shall be
inapplicable to procceds of life-insurance contracts purchased
by an exempt employees’ trust. This restores the treatment
under present law., :

2. Thero has been inserted in subsection (a) & provision con-
tained in oxisting law and eliminated by the House limiting the
exclusion from gross incoma (in cases of transfer of a life-insurance
contract for a valuable consideration) to the sum of the con-
sideration and premiums paid by the transferece. Under existing
law, the rule does not apply where the transferee has a basis
determinable to any extent by reference to the basis of the
contract in the hands of the transferor. Under your committee’s
amendment the rule also does not apply if the transfer of the con-
tract was to the insured, a partner of the insured, a partnership
including the insured, or & corporation of which t‘xe insured was

a shareholder or officer.,
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3. A change is mado in subscction (b) (2) (B) to include pen-
sion trusts among those sources of distributions to which the
limitations of subparagraph (B) shall not apply.

4, Subparagraph (d) (1) (B) has been altered to provide an
exclusion of $1,000 a year to the surviving spouse of an insured
in addition to the proration of amounts held by insurers at tho
death of the insured, but any oxclusions from gross income addi-
tional to such proration under this subparagraph of the House
bill have been eliminated with respect to individuals standing
in any different familial relationship to the insured.

This section as a whole corresponds to section 22 (b) (1) of the 1939
Code relating to the exclusion of certain death benefits from gross
incomo,

Subsection (a) states the general rule excluding from gross incomo
life-insurance proceeds paid by reason of the death of the insured
(whether received by the decedent’s estate, a beneficiary, a transferce
or otherwise). The exclusion is aprlida’ble whether the insurance is
payable in a lump sum or in installments except as limited in para-
graph (2) of subsection (a) and subsection (d). Subsection (a) ex-
cludes death benefit payments under workmen’s compensation insur-
ance contracts or under accident and health insurance contracts which
h?\(r]c tllno characteristics of life-insurance proceeds payable by reason
of death.

Subsection (b) parallels section 22 (b) (1) (B) of the 1939 Code in
providing a $5,000 exclusion from gross incomo of amounts paid by
or on behalf of an employer to the beneficiaries or estate of an employce
byl reason of death of the employee, but sets forth the following special
rules:
1. Subparagraph (B) excepts amounts to which the employee

had a nonforfeitable right before death from the benefit of the
exclusion (other than total distributions payable to a distributee
by an exempt profit-sharing, pension, or stock bonus trust within
1 t.n;n)tble year of tho distributece by reason of thoe employee’s
death);

2. Subparagraph (C) excepts from the exclusion amounts paid
a surviving annuitant if the employce received or was entitled
to receive any annuity before his death;

3. Subparagraph (D) provides that the amount deemed to be
the consideration paid by an employee for an annuity payable to
a survivor to which section 72 (relating to annuities) applies
shull include the amount by which the value of the annuity to the
survivor exceeds the amount of any nonforfeitable right which
accrued to the employce before his death, but the addition to
the consideration ehal{ not exceed $5,000 in any event and the
provision will not apply to joint and survivor annuities as
described in the preceding subparagraph,

The requiroment under the 1939 Code that the benefits be paid under
a contract has been eliminated.

Subsection (¢) corresponds to existing law and provides that if
life-insurance proceeds which are excludable under subsection (&)
or employee death benefits which are excludable under subsection
(b) are held under an agreement to pay interest thereon, the interest
payments are includible in gross income,
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Subsection (d) provides that the interest element contained in
life-insurance proceeds which are payable (in installments, as an
annuity, or otherwise) at a date later tgan death shall be taxed to the
beneficiary, except that the surviving spouse of the insured shall be
entitled to an annual exclusion.with respect to such interest in the
amount of $1,000.

This provision does not affect any insurance payablo in & lump sum
or on the date of death; nor does it affect an equivalont amount paid
at & later date in whatever manner, Therefore, the subsection pro-
vides that the present valuo as of the date of death of life-insurance
proceeds which are payable lator shall be prorated over the period
with respect to which such paymeonts are to be made, such prorated
amounts to be excluded from income. As in the case of regular
annuitics, such an annual exclusion based on the life expectancy of the
beneficiary is allowed as long as he lives. All amounts received in
excess of this exclusion are taxable as interest, except to the oxtent
that tho surviving spouse possesses the additional exclusion referred
to above. The prorated amounts are to be excluded from gross
income regardless of the taxable year in which they are actually
recoived. If a payment is roceiveg in & taxable year other than a
year in which sucﬂ payment i8 due, that portion of such payment
which represents a prorated amount shall nevertheless be excludable.
The subsection is not applicable to interest received by a beneficiary
under & specific agreement with the insurer to pay interest on retained

roceeds, which sums continuo, as under existing law, to be taxable
in full without bepefit of any interest exclusion. .

In the ordinary case, one of the options in such contracts is an
option to take a specific amount in & lump sum. This lump sum
amount will be, in such ceses, the “amount held by an insurer” and
need only be prorated over the period payments are to be made by the
insurer. For example, if at the insured’s death, $1,000 would have
been payable in a single installment, but 10 equal annual payments
are made in licu thereof, the portion of the installment to be excluded
from gross income is $100 ($1,000 divided by 10). Any amount
actually received as an installment in excess of $100 is to be included
in gross income, except to the extent that the annual interest exclusion
of & qualified beneficiary may apply. If payments for life were pro-
vided for in the above supposition instead of 10 equal payments, the
$1,000 lump sum would be divided by the present life expectancy in
years of the beneficiary concerned. Assuming the beneficiary to have
an expectancy of 20 years and the lump-sum payment.to be $1,000,
$560 of each installment payment would be excluded fromn gross
income and the balance included in gross income ($1,000 divided by
20), again subject to the applicable annual interest exclusion.

Special problems arise where the insurance contract does not pro-
vide for a particular amount payable immediatel{ upon the death of
the insured as an option. ‘I'hese are to be solved by ﬁnding the value
(with respect to each beneficiary on'a particular contract) of the agree-
mont, as of the date of death of the insured, discounted on the basis of
the interest rate and mortality tables used i}y the insurer in determin-
ing the payments. Thus, if the surviving spouse were to receive an
apnuity for a fixed period (or life) under one option and under the
remaining option she were to receive a different sum or the same sum
for & different time, and the'daughter were to receive an annuity for a
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given period, the values to each would be determined after the wife’s
selection of an option, as of the date of death of the insured. For
example, if the wife selected an option under which she is to receive
$5,000 per year for her life, having an expectancy of 20 years, and the
daughter $5,000 per year for 10 years, the discounted value to the
wife might be $60,000, and that of the daughter $35,000. The wife
would then exclude $3,000 of each installment from gross income
($60,000 divided by 20) and an additional $1,000 of cach installment
beeause of her special exclusion.  She would then exclude a total of
$4,000 of each installment from her gross income, but include $1,000
of cach installment in her gross income.  T'he daughter would exclude
$3,500 of cach installment from her gross income ($35,000 divided by
10). ‘The daughter would include $1,500 of ecach installment in
gross income, -

If the mode of settletment contains refund features the yecarly ex-
clusion will be computed under regulations to be preseribed by the
Secretary or his delegate, after excluding the actuarial value of such
features,

This subsection changes existing law in the treatment of interest on
insurance proceeds to which the subsection is applicable. Under
present law “guaranteed” interest is regarded as an amount paid by
reason of death of the insured and is excluded from gross income al-
though so-called “excess” interest is regarded as an amount not paid
by veason of death of the insured and is included in gross income.
This distinction is abandoned and both types of interest payments are
now fully includible in gross income, except to the extent they may
be excluded under subparagraph (B).

This subsection will be applicable to all beneficiaries under life-
insurance policies where the death of the insured occurs after the date
of enactment of this act.

Subscetion (o) excludes payments includible in gross income as
alimony payments from the effects of the section.

Section 102, Gifts and inheritances

This section corresponds to section 102 of the House bill, containing
a restatement of section 22 (b) (3) of the 1939 Code.

Section 22 (b) (3) provides for an exclusion from gross income
of the value of property acquired by gift, bequest, devise, or inherit-
ance. However, the exclusion does not apply, where the gift, bequest
ete., is of income from property, to the amount of such income.
The section further provides (in conformity with the amendments
made to sec. 162 of the code by the Revenue Act of 1942), for treat-
ment as gifts or bequests of income, of amounts paid out of income
where, under the terms of tho gift or bequest, the amounts are to be
paid at intorvals,

Inasmuch as the rules relating to the inclusion of income received
by a beneficiary of an estate or trust have been completely rewritten
in subchapter J, your committeo has amended section 102 to affect
correlation with the new provisions. Under the amendment, amounts
which are included in income of a beneficiary under subchapter J
will a fortiori, not be excluded as gifts or bequests under this scction,

Sectron 103. Interest on certain governmental obligations
This section is identical with section 103 of the bill as passed by the
Houge. It corresponds to section 22 (b) (4) of the 1939 Code (relating
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to tax-free interest). No substantive change is made. However, the
instant section omits as unnecessary a provision in section 22 (bs (4)
of the 1939 Code, which provided that persons owning any of the gov-
ernmental obligations enumerated in that section shall, when so re-
quired by regulations, submit with his return a statement showing the
number and amount of such obligations owned by him and the income

received therefrom.

Section 104. Compensation for injuries or sickness

Section 22 (b) (5) of the 1939 Code excludes from gross income
amounts received, as compensation for personal injuries or sickness,
(1) under workmen’s compensation acts, (2) through accident or
health insurance, (3) as damages, and (4) as a pension, annuity, or
similar allowance for personal injuries or sickness resulting from active
service in the armed forces of any country, Section 104 of the House
bill changed existing law so as to make the exclusion under this section
inapplicable to amounts received by an employee, to the extent that
such amounts are attributable to contributions by the emplo;fer which
were not includible in the gross income of the employce. Your com-
mittee has amended section 104 (a) (4) of the House bill by extending
the exclusion to amounts received as a pension, annuity, or similar
allowance for personal injuries or sickness resulting from active service
in the armed forces of any country “or in the Coast and Geodetic
Survey or the Public Health Service.”

Otherwise, this section is identical with section 104 of the bill as
passed by the House. It will continue to exclude from gross income
(in the samo manncr as section 22 (b) (5) of the 1939 Code) any
amount reccived as workmen’s compensation under a workmen’s
compensation act, as well as any amonnt received by a taxpayer
under a policy of accident or health insurance purchased by him.

Section 106. Amounts recetved under accident and health plans

This section corresponds to section 105 of the House bill although
there have been some changes. Subsection (a) prescribes the general
rule that amounts received by an employee through accident or health
insurance for personal injuries or sickness shall be included in gross
income to the extent such amounts are attributable to contributions
by the employer which were not includible in the gross income of the
employee. For purposes of this section, subsection (e) provides that
amounts received under an accident or health plan of an employer or
of an employee association, and amounts received from a sickness and
disability fund for employees maintained under the law of a State, a
Territory, or the District of Columbia, which requires employers to
contribute to such fund shall be treated as amounts received through
accident or health insurance. An amendmont to section 7701 (a) (20)
of the House bill defines life insurance salesmen as employees for
purposes of this section.,

Subsection (b) provides that the amounts described in subsoction
(a) shall not be included in gross income if thoy are reimbursements
&uid directly or indirectly to the taxpayer for expenses incurred by

im for modical care of the taxpayer, his spouse, and his depende-ts,
to the extent that such reimbursed amounts are expended during the
taxable year for such medical care.

Subsecction (¢) provides that the amounts described in subsection
(a) shall not be included in gross income if they constitute payment
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for permanent loss, or loss of use, of & member or function of the body,
or the permanent disfigurcment, of the taxpayer, his spouse, or a
dependent, and the payments are computed with reference to the
nature of tho injury and without regard to the period the employeo
is absent from work. ‘T'he following example will illustrate the kind
of payments excludible from };ross income under this subsection.
Assume that under the plan of an employer payments equal to 26

creent of annual compensation are made to employees for loss of a
ro . T'ho $10,000 employee would therefore receive a payment of
$2,500 and the $4,000 employee would receive a payment of $1,000.
These amounts would be excludible from gross income if, under the
plan, they are payable regardless of the period that the employee is
absent from work.,

Subsection (d) provides that amounts described in subsection (a)
shall not be included in gross income if such amounts constitute wages
or payments in licu of wages for a period during which the employce
is absent from work on account of personal injuries or sickness Klb
only to the extent that such amounts do not exceed a weekly rato
of $100 and are attributable to a period beyond the 7-day period
beginning with the day on which the absence because of injury or
sickness began,  The Secretary or his delegatle is authorized to pre-
scribe regulations for determining the weekly rate at which such
amounts are paid if such amounts are not paid on the basis of a weekly
pay period. For purposes of this subscction the term ‘“‘wages” is
used in a broad sense to include salary and other remuneration for
employment, :

Subsection (f) provides special rules for the application of section
213 (a) relating to medical, dental, cte., expenses.  Amounts excluded
from gross income under subsection (¢) or (d) would not be considered
as compensation (by insurance or otherwise) for expenses paid for
medical care.  Accordingly, an employce receiving such amounts would
be entitled not only to exclude such amounts from gross income but
also to claim a medical expense deduction for any medical expenses
incurred in connection with the sickness or accident. An additional
special rule provides that if the taxpayer does not oxpend amounts
which were paid to him as reimbursement for medical care during
the taxable year in which the amounts are reccived such amounts
shall not be considered as componsation (by insurance or otherwise) for
expenses paid for medical care.  Accordingly, where the reimburse-
ments for medical expenses are not expended during the taxable
yoar of reimbursement, the amounts woul(l be included in grogs income
and tho taxpayer would be allowed to claim a medical expense dedue-
tion when such amounts ave expended in a lator year.

Amounts received under workmen's compensation acts are not
governed by this section. Such amounts are fully excludible from
gross income in all cases under section 104.

The application of section 105 may be illustrated by the following
example in which it is assumed that the employee makes no contribu-
tion to the plan, ,

An employer establishes a plan which provides for the paymert of
regular wages during & period of disability after a 7-day waiting period,
but in the event of occupational injury the employee is to veceive under
the plan only the difference between his regular wages and the amount
he receives under workmen’s compensation, Employee A is injured
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on tho job and is disabled for 8 weeks. His regular wages are $150 per
week. He receives $30 per week as workmen’s compensation which is
excludablo from gross income under section 104, After the waiting
period he receives $120 per week under the plan, In addition, the
emi)lovor pays A his regular wages during the 7-day waiting period,
and after the waiting period A receives an additional $10 per week as
extra compensation from the employer, not under a plan,

The amount received during the walting period and tho oxtra com-
pensation of $10 per week (not reccived under a plan) constitute
taxable income to A. $100 of the $120 received each week after the
7-day waiting period would be excludible from gross income.

Your committee’s bill continues the general procedure in the House
bill of according cqual treatment to insured and noninsured sickness
and accident benefits granted to employees under employer-financed

lans. However, it makes the following changes in the House bill:

1. The bill spells oiit the precise conditions under which benefits
paid as compensation for permanent injury or permanent loss of hodily
function will be exempt. The House bill had merely indicated that
payments compensating for injury or sickness shall be exempt.

2. The House bill confined exclusions to benefits paid under qualified
plans satisfying requiroments designed to prevent dis¢rimination as to
coverage on benefits in favor or highly compensated as compared with
rank and file employees. The present provision eliminates these quali-
fication requirements., However, it specifies that the exemption is to
be granted only to benefits paid out under an arrangement which
constitutes a plan, ;

3. Asin the House bill the exclusion of benefits paid as compensation
for loss of wages is limited to $100 & weck. However, unlike the House
bill the present bill makes no provision for reducing the amount of
exempb benefits in cases where nonexempt benefits are provided under
nonqualified plans. 'The bill also provides that the exemption granted
for benefits paid as compensation for loss of wages shall be granted
only after a period of 7 days.. The House bill denied exclusions com-
plotely where thero was no waiting period.. . .

4, The bill makes it clear that the exclugion applies to benefits paid
out by employce associations. It also specifically indicates that the
exclusion is to be granted to benefits paid for the taxpayer’s spouse

and dependents as well as himself. .

Section 106, Contributions by employer to accident and health plans

This section is identical with section 106 of the bill as passed by the
House. Under the current interpretation of existirig law, amounts
paid by employers as premiums for group employee accident and
health insurance, or as contributions to State accident and health
benefit funds, are not included in the gross income of the employees.
However, amounts which are paid by employers as premiums for
individual employee policies of accident and health insurance are
includible in gross income, ‘

Section 106 provides that gross income does not include contribu-
tions by the employer to accident and health plans for compensation
(through insurance or othérwise) to his employees for personal injuries
or sickness. The ‘exclusion under this section is applicable whether
the contribution by the employer is made by payment of an insurance
premium or by some other means, such as a contribution to an
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independent fund maintained by the employer, by an employee asso-
ciation, or a State-administered fund. Also, the exclusion is appli-
cable regardless of whether the employer’s plan covers one employee
or & group of employees. Therefore, the premium paid by an em-
ploye fo an individual policy of accident and health insurance for an
employeo will not be includible in gross income as it is under present

law,

Section 107. Rental value of parsonages

This section is identical with section 107 of the bill as passed by
the House. The first paragraph is derived from section 22 (b) (6)
of tho 1939 Code. No substantive change is made.

The second paragraph provides that the allowance paid to a minister
of the gospel as part of his compensation (to the extent used by him to
rent or provide a home) is not a part of his gross income. Thus, a
minister who receives a rental allowance in lieu of the use of a home
will be able to exclude this allowance if it is used to rent or provide
a home,.

The word “home’’ as used in both paragraphs is not intended to
change the law under section 22 (b) (6) of the code of 1939 which used
the term “dwelling house and appurtenances thercof.”” 'The term
“home” includes the case where l!urnishings are also included. It
docs not cover cases where a minister, in addition to the home, rents
a farm or business property, except to the extent that the total rental
paid can be allocated to the home itself and the necessary appurte-

nances thereto, such as a garago.

Section 108. Income from discharge of indebtedness

This section corresponds to section 108 of the House bill and
containg the provisions which in the 1939 Code were in section 22
(b) (9), relating to the incomy of corporations attributable to the
discharge of their indebtedness, and section 22 (b) (10), relating to
the discharge of the indebtedness of certain railroad corporations in
reorganization. The provision formerly contained in section 22 (b)
(9), now subsection (a) of this section, has been expanded so that it is
applicable whether or not the indebtedness discharged was evidenced
by a security. In addition, it is applicable not only to the indebted-
ness of a corporation but also to the indobtedness of an individual if
the indebtedness was incurred or assumed by the individual in connec-
tion with the acquisition of property used in his trade or business.

In the I‘Iouse(‘{)ill, however, income attributable to the discharge of
an indebtedness may not bo excluded to the extent that such discharge
was cffected in consideration of the transfer of property or the render-
ing of services.- Nor is income excludable if it is includible under
section 76 (b). Accordingly, the income, which is includible because
the debtor had derived a tax benefit by the prior deduction of the
indebtedness discharged, could not be excluded even though the debtor
consents to a corresponding reduction of the basis of his property.
Your committee has eliminated these rostrictions since they were
connected with section 76 which has been removed from the bill,

The provision relating to the discharge of the indebtedness of
certain railroad corporations has not been altered in substance, except
that the expiration date has been extended for an additional year to

December 31, 1955.
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Section 109, Improvements by lessee on lessor’s property
This section is identical with section’ 109 of the ITouse bill and in
substance with section 22 (b) (11) of the 1939 Code.

Section 110. Income taxes paid by lessee corporation

This section is identical with section 110 of the bill as passed by
the Houss, It adopts for income-tax purposes & rule applied in the
excess-profits tax (under see. 433 (a) (1) (K) of the 1939 Code as pro-
vided by sec. 101 of the Excess Profits Tax Act of 1950) with respect
to railroad corporations which have entered into leases which require
the lessee to pay a stated rental to the lossor frée of tax, Under this
provision, the paynient or reimbursement of the lessor’s Federal in-
come tax (arising out of the rental) by the lessee shall bé excluded
lfrom'the lessor’s gross income and shall not be deductible by the
essee.

This treatment is to apply only with respect to leases entered
into prior to January 1, 1954, If a lease entered into prior to such
date is rcnewed or continued after such date, it shall receive the
proposed treatment if renewed or continued in accordance with an
option contained in the lease on December 31, 1953, If such option
was for an initial renewal and a second renewal is made under an
option contained in the first renewal lease, then such second renewal
will be considered to have been made in accordance with the option
existing on December 31, 1953, unless the option by its terms pre-
cluded a second renewal, a
Section 111. Recovery of bad debts, prior tazes and delinguency amounts

This section is identical with section 111 of the bill as passed by
the House. It corresponds to section 22 (b) (12) of the 1939 Code,
relating to the inclusion:of amounts attributable to the recovery of
bad debts, etc., and, with the exception of the change in section
references, is identical with that section.

Section 112. Certain combat pay of members of the Armed Forces ,
__This section is identical with-section 112 of the bill as passed by the
House, It corresponds to section 22 (b) (13) of the 1939 Code
relating to the exclusion of- certain compensation of members of the
Armed Forces. It is identical with that section, except that.the
expiration date is changed from a specific date to a general provision
correlating the exclusion of this section with any law relating to
induction of individuals for training and service in the Armed Forces
of the United States.
Section 113. Mustering-out payments for members of the Armed Forces
This section is identical with section 113 of the bill as passed by the
House and corresponds to section 22 (b) (14) of the 1939 Code. No
substantive change is made.
Section 114, Sports programs condueted for the American Red Cross
This section is identical with section 114 of the bill as passed by the
House and corresponds to section 22 (b) (16) of the 1939 Code. No
change of substance Lns been made, .. - o

Section 115, Income of Stales, municipalities, ete. . . N

This section is identical with section 115 of the bill as passed by the

House. Subsection (b) corresponds to section 116 (d) of the 1939
48509° —54——18
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Code, Subsection (c) corresponds to section 116 (o) of the 1039 Code,
No changes of substance have been made in either provision,

Section 116, Partial exclusion of dividends recetved by individuals

This section is identical with section 116 of the bill as passed by the
House. This section, which should be considered in connection with
section 34 (providing & credit for dividends received by individuals),
excludes from gross income the first $50 of dividends received by an
individual during taxable years ending after July 31, 1954, and before
August 1, 1955, and tho first $100 of dividends received by an indi-
vidual during taxable years ending after July 31, 1955, The exclu-
sion is denied (under subsec, (¢)) to a nonresident alien whose tax is
corlm()‘u)tcd at a {lat 30-percent rate on gross income under section
871 (a). . ,

The restrictions and limitations prescribed by section 34 (c) and
section 34 (d) also apply to the exclusion of dividend income from
gross income, . T

In cases of taxpayors who filo joint returns, the exclusion will be
applicable to dividends of each of the husband and wife, so that if in
1956 a husband receives $200°0f dividends and his wife $100, the wife’s
will be fully excluded and $100 of the husband’s will also be excluded
in computing the aggregate income on a joint return. . The same result
in the case of the exclusion will of course follow if separate returns are

filed by the husband and wife. - -

Section 117. Scholarships and fellowship grants

Section 117 of the House bill is a-new section which has no counter-
part in the 1939 Code. 1t provides rules for determining the extent
to which amounts received as scholarships and as fellowship grants
are includible in gross income. Your committee has made several
amendments to this section as passed by the.-House. . _ :

For purposes of clarification your committee has made certain tech-
nical clmnge‘s in subsection (a), but no substantive change is intended.
Subsection (a) states the general rule that all amounts received as
scholarships or as fellowship grants are excludable from gross income,
The exclusion applies also to the value of any contributed services and
accommodations received by the taxpayer as a part of the scholarship
or fellowship grant, such as room and board, and laundry service. In-
the case of a scholarship;in order for the exclusion to apply, the schol-
arship-must be at an educational institution (es defined in sec. 151
(¢) (4)). If an educational institution (as defined in sec. 1561 (e) (4))
maintains or participates in a plan whereby the tuition of a child of
a faculty member of any such institution is remitted at any other
participating educational institution (as defined in sec. 151 (e) (4))
attended by such child, the amount of tuition so remitted shall be
considored to bo an amount receivéd as a scholarship’ under this
section, Subsection (a) excludes from gross income any amount
received over and above the scholarship or fellowship grant to cover
expenses for travel, research, clerical help, or equipment, which are
incident to the scholarship or fellowship, but this exclusion is appli-
cable only to the extent that such amount is so expended by the
recipient, Y L

Sgbsecti_on (b) prescribes rules limiting the ‘amount which may be
excluded under subscetion (a), Para’Em'ph (1) of this subsecction as
passed by the House provided that the exclusion does not apply to
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any amount which represents payment for teaching or research serv-
ices in the nature of part-time emplogment, required as a condition to
receiving the scholarship or fellowship grant, This paragraph has
beon amended by your committee so as to be applicable only to indi-
viduals who are candidates for degrees at an educationa{ institu-
tion (as defined in sec. 151 (BZJ (4)). In addition, your committee
has provided that this paragraph applies to “other services” in addi-
tion to teaching and research services, A new sentonce has also been.
added at the end of -paragraph (1), It provides that if teaching,
research, or other services are required of all candidates (whether or
not recipients of scholarships or fellowship grants) for a particular
degreo as a condition to receiving such degree, such teaching, research,
or other services shall not be regarded as part-time employment within
the meaning of this paragraph. The purpose of this provision is to
make clear that services which constitute a part of the regular cur-
riculum, or of the regular course of study loading to a particular
degree, are not within paragraph (1), For example, if all candidatés
for a particular education degree are required, as a part of their regular
courso of study, to perform part-time practice teachin% services, such
services are not regarded as part-time employment for purposes of
section 117 (bgi(.l). S R
~ Paragraph (2) of subséction’ (b) applies'to individuals who are not
candidates for degrees:” Undér the House: bill ‘such jndividusls are
not permitted to exclude from gross ‘income” amounts ‘received - ai
scholarships or fellowship grants unless thie anhiia] amount of the schol--
arship or fellowship ‘grant is less than 756 percent of the recipient’s
earned income ‘during’ the (prior 12-mohth. 'ﬁq:ﬁoaf.-f ‘Your ¢ommittee
has struck out paragraph’(2) as passed’ by the Housé and has substi-
tuted'a new paragraph which allows, in effect, a ‘monthly exclusion
of $300 for 36 months.. This paragraph'proyides .that in the case
of an individual who is not a candidate for a degree at an educational
institution (ss defined in sog. 151 (¢) (4)),’stibsedtion, (a) shall apply
onlﬁzit the condition in subparagraph (A) is satisfied, and then only
within: the limitations provided.in S,UBXthgmph .(B).  In-order_to
satinfy. the condtion of subparagraph (A) the grantor of the scholar-
ship or fellowship. must be, an.organization described, in section 501
(¢) (3) and exempt from tax-under section 501 ?é}); the United States,
or-an instrumentality- thereof, or. a State, a Territory, or a possession
of the United States, or any. %Oli.ticelzsubdim‘;iéni thereof, or the: Dis-
trict of Columbia. Under subparagraph (B) the exclision under sub-
section (a). (-1).,in,.gn'% taxable year is limited o an amount equal to
$300 times the. number of months for which the recipient recéived
amounts under the scholarship or fellowship.grant duririg such taxable
yeer, oxcept that no exclusion is allowed under subsection '(a) after
the recipient has been entitled to exclude, under this séction, for &
period of 36 months (whether or not consecutive) amounta received
83 a scholarship. or, fellowship grant while aot.a candidate for a.degree
at an educational institution, .o Ll
- The operation of section 117.(b) (2) may: be illustrated by the follow-
.}ng g?samp.les involving calendaf year taxpayers who are not candidates
OT ( . ees: g Lo e R s S A TR T ST e ;'37:’(31-;’3'*}, él'l‘i;,::;r" f ~.-7~:‘:>vi-¥;’32f
X (lﬁrn March of the taxable year,the tazpayer is awarded s post-

doctorate fellowship;,grant which.is to commence the following Sep-
tember 1, and is to end on June 1 of the following year, The amoug;
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of the fellowship grant is $4,5600, and the taxpayor receives this
amount _in_monthly installments of $500 on the first day of cach
monthy, During tho taxable year he_receives a total of $2,000 with
respeet to the 4 months of September through December, inclusive,
He may exclude $1,200 from gross income in the taxable year, and
must include the remaining $800.

(2) Assume the same taxpayer as in the preceding:example, except
-that he receives the full amount of the grant ($4,500) on September
1 of the taxable year. Since the amount received in the taxable
year was for the full terin of the fellowship (9 months), the taxpayer
may exclude from gross income in the taxable year $2,700. ‘The
remaining $1,800 must be included in gross income,

(3) The 36-month limitation in subsection (b) (2) applies if the indi-
vidual lias receivéd amounts excludable from gross income under sub-
section (a) attribitable to any prior 36 months (whether or not con-
secutive)during which the individual was not a candidate for a degree.
For éxample, if the taxpayer received under a fellowship grant $200
a month for 36 months he would have exhausted his eligibility under
subscction (b) (2) even though he did not in any of the 36 months

make use of the full $300 exaclusion.

Section 118. Conlributions to the capital of a corporation ]
This section (except for a change in a cross-reference) is identical
with section 118 of the bill as passed by the House. Tt has no counter-
art in the 1939 Code; however, the rule of this section, that contri-
utions to the capital of & corporation are excluded from income,
merely restates the existing law as developed through administration
and court decisions, Detormination of the basis of property con-
tributed to the capital of a corporation is to be made under section 362,

Section 119. Meals and lodging furnished for convenience of employer

This section corresponds to section 119 of the bill as passed by the
House. Existing law, as currently interpreted by the Internal Reve-
nue Service and certain cotirt decisions, requires that if meals or lodg-
ing reépresent compeénsation the value thereof must be included in gross
income even though the employee must accopt such-meals or l_fdtglpri
in order properly to perform his dutics, Under section 119 of thé bil
as passed by the Housc'if meals or lodging are (1) furnishéd at the place
of employment, and (2) are required to bo accepted by the employee
at tho place of em loyment as a condition of the employment, the
value thc@ﬁs’rﬁfc udable from the émployée’s‘gross income. Under
section 119'a8 amended by your committee, there is excluded from the
gross_income of an employee the value of meals or lodging furnished
to him for the convénicnce of his employer whether or not such meals
or lodging are furnished as compensation, In the case of meals the
exclusion 1s permitted only if tho meals are furnished on the business
promises of the employer, In the ¢ase of lodging the exclusion is
permitted only if the employee is required to accept the lodging on
the ‘business premises of the employer as a condition of his employ-
ment. The phrase “required as a condition of his employment”
means required in order for the employee to properly perform the
duties of his-employment,. - ' S ‘

Section 119 applies only to meals or lodging furnished in kind.
Therefore, any cash allowances for meals or lodging received by an
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employee will continue to bo includible in gross income to the extent
that such allowances constitute compensation.
The operation of this section may be illustrated by the following
examples: ‘ : L
(1) A civil-service employes 6f a State is employed at an institution
and 18 required by his employer, for the convenience of the employer,
to live and eat at the institution in order to be available for duty at
any time. Under the applicable State statute, his meals and lodging
are regarded as a part of the employeo’s compensation. The employee
would nevertheless be entitled to exclude the value of such meals and
lodging from gross income. - . - C
(2) An employee of an institution, who is required to be on duty
from 8 a. m. until 4 p. m.; is given the choico of residing at the insti-
tution free of charge, or of residing elsewhere and receiving an allow-
ance of $30 -per month in addition to his regular salary, .%f he-elects
to reside at the institution the value to.the employee of the lodging
furnished by the employer will be includible in gross income, because -
- his_residence at the institution is not necessary to the proper per-
‘formance of his duties, and therefore is not required as a condition of
his employment. L :
Section 120. Statutory subsistence allowance received by police
' " This section, which'is identi¢al with section 120 of the bill as passed
by the Houseé; is new-and provideés for an:exclusion from gross:income
for any amoutit recélved as a statutory subsistence allowance by a tax-
payer who is employed as a policeman by any State, Territory, or
gossessibri-’of- the United States or any political subdivision thereof or
y the District of Columbia, -~ .~ -~ - .~ =
The term “police official”: in this seetion ‘includes ‘an employée of
‘any of the forégoing governmental units who' has police duties; such
as a sheriff; a detective, or a State police ttooper, however designated.
For example; 'itfeﬁcémﬁaSSesthe ‘State police in Georgia who are
designated the Georgia Buréau of Investigation, - =~ = - _
Tﬁe exclusion under this sectionis limited to a statutory subsistence
allowance which does not exceed the'rate-of :$56 per day., ‘To the
extent that any amourits réceived as a statutory subsistence allowance
are excludable from gross inéome under this section; no-‘deduction’is
allowable for expenses in respect of which the statutory allowance is
paid; however, any expenses in excess thereof may be deducted if they
are_ otherwise - allowable—asa—deduetion— For example, 'if a'State
statute provides a subsistence allowance of:$5 :per day; but the tax-
payer, a State police troopeér, incurs expenditures of $7.50 for meals
while awdy from home overnight on official police duties, he would be
entitled to a'deduction of $2.60 under subparagraph (2): (B) of section
62 (relating to experses for:travel away:from home). :The rémdining
'$5 would be disallowed as a deduction under this section since he is
permitted to exclude $5 as a statutory subsistence allowance, =
Section 121, Cross-references fo othéraéts* .~ - T
_This section is identical with section 121 of the bill as passed; by the
House, .. It contains cross-references to acts of Congress, not contained
in the 1939 Code,: which give. various, types; of income  tax-exempt
status. : Subsection:(a) (17) theréof corresponds. to.section 116 (i)
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Part IV—Sranparp DEpuctioN FOR INDIVIDUALS

Section 141. Standard deduction

Section 141, which is identical with section 141 of the bill as passed
by the House, corresponds to section 23 (an) (1) of the 1939 Code,
rclating to the optional standard deduction for individuals, No sub-
stantive change has been made.

Section 142. Individuals not eligible for standard deduction
This section is identical with section 142 of the bill as passed by tho
House: It corresponds to sections 23 (aa) (4) and (5) of the 1939

‘ode. No substantive change is made.

Section 143. Determination of marital status

This section is identical with section 143 of the bill as passed by the
House. It corresponds to section 23 (aa) (6) of the 1939 Code. No
substantive change has been made.

Section 144 =
This section is identical with section 144 of the I'Iouse bill which

mado no chanzes from present law,

Section 146. Cross-reference ' ) o

This section is identical with section 145.0of the House bill and
contains a cross-reference to section 36, disallowing certain credits in
the case of individuals electing the standard deduction. :

Parr V—Dgbpvucrions FOR PERsSONAL EXEMPTIONS

Section 161. Allowance of deductions for personal exemptions’
This soction corresponds to section 151 of the House bill and to
section 25 (b) (1) of the 1939 Code.: ~ »
Subsection (a) provides that the exemption provided by this section
shall be allowed as deductions in compu‘tiné taxable income. 'This is
& change from section 25 (b‘? of the 1939 Code which provided that
the personal exemption should be & credit against net income,
Subsection (b) corresponds to section 26 (b) (1). (A) of the 1939
Code; subsection (¢) corresponds to section 26 (b) (1) (B) of the 1939
Code; subsection (d) corresponds to scction 25 (b) (1) (¢) of the
1939 Code. No substantive changes are made in these provisions. -
Subsection () deals with exemptions for dependents. It provides
a $600 deduction for each dependent (as defined in section 152) whose
i;ross income is less than $600 or who is the child of the taxpayer and
18 not reached the age of 19 or who is a student. This section cor-
responds to section 25 (b) (1) (D). However, under this section a
child (a son, daughter or stepchild as defined in"séction 152) of the
taxpayer may have gross income of more than $600 and the taxpayer
may still bo entitled to an exemption for him if he is under 19 years of
ago or is a student, A student is defined as an individual who during
each of 5 calendar months during the calendar year in which the
taxable year of the taxpayer begins (A) is a full-time student at an
educational institution; or (B) is pursuing a full-time course of insti-
tutional on-farm training under.the supervision of an accredited agent
of an educational institution or of a State or political subdivision of a
State. (The extension of the provision to on-farm training is added
by your committee.)
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The student at an educational institution must be a full-time stu-
dent; that is, he must be enrolled for the number of hours or courses
which is considered to be full-time attendance for some part of 5 calen-
dar months, A student who attends school from February through
somo part of the month of June will thus qualify, or one who is enrolled
for the months of February through May and then September through
December will also qualify as the 6 calendar months during the cal-
endar year need not be consecutive, Full-time attendance, of course
will not include attendance at night school while holding a job during
the day; this will be considered as part-time attendance. ..

The term “educational institution” means a sthool maintaining a
regular faculty and established curriculum and having an organized
body of students in attendance.. It means primary and secondary
schools, preparatory schools, colleges, -universities, normal schools,
technical and mechanical schools and the like, but does pot include
noneducational institutions, correspondence schools, on the job train-
ing, night schools and tho like. . ’ : ’
Section 162. Dependent defined ‘ ' o

This section, cxéept for one Minor change; 'corresponds to-section

(b‘; (3) of the'1939

152 of the House bill. It corresponds to’section’25
Code but has several new provisions, <. v 0 T e

Subscction (f:f corresponds to tho first seriténce in section 25, (b) (3)
of thé 1939 Code. It deﬁnés_a"depelidgnb“ as in"sectipn 25 (b)"(3) of
the Code of 1939 as an individual,:describéd in:paragraphs 1' to 8
(subparagraphs A through H of section 25 (b) (3) of the 1939 Code)
over one-half of whose support (for the ‘calendar: year-in, which the
taxable year of the taxpayer beging) is received from the taxpayer.
No substantive chdhge is made a§ to ‘such’ ﬁ@r&gm‘plié;{ .To the list
of eligible individuals is added a ninth classification—any individiial
who is a_member of the taxpayer's‘houséhold ‘and’ whogse principal
place of abade for the:taxable year'of the taxpdyer is the home of the
taxpayer, and a tenth classification —an individusl ‘who- is a“eousin
of the taxpayer and who, for the taxable year of the taxpayer requires
institutional care becduse of physical or mental disability and before
receiving such care was a member of the samé household ag the
taxpayer. . . o T

Paragraph (9) is intended to apply only whon the taxpayer and su¢h’
other members of his household live togéther'in diich hotisehold durin;
the entire taxablo year (except. for .ceinpp‘m"f{y‘, absonces ‘due to SPEcia
circumstances), The' fact that such 1adividyal ‘may be at college
during the college -termdods. not ‘prevent' the home of 'the taxpayer
from also-constituting the principal place of abode of such individual;
However, such home will not be considéred, as ‘the principal place of
abode where the child ‘establishes”a soparate habitation ‘and only’
returns: for periodic.visits., Similarly, such home will, not, be, con--
sidefed a3 constitutig the. principal Place‘of abods of a dshéenddnt
of ‘the taxpayer who.1s ‘supportéd: By the taxpayer'for a’part ‘of the:
year ‘in lodgings” other than’ those occupied by’ the”taxpayer’ éven'
though' siicH’ person ‘triny''at'various pefiods’ live in’ the ‘hotisehold,
unlps,s.st,he;a:esiﬂenqaz;of,; the dependent in other l6dgingd is"dusd" to:
necessity such”as illness. It is ‘aldo’inténded’’that" thehousehold

constitute the actual ;place of :abode of the ;‘t@x%qyex; and it"i8" Hiot'

sufficient that tlie'taxpayer maintain’the’ household  withotit ‘being
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an occupant thereof, For oxample, under paragraph (9) the taxpayer
will be entitled to claim a foster child (who is not legally adopted) as
o dependent (assuming the sup{))c)rb and carnings tests are met)
yrovided the foster child is a member of the taxpayer’s household and
ives in the taxpayer's homo for the entire taxable year, except for
vacations or time away at school. .

Subsection (b) ¢ontains rules relating to definitions, Paragraph (1)
is derived from the sccond sentence 0% section 25 (b) (3) of tho 1939
Code.  Paragraph (2) is derived from the first clauss of the third
sentence of scction 25 (b) (3) of the 1939 Code. No substantive
change is made in either of these provisions. Paragraph (3)is derived
from the fourth sentence of section 25 (b) (3) of the 1939 Code.
The general rule of this paragraph, both in the House bill and under the
1939 Code, is that a citizen or subject of a foreign country may not
qualify as a dependent unless he is a resident of the United States or of
certain designated countries, Your committee has modified the rule
go that the disqualification will only apply to a noncitizeén of the
United States. This is to permit a person who may be a citizen both
of the United States and of another country to be treated as any other
citizen of the United States. In the case of noncitizens, the‘exceptions
applicable to residents of contiguous countries p‘r’(’)‘vidcd by existing
law, and the additional exceptions added by-the House bill for resi-
dents of the Canal Zone, the Republic of Panama, and, in certain
cases, of the Philippines, are retained, . L

Paragraph (4) of subsection (b) is derived from the fifth sentence
of s]ect.iou 25 (b) (3) of the 1939 Code and no substantive change is
made. L . N

Subscction (¢) provides a now concept of multiple support; that is,
where two or more taxpayers contribute to tlic support of a dependent
no one contributing over onec-half of such support.. This subscction
provides that any ono of a group who contributes to the support of a
dependent may be designated by the others in the group to take the
dependency exemption for & dependent supported by the group.
There are four requirements which must be met in order to assign

the dependency exemption: _
1. No one person contributed over one-half of the¢ dependent's

support. .

2? Each member of the group would have béen entitled to the
dependency exemption oxcept for the support requirement.. That
is, the dependent must be within the required relationship and be a
resident of the United States or other countries specified in sub-
section (b) (3). : : A

3. The member of the group claiming the dependeéncy exemption
must have contributed more than 10 percent of the dependent’s
support. v . o o

4, Each other person in the group who contributed more than 10
percent of the support of the depéndent in the calendar year, must
filo a written declaration that he will not claim the exemption for the
dependent in the sama calendar year (or any taxable year beginning
in such calendar year), L , )

The operation of subsection (c) may be illustrated by the following
examples: S . o .

1. A and his brothers B and C contribute $500 each per year toward
the support of their mother M, Under section 25 (b) of the code of
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1939 none of the brothers could claim M as a dependent, hence her
dependency exemption was lost. Under subsection (c). however,
1 of the 3 brothers 'may claim a dependency exemption for M since
(a) no one person contributed one-half of her support, (b) each of
the brothers could have claimied M as a dependent except for the
port test, (¢) each contributed over 10 percent of her support, and
yxf each of the brothers other than the one claiming the'¢ eduction
ﬁles a written declardtion (pursuant to regulations issued by the
Secretary or his deleg&te) that he will not claim M as’a dependent for
the taxable year beginhing in the calendar year of such support.

2. If M contributes'$5600 toward hert own sup ort and her sons- A
and B each contribute $300, the sons will be eligible for the deduction
if one files-the declarations as. explained ‘above. They. are eligible
since they, as a group; have contributed over one-half of M’s support.

_Subsection " (d): contains a ‘new provision for special support- test
where' a dapendent child -(gon,- daughter,’ or stepchild :as defined. in-
subsection (b) (2)) is'a student as'defined: in section 151 (e) (4) (am:
individual, who isa. full-time student at-an educational nstitutjon
during each ‘of 5 c¢alendar months during the calendar year in, which:
the taxable year of the taxpayer: bein } at an educational institution.
as defined in section 151 (o) 54) (a school maintaining & regular faculby
and an éstablished curriculum and having an organized body.
students. in- attenéiance) Amounts recelved as 8¢ olb,rshlps (rom
whatéver ‘source’ detived 'and’ however: pa, i'for 'stiidy ‘at ‘such ‘an
educa.txonal mstltution shall 1iot be considered ‘irt ébmputm whether
the 'taxpayer ‘firnishés ‘one-half the' ﬁyp port: of such' chxld -For
example:’ 1 has a child C who receivés'a $1,000 séhotrshlp to  the'
X college for'1 year, ~ A 'contributes $500 towa.rd thie¢child’s sﬁpport
at college and C has no incoiné ‘of his own.' A’y ¢laim'C ad a de-
petident &8 the ‘$1,000° scholaiship is not’ counted in’dbteriining’ the'
support of C. Amounts reccived as tuition payments and submstence
allowances by a veteran pursuant to the provisions of the-Service-
men’s Readjustment Act of 1944 are not amounts recelved as scholar-

ghips.:
Section 153. Determmatwn of mardal status : '

This section is identical with section 153 of the: House' bxll and
corréeponds without change in substance to sectlon 25 (b) (2) of ‘the
1939 Code,. - .

Section 164. Cross rejerences

This section corresponds to section 154 of the House blll except for
the deletion'of the refereuce to section 443, relatmg to proratmg o/t
exemptxons : , ;

PAR'I‘ VI-—-I’I‘EMIZED DEDUC’I‘IONS FOR INDIVIDUALS AND o
CORPOBA'I‘IONS . R

Section 16'1 Allowance of deduatwna Vi o

~ This section is identical with- seonon 161 of the blll a8, it éssed the
House. It states the general rulé that in computing’ taxa le.income
there shall be allowed the deductions specifically provnded in the other
sections of part: VI relating to itemized deductions for' individuals: and

corporations,
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Section 162. Trade or business expenses

This section, except for deletion of a cross reference, is identical
with scction 162 of tim bill as it passed the House.

The first sentence of subsection (a) corresponds to the first sentence
of section 23 (a) (1) (A) of the 1939 Code. The second sentence of
subsection (a) is derived from the Legislative-Judiciary Appropria-
tions Act, 1954. No substantive change is made in these provisions.

Subsection (b) is derived from section 23 (a) (1) (B) of the 1939
code. This section provides that no business deductiov is available
for any contribution which would be deductible as a charitable gift,
were it not for the percentage limitation on such gifts. This was the
rule for corporations under soction 23 (a) (1) (B) of the 1939 Code
and this section now extends the rule to individuals. No substantive
change is made in the application of this rule. As under present law,
it applies only to gifts, 1. e., those contributions which are made with
no oxpeclalion of & financial return commensurate with the amount of
the gift. For example, the limitation would not apply to a:[;ayment
by an individual to a hospital in consideration of a binding obligation
to provide medical treatment for the individual’'s employees. It
would apgly onlfv if there were no expectation of any quid pro quo

ospital. :

from the

Section 163. Interest ' ' T o '
This section corresponds to section 163 of the House bill and. to
section 23 (b) of the 1939 Code. Subsection (a) in the House bill.
contains the deduction for interest contained in section 23 (b), while
subsection (b) provides for the deduction.of certain carrying charges
as interest in the event that the intcrest charged cannot be ascertained.
Your committee’s amendment would:eliminate the new provisions
of subsection (b) and would have the section incorporate the provisions

of existing law,

Section 164, Tazxes .
This section corresponds to section 164 of the House bill. ‘
Subscctions (a), (b), and (c¢) of section 164 incorporate provisions
contained in section 23 (c) of the 1939 Code. There is some rearrange-
ment of the provisions, particularly subsection (c), but no stibstantive
chango is made. Subsecction (b) (7) is a now provision necessitated by
the new rule provided in subsection (d). Subsection (o) contains the
substance of section 23 (d) of the 1939 Code in rearranged form with-
out any change in effect. S .
Your committee has amended subsection (b) (5) to provide for the
deduction of taxes levied by a special taxing district which covers the
whole of at least 1 county and which includes at least 1,000 indi-
viduals paying the taxes levied by the special taxing district. The
amendment further provides that the deduction is available only if
the district levies its assessment annually at a uniform rate on the
samo assessed value of real property (ihcludinﬁ improvements) as is
used for purposes of real property taxes generally. o
Your committee has stricken subparagraph (b) (8) as to-tax imposed
by slezt)nion 309 (relating to transfers in redemption of nonparticipating
stock).. : - v
Subsection (d) is a new provision for treatment of current taxes on
real Eropert.y. Under Magruder v. Supplee (316 U, S. 394 (1942)), a.
purchaser may not deduct a pro rata share of real property taxes
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assumed under the purchase contract if the seller was personally liable
for the tax and a lien had attached to the property prior to the sale.
Subsection (d) treats the. purchaser, for tax purposes, as the person
upon whom the tax is imposed for ths portion of the real property
tax year beginning on the date of the closing of the sale. The scller
is the person upon whom the tax is imposed for the portion of the
period preceding date, The provision applies whether or not the
arties do apportion the tax. Subsection (b) (7) denies a deduction
or taxes to the extent that under subsection (d) the taxes are treated
as imposed on another, . = . : . L
The new provision will enable the purchaser and seller to deduct
when paid or accrued, whichever is appropriate Un(ilexf the taxpayer’s
method of accounting, the portion of the tax treatéd as imposed upon
him. If, however, the taxpayer uses the cash receipts and disburso-
ments mothod and hence cannot deduct any amount for taxes until
peid, and if the other dpart to the sale is personally liable for tiie tax,
the taxpayer is consi ered)t"to' have paid, at the time of the sale, the
Eortion,of the tax treated under this subsection as imposed upon
im, ' If neither party.is personally liable ‘for the'tax, 'the rule ‘also
applies if the other party holds the ’propéx‘tziji;t’thé? time:that the tax
becomes s lien, - These rules’ will' permit the ‘cash’ basis taxpayer to
obtain' the benefits of this subsection even though he does not make
the actual tax payment and there will be no necessity to' determine
when the tax is inifact paid.«: =~ o0 STITEER S HR TR
.. By reason. of the ‘c’h‘anigb made in'section 461/ (¢) by your'committee,
which: makes the ‘ratable: accrual ‘of.real property:tdxésiant elective
rule, there has been added a special rule in subsection. (d)!(3) for sales
of real préperty involving'taxpayers-on: an-accrual bssis'who have
not elected to ‘accrue real-property: taxes ratably. :«In the case of the
sale of real property involving/such ‘taxpayers theapportionment rule
provided by:subsection '(d) will not be‘available: i:In those cases the
rule of existing law on'treatment of the-deduction of: taxes willlbe
applied. - Thus if aniaccrual basis taxpayer has'before the' sale
accrued the taxes on' ‘the lien date; the other party to’the’sdle:who
may'in fach pay thé tdxes may add’ the' taxes'so paid to his:basis.
Underthe ciréumstances described 'above; both: the biiyer ‘and seller
may -berefit' by knowing the: basis:'6fvaccounting! of: the other:-and
whether or not either has madé an election under section’'461:(c). -
- Subsection (d) does:not affect the trentment of any sssumption of
delinqueént ‘taxes' by 'the purchaser,  Siich ‘a pupchhser assumes and
pays“delinguent : taxes' to ‘giocﬁfe an' unenéumbered ‘ title :and :the
paymeénts' will ‘continue -to bé:treatéd as: part:of theé purchase price
‘of the propef(',y)\ .«V'_fl::::? o X ,'.= ',/ '«:ﬂ“ L s u-; g5 _'}.E?.'v_“.‘-:,g(; '1
Subscction (d) applies'to’ taxable: years ending after Dodember 31,
'1953;'if the sale” takes place after: Decembet 31,1953, « However, if-
the tax wad an'allowablé dediiotion to the'seller under the 1989 Ccde,
gubgection(d)'doas'no'tap‘ply‘“‘, Gl ,w’“”l"x l ’1
~ It-appears that the House'bill is'not élear as'to! the tteatinent-of the
reimbursement for taxes paid by a cash-basis taxpayer befors the'date
of the salo of redl propérty. i ofder to tlarity this point yoir dom-
mittes iritétids that i & cash<basis taxpayer hag, in & taxable!year,
prior to sale, dedticted’ anamournt’in’ excess of the’portion: of ths'tax
treated as'imposed ‘upon:him ‘tinder stbsection (d), the' excéss'will be
includible‘in gross income for: the year of ‘the ‘salé'subject to ‘the pro=

BT INSIES
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visions of section 111 (relating to recovery of bad debts, prior taxes,
and delinquency amounts), T

In applying ‘scction 1001 (b) (relating to treatment of amount
rcnlizc(l on salo or other disposition of property) the amount real-
ized on a sale of real property will not include any amount of tax
treated under subsection (d) as imposed upon thoe seller, Similarly,
in applying section 1012 (relating to basis of property) the cost of
the property does not include any amount in respect of taxes which
are treated as imposed on the purchaser. In each case an exception
is made in the case of scction 266 (relating to election to capitalize
certain carrying charges and taxes).

Para mpﬁl B of subsection (d) (2) of the House bill has been
changed to C. Paragraph C of subsection (d) (2) of the House bill

has been changed to D.

Section 166, Losses
- This section corresponds to section 165 of the bill as it passed the
House. , ,
Rules for the treatment of losses contained in various subsections of
section 23 of the 1939 Code have been brought together in this section.
The general rule for losses of individuals (sec. 23 (e)) and the rule
for corporations (sec. 23 (f)) become subsections (a) and (¢). The ref-
erence to the basis for determining the amount of any loss (sec. 23. (i)
is now subsection (b). The treatment of wagering losses (sec. 23 (h)) is
contained in subsection (d). The reference to capital losses (sec. 23 (g)
(1)) is now subsection (f), No substantive change is made by this
rearrangement. o , ,
Subsection (e) is a new provision for the treatment of theft losses.
There was no comparable - statutory provision in the 1939 Code.
Rogulation 118, soction 39.43-2. provides that a loss from theft. or
embezzlement is ordinarily deductible for the year in which sustained.
There has been considerable uncertainty and litigation about the
arplication of this rule. Under the new provision, the loss will
always bo deductible -in the year in which the taxpayer. discovers
tho loss. The rule will, of course, also apply to embezzlement, lar-
ceny, ete. If the loss is treated as sustained under this subsection,
there can be no deduction for the same loss under the 1939 Code for
a prior year (see sec. 7852), . . . . :
Subsection (g) deals with losses from worthless securities, The
goneral rule contained in paragraph (1) incorporates provisions con-
tained in section 23 (g) (2) and (k) (2).. The definition of security
in paragraph (2) was a gpted from section 23 (g) (3) and (k) (3). The
treatment of stock in afliliated corporation under paragraph (3) picks
up the provisions of section 23 (g) (4) and (k) i(5). -,
When the securities in an affiliated corporation which qualifies as
such under section 165 (g) (3) become worthless the loss may be
deducted as ordinary. Under the House bill two changes were made
in tt‘he g(jegir(litsion of affiliated corporations for the purposes of sub-
section (g) 3). - = e i
The first change relates to the requirement that a certain percontage
of the incomo of the affiliated corporation must be from specified
sources (i. e., generally from the operation of a trade or business).
Under the 1939 Code this requirement was set at 90 percent of the
aggrogate of its gross income for all taxable yoars, Subparagraph (b)
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has changed this provision to 90 percent of the aggregate of its gross
receipts. = It should be noted that in computing gross receipts under
this subparagraph, gross receipts from the sale or exchange of stock
and securities will be taken into account only to the extent of the gains
from such sales or exchanges. This change has been retained by your
committee. : ,

The second change relates to the percentage of stock of the sub-
sidiary which must be owned by the taxpayer. In accordance with
the change made with respect to the stock ownership requirement in
the case of corporations: electing to file a consolidated return the

ercentage was reduced in the House bill from 95 percent'to 80.percent,
n-view of your committee’s action: in restoring the consolidated
returns provisions to those under existing law, your committee has
restored the 95 percent requirement for purposes of section 165 (g). (3).

It should be noted that the changes relating. to loss .on securities:
in an effiliated .corporation becoming worthless do not- affect, the
result reached in the Tax Court decision of Hunter Manufacturing
Corporation (21 T. C. No. 52), which indicated that the.loss from the
securities of an affilinted corporation becoming. worthless ‘could not
be converied from & capital loss into an ordinary loss if additional
stock is purchased. solely for the purpose of bringing the holdings. of
the taxpayer up to the minimum ,st,ock-ownersﬁ;pfrequirements'in.

order to obtain such vn ordinary loss, - ‘
Section 166, Bad debts =~ -~ L

This section corresporids to séction 166 of the Houd bill, excépt for
the elimination of subsedtion 168 (f)'which wad'desiciied o confortd the
bad-debt provisions to the provisiofis of section 1035, relating to mort~
gage foreclosures, which has also been eliminated by your committée."
Subsection (a) contains the general rulé for the treatment of bad
debts found in section 23 (k) (1) of the 1939 Code. ' No substantive -
changeismade. . U0 e
Subsection (b) adopts the provisions of ssction 23 (i) of the 1630
Code with respect to the basis for'détermining loss from bad debts.. .
Subsection (c) permits a reserve for bad debts in the discretion of the
Secretary or his delegate. Section 23 (k) (1) of the 1939 Code con-
tained the same provision. "~~~ . . 0
Subsection (d) relating to nonbusiness bad debts of taxpayers other
than' corporations incorporates provisions contained in section 23
(k) (4) of the 1939 Code with certain substantive changes. Nonbusi-
ness bad debts continte to be treated as short-terr capital losses.
Two types-of indebtedness ‘are specifically’exoluded ‘from 'the’ defini-
tion of nonbusiness bad debts. _ First, dobts which become worthless
in the gourse of the trads or biisiness of the taxpayer, This is the
only type of indebtedniess which was excluded from ' ths defiition ‘of
nonbusiness bad debt under existing law. Second, any debt which' is’
either areated in the ¢oursé of thé trade’ or business of ‘the taxpayer
or is acquired by him in the course thereof without regard to the rela~
tionship of the debt to a trade or business of the ;tax(’i)ayen at the time
{;ha:,lt (%hg debt becomes worthless, shall not be.treated as a nonbusiness
debtb. | - ey ey Tl L i Gty el L
The applicability-of subsection, (d)still depends upon: the existence
of & bona fide debt as distinguished from a-gift or a contribution to the
capital of .the. corporation;:.Onece. it is determined that, there is . &
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bona fida debt, the debt may he characterized as a business bad debt
under subsection (a) or a nonbusiness bad debt under (d) depending
on the circumstances,

Subsection (o) provides that debts evidenced by a security as defined
in section 165 (g) (2) (C) are not subject to treatment under the
section. As part of the rearrangeimment a general rule for treatment
of worthless sccurities is contained in section 165, The result reached
under that scction is the same as the result reached under the 1939
code by excluding debts in section 23 (k) (4) and providing for the
treatment of worthless securities, as defined in section 23 (k) (3), and
in section 23 (k) (2).

Your committee has added a new provision, subsection (f), relating
to the tax treatment of guarantors of certain nonco’rporato‘obfigations.
(This is a replacement of subsection (f) of the House bill, which related
to- mortgage foreclosures and was stricken by your committee.)

This subsection will allow a deduction from gross income for a loss
suffered by a noncorporate taxpayer through payment during tho
taxable year of part or all of his obligation as a guarantor, endorser,
or indemnitor of a noncorporate obligation, - In order to obtain an
ordinary loss, the taxpayer must establish that the proceeds of the
loan were used in the-trade or business of the borrower and that the
obligation of the borrower, to the person to whom the taxpayer made
payment in discharge of his guarantor’s obligation, was worthless at
the time of such payment (without regard to the guaranty, endorse-
ment, or indemnity), The term* guarantor, enidorser, or indemnitor,”
includes not only those persons having collateral obligations as guar-
antors or endorsers but also those persons having direct obligations as
indemnitors. o A . '

The payment by the taxpayer of such obligation will result in the
treatment of such payment as a debt becoming worthless during the
taxable year under tho gencral rule of the section and all other rules
of the section (other than subsection (d)) become applicable. Thus
o taxpayer who makes only a partial payment in discharge of his
obligation as a guarantor (the other portion of .the original debt
having been collected from tlie horrower) may treat such payment as
being within subsection (a) (2) if the taxpayer can establish that the
remaining obligation of the borrower to the person to whom the tax-
payer makes payment was worthless at the time of such payment,
Other provisions of the code relating to bad debts, such as section 111
(relating to recovery of bad debts) will be applicable to the payment,.

If the requirements of this section are 