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MAY 24, 1960.-Ordered to be printed

Mr. BYRD of Virgini:, fromI the Committee onl Finance, submitted
the following

R E P O R TREPORT

(To accoompl)any li.Rl. 1141051

The committee e on Finance, to whom \ referred the bill (H.R.
11405) to provide for tlhe treatment of income from discharge of
indebtedness of a railroad corporationiIt at receivership procee(ling or
in a proceeding under section 77 of the Bankruptcy Act commenced
Before January 1, 1960, and for other Ip)iuposes, having considered the
allie, rel)ort favorably thereon without amendment and recommeInd
that the bill (1o pass.

I. SUMMIARY OF BILL

I1.R. 11405 makes two changes in existing law. Both of these
changes relate to the continuation of provisions whic previously
have been i4l effect.

First, present law pIrovides that the dlischnrge of indebtedness of a

railrotl(i corporation in a taxable year beginlling before January 1,
1,xYI, is 10ot to result ili taxable ic(oime for thle railroad if tlie disehlargo
((cullrretI(l s the result of a court order in a receivership proceedingg, or

iiin proceeding under section 77 of tlie Bankrup1tcy Act. The bill
coll lines thle al)l)lication of this provision to disellarges after Deceln-
ber 31:. 1959, but only if the court proceeding involved commlenced
before January 1, 1960.
Second, congresss in tI e Technical Amendments Act of 1958 pro-

vidled that a dedluct'ionl for accrued vacation pay is not to be denied
for nln taxable year endling beforeJJanuary 1, 1961, solely )ecau('se
t1(h liability for it to a1 specific person has not b1)een fixed or )because
(lie lianbility for it to each individual cannot b)e compllllted with reasoln-
nalle accuracy. However, for the corporation to obtain the deu(lction
the employee 11mst have performed the (lqulifying service necessary
ld(ler a plan or policy which provides for vacations with lpay to
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qualified employees. The bill extends this same treatment to deduc-
tions for taxable years ending before January 1, 1963.
The Treasury Department has indicated that it does not object to

either of the provisions in the bill.

II. GENERAL EXPLANATION OF BILL

A. DISCHARIGE OF INDEBTEDNESS IN THE CASE OF RAILROADS

Section 108(a) of present law provides in general that the discharge
of indebtedness by a corporation (or an individual in connection with
property used in his trade or business) is not to result in an addition
to gross income. However, this treatment is available only if the
taxpayer agrees to reduce the basis of his property by an amount
equal to the amount of indebtedness discharged. This provision was
first added by the Revenue Act of 1939 although at that time this
treatment was available only for taxpayers who were in an unsound
financial condition. This limitation, however, was removed in the
Revenue Act of 1942. When this provision was initially enacted it
was intended primarily as a means of aiding hard-pressed railroads
in buying up their obligations which were selling below face value.
Tills provision was needed to prevent the realization of income at the
time these securities were repurchased because the Supreme Court had
held (in Kirby Lumber Compan.y v. U.S. (284 U.S. 1), 1931) that a

corporation realized income by purchasing and redeeming its bonds at
a price less than that for which sold. This had prevented corporations
from liquidating their indebtedness in order to place their affairs on
at sound financial basis.
What is now section 108(b) of present law, with which the first

section of this bill is directly concerned, was added in the Revenue Act
of 1942. This subsection also provides that no amount is to be in-
cluded in gross income as a result of the discharge of indebtedness, but
in this case only in the case of a railroad corporation. Moreover, this
provision is also more limited than subsection (a) in that the qualifying
discharge of i(ndebtedlness can result only from an order of a court in a
receivership proceeding or in a proceeding unler section 77 of the
Bankruptcy Act. I-owever, the railroads qualifying under this pro-
vision need not decrease the basis of their assets by the amount of the
inldebtedness discharged, as must be done in the case of corporations
coiinilg uInder the general l)rovisiol.
The Corl)orate reorganization provisions (sec. 374) already provide

for the nolnrecognition of gain or loss in the case of property of a rail-
road corporation transferred to another railroad corporation as a

result, of a court order in a receivership l)roceedling or in a proceeding
un(ler section 77 of the Bankrpl)tcy Act. Since under this corporate
reorganization provision no gain is recognized to the railroads where
there is a trlanlsfer of property from one railroad corporate entity to
another (in bankruptcy or receivershi) proceedings) it seemed ap pro-
priate to )provide for' lonllreloglition of gain or loss (and no adjust-
melnt to I)asis of assets) where for other than tax reasons it was not
desirable, or perhaps it was impossible, to transfer the assets to a
secon(l corporate entity. This accounts for the enactment of what is
now section 108(b) in the Revenue Act of 1942. The provision in
that act was effective only for discharges of indebtedness occurring
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after December 31, 1939, and before January 1, 1946, In subsequent
legislation tie application of this provision has been extended to
taxable years beginning before January 1, 1958. These extensions
occurred because in all of the railroad receivership and bankruptcy
proceedings, begun as a result of the depression in the 1930's, had not
been completed before 1946.
A few of these railroad receivership proceedings are still in process.

Therefore, tie House Ways and Means Committee amended section
108(b) to provide that if the discharge of indebtedness (whether by
cancellation or modification or otherwise) in the case of a railroad
corporation arose as a result of a court order in a receivership pro-
ceedings or in a proceeding under section 77 of the Bankruptcy Act,
then no amount is to be included in gross income with respect to it
so long as tile court proceeding involved commenced before Jan-
uary 1, 1960. This will be true in the cases where the court action
began before January 1, 1960, without regard to how long after that
late tle discharge of indebtedness actually occurs. This should make

it unnecessary to reconsider the effective date of this provision in
tle future in order to cover cases which are already in process.

EPxcept for the reference described above, relating to tile commence-
ment of tile court proceeding before January 1, 1960, no substantive
change is nnade by this bill in section 108(b) other than the deletion
of the sentence limiting the application of the subsection to discharges
occurring in taxable years beginning before January 1, 1958.

'lihe bill provides that this amendment is to apply to taxable years
h)e'iiiinl after December 31, 1959, but only with respect to discharges
occurring alter that date.

1. DEI)UCTIBII,ITY OF ACCRUED VACATION PAY

Under the 1939 Code (sec. 43) the period for taking deductions was
staled to be the taxable year in which the expenses were "paid or
accrued" or "paid or incurred(," depending upon the method of
accounting, "unless in order to clearly reflect the income, the deduc-
tions or credits should be taken as of a different period." In this
colinnctionl, lpublislhed rulings (GCN[ 25261, C.B. 1947-2, 44; I.T.
3:950, C.B. 1949-1, 78), in general held that vacation pay for the next
year could be accrued as of tlie close of tlie taxable ycear in which
tle qualifying services were rendered if under tile emnploylment con-
tract all of tile events necessary to fix the liability of thle taxpayer
for the vacation pay had occurred by the close of tile taxable year.
In letermining whether t.he events necessary to fix the liability of the
taxpayer for vacation pay had occurred, tile fact that thle employees'
rigltts to a vacation (or payment in lieu of vacation) in the followingyem'ar mliglt I)e t terminated if his employment ended before the sched-
illtd vacation period was not regarded( as making the liability a con-
tillgent one, rather than a fixe( one. It was held that the liability
w\as not contingent since tile employer could expect tile employees as
1a (iroli) to receive tile vacation pay and, therefore, that only thie ulti-
mate amount of thie liability to the group remained uncertain at the
close of tlte vear.

In Revenue Ruling 54-608 (C.B. 1954-2, 8) the Internal Revenue
Service reconsidered its previous rulings on vacation pay. This rulinghie(l that no accrual of vacation. pay could occur until the fact of
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liability with respect to specific employees was clearly established and
the amount of the liability to each individual employee was capable
of computation with reasonable accuracy. This ruling was initially
made applicable to taxable years ending on or after June 30, 1955. It
was then thought that taxpayers accruing vacation pay under plans
which did not meet the rcquireennts.of the strict accrual rules set
forth in this ruling would utilize section 462 of the 1954 Code. This
section of the code, however, was repealed and the Treasury Depart-
ment in it series of actions continued to postpone the effective date of
Revenue Ruling 54-608 until January 1, 1959 (the last postponement
was made in Rev. Rul. 57-325, C.B. 1957-2, 302, July 8, 1957). It
stated that Revenue Ruling 54-608 was to be inapplicable to taxable
years ending before January 1, 1959, except in cases involving an agree-
ment with a labor union which was in effect on June 30, 1957, and
which expired after December 31, 1958. In such cases Revenue
Ruling 54-608 was to be applicable for the first time to taxable years
ending on or after the 90th day after the date such agreement expires.

Congress in the Technical Amendments Act of 1958 concluded that
more time was required for study before Revenue Ruling 54-608 was
made applicable to those taxpayers who were properly accruing vaca-
tion pay under I.T. 3956. Therefore, tile period in which Revenue
Ruling 54-608 is to be inapplicable was extended for 2 more years,
or it was provided that deductions for accrued vacation pay vwre
not to be denied for any taxable year ending before January 1, 1961,
solely by reason of thel fact that the liability for the vacation pay to
a specific person las ilot been clearly established or that the amount
of tihe liability to each individual is not capable of computation with
reasonable accuracy.

Still further time is required for study before Revenue Ruling
54-608 is made fully applicable. Therefore, section 2 of this bill
amends the section of the Technical Amendments Act of 1958, dealing
with this matter (sec. 97) to provide a further 2-ycar postponement
of the period of time before Revenue Ruling 54-608 is to be applicable.
It provides that this ruling with respect to deductions for accrued
vacation pay is not to be effective for any taxable year beginning
before January 1, 1963, instead of before January 1, 1961.C1IANGES IN EXISTING LAW

In compliance with subsection 4 of rule XXIX of tie Standing Rules
of tile eillate, changes in existing la:w made by llie bill are sihow'vn as
follows (existing law proposed to be omitted is enclosed in black
lraclkets neIw matter is printed in italic; existing law in wilicll n1)
change is prol)osed(l is shown in roman)

SECTION 108 OF 'THE INTERNAL ItEVENUE CODE OF 1954
SEC. 108. INCOME FROM I)ISCIIARGI OF IN I)EII'EI)NESS.

* * * * * * *

(b) RTAIMOA^D COnpolAT'oIO0N.---No amount shall be included in
gross income by rIteson of tlhe d(isch1arge, caIIncellation, or modification,
ill w\\ole or ill part, w'illlinllt tetaxable year, of any inlebtedness of a
railroad corporation, as defined in section 77(m1) of the Bankrupltcy
Act (11 U.S.C. 205(m)), if such dischargee, cancellation, or modification
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is effected pursuant to an order of a [court in a receivership proceeding
or in a proceeding under section 77 of the Bankruptcy Act.] court-

(A) in a receivership proceeding, or
(B) in a proceeding under section 77 of the Bankruptcy Act

commenced before January 1, 1960. In such cases, the amount of any
income of the taxpayer attributable to any unamortized premium
(computed as of the first day of the taxable year in which such dis-
charge occurred) with respect to such indebtedness shall not be
included in gross income, and the amount of the deduction attributable
to any unamortized discount (computed as of the first day of the
taxable yeai in which suell discharge occurred) with respect to
such indebtedness shall not be allowed to a deduction. Subsection (a)
of this section shall not apply with respect as any discharge of in..
(lebtecdness to which this subsection applies. [This subsection shall
not apply to any discharge occurring in a taxable year beginning after
December 31, 1957.]
SECTION 97 OF THE TECHNICAL AMENDMENTS ACT OF 1958

(26 U.S.C., sec. 162 note; 72 Stat. 1672)
SEC. 97. DEDUCTIBILITY OF ACCRUED VACATION PAY.
Deduction under section 162 of the Internal Revenue Code of 1954

for accrued vacation pay, comlpuited in accordance with the method of
accounting consistently followed by the taxpayer in arriving at such
Ided(uction, shall not be denied for any taxable year ending before
January 1, [1961] 1963, solely by reason of the fact that (1) the
liability for the vacation pay to a specific person has not been clearly
established, or (2) the amount of the liability to each individual is not
capable of computation with reasonable accuracy, if at the time of the
accrual the employee in respect of whom the vacation pay is accrued
has performed the qualifying service necessary under a plan or policy
(communicated to the employee before the beginning of the vacation
year) which provides for vacations with pay to quali;icd employees.
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