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REVENUE ACT, 1936

THURSDAY, APRIL 23, 1938

UNITED STATES SENATE,
Committee on Finance,

Waokington, D. C.
The committee met in executive session pursuant to call, at 10

a. In., in Senate Finance Committee room, Senate Office Building,
Senator Pat Harrison presiding.

Present: Senators Harrison (chairman), King, George, Walsh,
Barkley Connally, Bailey Byrd, Lonergan, Black, Gerry, Couzens,
Keyes, La Follette, and Cauper

Also present: Hon. Henri Morgenthau, Secretary of the Treasury;
Herman Oliphant, General Counsel for the Treasury Department;
Guy T. Helvering, Commissioner of Internal Revenue; Arthur H.
Kent, Acting Chief Counsel Bureau of Internal Revenue; George
C. Haas Director of Research and Statistics, Treasury Delartincnt;
A. S. RcLeod, Statistician, Treasury Department; C. E. Turned,
Assistant General Counsel for the Treasury Department; L. I.
Parker, Chief of Staff, Joint Committee on Internal Revenue Taxa-
tion and members of his staff; Middleton Beaman, Legislative Coun-
sel House of Representatives.

The CIAIRMAN. The committee will come to order.
Mr. Helvering, will you take the stand? Just prweed with an

explanation of the provisions that were put in the bill by the House.
Mr. HELv RiNo. You have copies of the bill there I understand 1
The CHAIRMAN. Gentlemen of the committee, it has been called

to my ettention that there are two prints of the bill before us
and it is suggestCd by the clerk of the committee that the one called
the revenue bill of 1938, the comarative print, showing the changes
in the law, is probably the best for us to follow in this discussion.

Senator CovzAtNs. Is that your opinion, Mr. Helverin I
M r. HELVESINo. That is a comparative print of the bill.
Senator Couz&Ns. Do you think that is the best one for us to

follow ?
Mr. HFuJvrEIINO. I think it will show, Senator-
Senator COUZENS (interiposing). The changes?
Mr. HELV=NO (continuing). Tho change inore definitely, tihan

the straight roman type, which is the print as introduced in tho
House.

Senator CouzENs. I assume you are only going to discuss the
changes now, and not the old law; is that right?

Mr. IIFIviRN. That is all, yes.
Now, Mr. Chairman and gentlemen of the committee, there are

three specific major problems presented here. 1
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The greater of these three iii importance of course is the change in
the corporate earning tax.

On page 14 it carries out the provisions of this new arrangement
on the type of corporate income. And you will notice coiumencing
at tile top of page 14 we provide in this bill for the cancelation of
the present taxes on a corporate income.

Senator Cotu:zNs. You mean the repeal of the existing law on the
taxes?

Mr. HELVEIIIIN'. How is that?
Senator CoUzE:Ns. You mean tlie re eal of the existing law on the

taxesI
Mr. LmvniNo. Yes.
Senator BARKI ,T. As I understand it, the language in this coin-

parative )rint throtli which a line is stricken is the old law I
Mr. HLvERINO. Y 0S.
Senator BAItKLiry. And'the italics tre the new law?
Mr. IIEIVERINU. Yes.
Senator W,%Lsu. The law (f last year, is it not?
Mr. HLVERtINo. Of course, that is stricken out. It will only have

reference to the years after this becomes effective. That will remain
in effect for the years before.

Senator CouzzNs. Yes.
Mr. HEm~vmaNo. Now, I am not advised, Mr. Chairman, just

whether you want to ask questions about this bill or what you want
to do.

The CHAIRMAN. You go ahead and explain it. Explain just what
the chanLres are.

Mr. IHELVERIN(J. II the first instance, the changes are based on
the distribution of corporations, using the distributions as a yard-
stick, or as a retention as a yardstick, to measure the tax.

In order to adjust 'this tax bill so it would affect small corpora-
tions and large corporations equitably we have designed two tables
of corporate tax.

First in those cor )orations with incomes of $10,000 or less.
The &IAIR AN. That is oi )rofitt
Mr. HivRIwo. Yes.
Tlne C AIUMAN. Net profit?
Mr. HF.IXrauNo. Yes; adjusted net income.
The CHAIRMAN. Yes.
Mr. L-mvEmNo. And in another table are those where we have

adjusted net incomes in excess of $10,000.
I lie. so as not to have a big jump from the $10,000 to those

above $10,000 we have adjusted that by a table that will smooth
off and work a harmonious incline on the tax applied for these
corporations.

In other words, I might say a corl oration having $10,000 might
be adjusted under table 1. Then if it had $10,500, it would jump
into a higher tax rate, so we have made a table on what we call
the straight-line method. An income of $11,000 is computed on the
two tables, therefore it would give a man with $11,000 as compared
with $10,000, a comparative tax on the $11,000.

The CHATIMA1N. That table is found on page 16, is it not?
Mr. IFLVFJIo. Yes.

2
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Senator Ki.x. You have, as I understand it, a schedule I-A,
adjusted net income of $10,0) or less?

Mr. Hr~.VmiNO. Yes.
Senator KT.i-o. Then if the adjusted income was $10,001 or $10,002,

and $10,W), then vyoi would jumnp into the other tablet
Mr. HEIFRvEN-O. 'Yes; but we give them the privilege of computing

on the basis of both tables, so as not to make a man coming along
at $10,000 jump up to $11,000 and put him into the higher brackets.

Now, T1able 1, on page 16, has to do with those who compute their
income on retention; that is, if a corporation can say, "We are going
to retain 20 percent", this table applies to those. They call look
at this table and immediately know what the tax is going to be.

Senator CouzNs. In other words, they c(,IlI)lttC their own tax I
Mr. HznvF.muNo. Yes.
Senator Couzs. Anmd that is tile danger to your iacoine.
Mr. HIviMzo. For instance, on that table you see 10-percent

retention, and the tax would be 1 percent on the small corporations.
The CHAIRMAN. I do not understand that. I would like you to

explain that. I did not understand those tables. On page 16 you
have got columns 1. L), and so forth, throe different columns. Explain
what all that means.

Mr. HErLE tiNo. For instancve, a corporation has an adi ousted net
income of $10,00. They say "We are going to retain in our re.
serves 10 percent, or $1,000.

Senator KINo. And distrilbute the $9,X) as dividei-ds?
Mr. Hnw-hRINo. Yes.
Senator KING. Yes.
Mr. HELV:RIN;. Then the rate of tax onl that would be I ,r cent

oin the total adjusted net income; in other words, $100.
Senator ('ovzcms. May I suggest the experts back there did not

seen to agree with your answer to Senator King? Have you un-
derstwx his question? This is frequently going to be referred to,
and I think you might be sure you gave t'he correct answer there.

What was the question Senator King asked?
Senator Kixo. l'he question was this: Sup ,sing that a ,.rpora.

lion had a net income of $10,000, and the ofliciL, (1 f't(iiItlied to dis-
tribute $9,000 of it as dividends, and reserved $1,M) for reserves.
Then the tax would be on the $1,000 rather than on the $9,000 which
had len (list ribted f

Mr. H:i.vEJIING. Now, if you want to refer to table no. 2, that
voild be a 90-percent distribution. 'T'he ratio is 0.9091.

The ('JAIRMAIN. Is that on page 18?
Mr. Hr.Lvuuno. Yes.
Senator B.ARKILEY. Let us get clear up, to table I Ixfore we get to

table 2.
For instance, if a corl)oration decided to retail in its treasury

a suri)lus-we will jiuml) down from the top of column 1-10 per.
cent of its net earnings, or adjusted net earnings, then the tax on
that 10 percent wmotld be I percent in colIumn 2, wohld it not .

Mr. X1A-VER1,'o. The tax on what?
Senator BARcKLYy. On the 10 percent it keeps in the treasury and

does not distribute. I am taking tile 10 in co, iumn I as amn exanpj)le
instead of the one at the top. You go on down to 70?

Mr. HEITmR,,o. Yes.
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Senator BARKLEY. In your table here; but let us take 10 there
in (oluniln 1 to the left. If the corporation decides to retain as
undistributed earnings 10 percent of its adjusted income, then the
tax on that 10 percent retained, would the figure, that is set out
Op )osite to that in column 2, being 1 percent, is that correct?

Mr. IIELVrEHNG. One percent on the adjusted incolne?
Senator BAlKLEY. One l'rcent oil the 10 percent they keep.
Mr. PARIKER. No; 1 percent of the whole net income.
Senator BAlRKLEY. 'I hat is confusing. That is not what it says in

the language. It says:
It the unlistriute( net income equals a percentage of the adjusted iet

iliieili.' 1411OW11 in C41||iiItn I of the fillowlig table, then the tax shall be the
prcentage of the adjusted net lincoie 1ow' ol)osite in column 2.

Mr. PARKER. Tl' lalrcenltage Of the adjusted net income, not the
percentage of the undistributed net income.

Senator Couz-xs. No; that is where your difference is, Senator.
Mr. PARKER. The rates shown in the able apply to adjusted net

income, which is practically the net incoine. Adjusted net income
is sillJly Iiet iuicoiuie less liber'tv bond interest.

SelIat)r BARKIEY. That is on" the theory that the corporation pays
the whole of the tax. And as to the shareholder who gets the in-
cole how (ht's your bill operate on t he (listributAd income? Do
Wit levy tax on "total net income, or is the distribution subtracted
from the net income in order to get this adjusted net income re-
ferred to?

Mr. PARKER. No, Senator. 'l'he adjusted net income is computed
practically tile sanle as it is now.

Seliator BARKLEY. Yes.
Mr. l'AIIKkE. Excelpt we take off Liberty ilnd interest. The word

"tijustedl" meanl that Liberty bond interest has been subtracted from
net ilncoiue.

senator BARKLEY. I understand. So that the shareholder who
ets I1 (list ribit ion pays an income tax on that income under this
ill and the corporation also pays a tax oni it?
Mr. PAitK:lt. It p]ays no tax if it distributes all of the income. It

pays tax at Ile rate of zero jnereent.
senator .&Jitim... If it only distributes part of it you tax all

of it p
Senator KNO. Is that true?
Mr. PAiKEI. Whetl this bill andl these rates were first discussed,

we had a schedule of rates that applied to just tihe pat! of tile income
that was lot (list riblited, but those rates of course were, higher. And
the Ways and Meaius Committee decided to at'conijdish practically the
same result by stating the rates in terms of t i net income: So
that with these rates t4) get the tax you aiply then to the adjusted
net income. If you wanted to adopt the other method and just
apply your rates to tile undistributed incole y'o Could hlcolillish
Jpraetically the sate result, but you would have' to have inuch higher
rates.

Senator BAIRKI.EY. I understand; but I am trying to get this table
in my inind where tinder this bill then after you have made deduc-
tions for Governmeit. bonds, obligations and things, you arrive at
your net adjusted income ad( if all of it is distributed[ the corpora-

4
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tion pays no tax on that at all, but it is p aid by the individual
shareholder. If only half of it is distributed then you charge these
rates on the whole adjusted income of the corporation, and then the
shareholder when he gets his part pays his tax on that too.

Mr. PARKER. That is right; but the rate the corporations pay will
depend on the amount distributed.

Senator BARKLEY. Yes.
Mr. PARKER. Or on the amount retained, either way you want to

put it.
In your exaiiple you a.ssimied a $10,000 net income and the cor-

poration puts $1,00) to surplus. You look in your table and you
find a rate of 1 percent.

Senator KING. On what?
Mr. PARKER. One percent of $10,000.
Senator KIGu. Yes.
Mr. I"ARKER. One percent of $10,M4) is $100.
Therefore, you have $1,000 in surplus, you have $100 tax, and the

other $8,900 is to be distributed in dividends.
Senator BARKLEY. In other words, if the net income is $10,000

and all of it is distributed the Government collects tax on that
$10,000 from sonielxly. And if they distributed only $1,000 and
kept $9,0)0 in the treasury the Governmient collects tax on $19,000

Mr. PARKmr. No, Senator; not exactly that.
Senator B.AiKLIEr. No; I mean on $11,000.
Mr. PARKF.. Yes; $11,000.
Senator BARKLEY. The Governument collects on the whole $10,(N)0

plus $1,000 that is distributed ?
Mr. PARKER. That is right. And the rate will be high in such a

case, because we get very little tax out of the stockholder on account
of so much being retained.

Senator BARKLEY. Wliat I am trying to get clear in my nlind-
Senator KINa. Pardon me, Senator. This is probably a duplica-

tion of what you have in mind. Assume a corporation has a net in-
come of $100I,000 and it determninel to set aside $50,000 for reserves,
and to distributee $50,000 in dividends to its stockholders-

Mr. PARKER (interposing). Right there, excuse me, Senator, you
are making an impossible case. It is impossible to retain $50,000
anIld declare $50,0) out. in dividends, because you have got the tax
to consider.

It is just like this: The adjusted net income will always equal
the dividends, plus the tax, plus the undistributed net income. Those
three elements have got to equal your income.

Senator COUZENs. While you are giving that illustration, just tell
us how that would work out on a hundred-thousand-dollar income.

Mr. PARIM. A hund red-t housand-dollar income?
Senator COUZENS. Yes.
Mr. PARKER. And the Senator said lie wanted to retain $50,000surpluslSenator CouzFxs. Yes.

Mr. PARKER. 'h'lat takes vo into schedule II, because that is a
hi gh amount.

&ienator COUZENs. That is on page 181
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Mr. PARKE No; that is schedule I-A. You want schedule II-A.
Senator Couezsa. On page 21: yes.
Mr. PARKER. Now, the corjloration had $100000 net income and

retained $50,000. Look down lunin 1 and find 50 percent, and op-
posite ini column 2 you will find 35 percent, and that is the rate of
the tax. That 35 pertcnt applies on the whole $100,000. so the tax
is $35,000. And you have rot the $50,000 surplus, and $35,000 tax,
and therefore $15.000 must be paid in dividends.

Senator CoUzENs. That is clear.
Senator Bunw. Suppose. Mr. Parker, he paid that tax out of an

old surplus, an existing surplus? Could he not do that and still
declare it a dividend?

Mr. PARKER. Under existing law, dividends ar, presumed to be
paid out of the most recently accumulated earnings. The amount
of the corporate tax will be coimputed from the tablet in schedule
R-A automatically and mathematically; under this bill the undistrib-
uted net income will have to be a certain amount, depending on that
amount of dividend distribution.

Senator KING. The tax would be as heavy on the capitalization of
$10,000,000 in good faith, bona-fide capitalization of $10,000,000 as
upon $1,000,000, providing the net income of $10,000,000 was no
greater than the net income of the $1,000,000.

Mr. PARKF.R. That is right.
Senator KING. It makes no difference.
Mr. PARIKR. The capitalization question has nothing to do with

the amount of tax under this bill.
Senator KING. You are penalizing the big corporations where thereis a large capitalization bona fide, where it has large assets, large cap-

italization, and has no greater income than the small corporation, and
you are going to tax it just the same ?

Mr. PARKER. Yes; tax it just the same.
I do not think it penalizes the big corporation. It does not penal-

ize them when they only make a small amount.
Senator KIN. 'You are penalizing, however, the stockholders,

because they have invested say $10,000,000 in a corporation, and they
get less, very much less than the stockholders of a $1,000,000 cor-
poration.

Mr. PARERm. That is true. But of course the stockholders cannot
very well get more than the corporation makes. And if a $10,000,-
000 corporation only makes $10,000 they will get the advantage of
this low-rate schedule I instead of the high-rate schedule II.

Senator IBARKu:Y. Let us take the $100,000 adjusted net income of
Senator King's illustration. On page 18 the second column I where
it says 50 percent that means if there be a 50-percent distribution
then the tax on the whole hundred thousand would be 11.98 percent

Mr. PARKER. Yes, sir. The question can be approached from two
angles. First you said you wanted to put $50,000 in surplus. Now
asI understand it you want to figure oi what the tax would be if
you wanted to distribute $50,000 in dividends.

Senator Bnxmrti. That is what I understand, that the corporation
makes $100,000, distributes $50,000 in dividends, and retains $50,000
in surplus.

Mr. PARKE His example was a retention of $10,000 in surplus.

6
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Mr. Bm.xA;. Senator, may I interject right there? Under this

bill, you cannot pay $.W,000 in divideltis and retain $50,000 in sur-
plus, as the tax has to come out of that $100,000.

Senator BARKLBY. That is true.
Mr. BEAMAN. And that is a substantial amount of tax.
Senator BARKLEY. You are being technical.
Mr. BEAMAN. YOU callnot compute the tax without being tech-

nical.
Senatr BARKLVY. We want to find out what these tables mean.

Of course, you cannot do that.
In order to find out what this table means, if they distribute

$50.AM) out of the $100,0(0 that is 50 percent distribution under
column 1.

Mr. BIrAMAN. On what page, Senator?
Senator BARKLEI. Page 18.
Mr. PARKER. P g 18; yes.Mr. BrEAMAN. -TMt is schedule I. It does not apply to incomes

of $100,0W). That would be true if you have a net income of
$100,000.

Senator BLACK. What does this column on page 18 refer to, what
inlcollie I

Mr. BRAMAN. Which income, Senator?
Senator BLACK. All of them onp age 18.
Mr. Br.MAN. That is schedule I-A relating to adjused net in-

colnes of $10,000 net incomes or less.
Gentlemen, you will get the picture if you will just let me read

it. It is about as simple as it can be. What I am now about to
read is just about as simple a thing as was ever put in a tax bill.

S nator BAxyLz . Let me ask you this question: Get over on page
22. Where there is a .4) percent distribution then the tax on the
whole income would be 15 percent, is not that right?

Mr. Bz.AMAN. That is right. And you have left the difference to
pass to surplus of $17,W).

Senator BeAKLZr. Of course, you have to take the tax out.
Mr. BEJAMAN. You have got to pay some to the Government.
The CHAIRMAN. All right, Mr. Beaman, tell us what these tables

meanl.

Mr. BzAMAN. I say if you will just let me read on page 15 then it
is perfectly clear, and when /ou do read it I think you can under-
stand it. On page 15, line 2, it reads:

There shall be levied, collected, and ild for each taxable year upon the
adjusted net Income (if every corporation a tax as follows:

Senator GnRiY. What do you mean by "adjusted." What does
that show I

Mr. BAMA. N. That is with the ordinary Liberty bonds interest
taken out.

Senator Blti)n. At that point do you allow depreciation offI
Senator GrmRY. Does that allow depreciation off?
Mr. BEA AN. The net income is the same as under the present law.

You see the important change made in this bill is the change in the
method of taxing the corporation and taking away from the individ-
ual his credit, for the purpose of normal taxes, of dividends received,
and taking away from corporations who receive dividends the deduc-

6884--pt. 1-----4
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tions now givell then ill .h oi ling their income. Il other wor(d,
all dividends are taxable, and that is o)ne ,of the signiticalit changes
in this bill.

Now, it reads:
There shall be levied, collected, and paid for each taxable year upon the

adjustfit net Income of every corporation a tax aim follows:
(1) AIXUsTrD NF-r I.(t'ouK slo.mIu oN iEaa.m--lf the adjusted said income Is

not more than $100M the tax shall be conputed on ,whedule I or. at tle option
of the corporation, under schehdile I-A f the tax li'iig the smel under both
schedules).

It seems to Hue nothing coul(l Ix simpler than that.
When you get over to schedule I and I-A you iitay have some

trouble.
(2) Anit.NiJD Nrr INCOME. 1Oa; TITAN sio,oo.-If the adjusted net income in

wiore than $10,(I) the tax shall Ie computed muder mshelule II or, tit tile option
of the corporation, under whehle I1-A (tile tax being the mnwe under both
icheilules ; ) except that If the adjustel net |ivoine is ies than $4).O(X and If the
ti.x would Iw lem If computer iilder schedule Ill, then the tax shall 1W computed
under schedule 1I.

I do not think any words (o(l be plainer than that. That tells
you what to (1o. You turn to those schedules and then you have tile
troubles you have adverted to.

Senator (iEiatY. What does this first column refer to--2,000 or
3,000, on page 16?

Mr. BEAMAN. S-nator, there again you cannot understand the table
without reading what comes in front of it at tile bottom of page 15:
If the undistributed net income-

which is a defined term defined oil page 14--
equals a liercentage of tile adjusted net income shown in columiii 1 of the fol-
lowing talil,, then the tax shall be the percentage of the adjusted liet Income
shown opposite Ill column 2.

There do-s not seei to be, any ambiguity in that.
Senator Couzm-Ns. That, is quite clear, but I am still confused about

the i&sue which was raised by Senator King. I think it is an i-a.
portant issue.

If a corporation ias $10,(00,000 invested and ialnkes $100,000 it
pays the same tax as a corporation with $100,0)0 cal)ital which
inakes $100,000.

Mr. BEAMAN. That is true.
Senator ('ouzt,Ns. You take away from tile $10,000,000 corpora-

tioln ofl tile $100,000 income tile saie Ipercentage its you would from
the $100,000 corporation slowing a $100,000 l)rofit,'is that correct?

Mr. BEAMAN. That is correct. In that respect it is just like the
present law that taxes a corporation fro 121/2 percent to 15 percent,
15 )ercelt oil the amIlollnt over $40,0()0, whet her that be $41,000, or
$41 000,00o.

1ie CHAIiRMAN. Ill other words, now they pay o11 the net incolne,
and tley woul ayl here on the net illcome.

Mr. ]1.ANIAN. Regardless; that is right.
But. the important thing I wanted to emphasize Senator Barkley,

is that you cannot use shedule I or schedule If and assume that
you can take your net income and. say, 30 percent to surplus and
0 percent to dividends, or 20 percent to surplus and 80 percent to
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ilitidlcmls, id you just cannot do it, because you have got to take the
tax out.

Senator A'K. Where do yoiu find I-A and 11-A?
Mr. ]1EA MAN. Immediately following the statement of law I read

OI lage 15 there follows schedule 1, and that is followed by
schedule I-A.

Senator BARKLEY. On page 17.f
Mr. BlHMAN. 'age 17. And then following it schedule II. And

on Page 11) following it schedule I-A.
SenatOr (uctr. hy should not they be labeled 1nuder the dif-

feretnt -chedules? It would he a lot easier to refer to.
Mr. IIEAMAN. They are labeled. Page 15, line 19, says:
Adjusted iet iiI of' $if 100) or Iesn? tiIed ol undlstrilbuted iet Iicom'ie.

Page 17, line 17, says:
Adljuisled net inconm 'if $10,MM) or leas buted on dividend credit--
Anld so on. Each one is labeled.
Senator (EiUIY. I see.
The CHAIRMAN. Suppose you give us an illustration on each one

of these schedules now, Mr. ('ommissioner.
Mr. JH:Ev ERInN;. (li d not understand v'u.
The CHAIRMAN. nider each one of the,'e schedules mos. I aid I-A,

II ani I I-A, give us an illustration.
Seator CoutZNs. Have you any worked out mathematically
31r. l:FIXERIN.. No; I have not.
Mr. PARKER. There are solme examples in the Housk report.
The CHAIRMAN. )o we have the House report?
Senator Cou'z:.Ns. Yes; we have. ()n what )age, Mr. Parker, are

those examples .
Mr. ]PARKER. Begining on page 5 it says, "First method", and

there are three examples on page 6, examples (1), (2), and (3).
Andl there is another example on page 7 down at the middle of the
page.

Senator ('oiZtNS. I do not think there is much use of going all
over that if it is in the report.

Senator GEit~Y. I do not understand the report.
Senator Cotym.s. If you do not understand the report you won't

understand the statements of the experts.
Mr. PlAR.K:R. We call figure it out its an example on the blackb~oard!

if vou think it will be umiore uiderstandlalble.
Tihe CHAIRMAN. Proceed, MAr. Helvering.
Mr. Ih:~vtuuuNo. Taking the adjusted net income, it. is computed

exactly as it is under tile present law. We take that after a I the
deductions for depletion andl obsolescense just the sane as we do now,
which is quite an item, of course.

Then, applying these schedules the distribution is simply the yard-
stick which measures the tax. And those are provided in the.e sched-
tiles. The men who prepared these .'hedules (can explaiii them a
great deal better than I can.

We take it from both ends. Many corporations may say they do
not want to go into a certain computation and we will distribiite a
sum that will amomitnt to 5.7-percent distribution. So we fall back
on the other tables so if they wanted to say, "We want to declare a
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10-percent dividend, or a 5-percent dividend" they can compute that
and see what that rate is under the second table by taking into con-
sideration these various classes. I might say that there are really
three ways of computing this.

First, for the $10,000 and under. For those just above the $10,000
it would be unjust to compute a tax under the higher table. Now, the
inconte that may be computed on both tables run from $10,000 to
$40,000, and there would be a gradual step up in the tax when
coniputing under both tables, a( measured either by the distribu-
tion method or by the retention.

Senator BA oLKY. In other words, the amount of tax that a cor-
poration will pay on its total adjusted net income will be determined
by the amount of that income it distributes.

Mr. IIELVEtINo. Absolutely.
Senator BARKLEY. One more question. Now, of course they would

have to determine how much they are going to distribute before they
know what their tax is, and after they have determined that the prac-
tical effect is the tax they pay is taken out of what might be regarded
as surplus they desire to keep, provided that is enough to pay the
tax, and otherwise they have got to deduct it from the whole income
before the distribution.

Mr. H IEh Tmux. There never would be a place where the reten.
tion, the tax, and the dividends could equal more than 100 percent,
of course.

Senator BARKiAEY. No; I understand.
Senator CoUZENS. May I ask you this, Mr. Commissioner: Is it not

truie any colmlptent executive can take these tables and through the
analysis of his monthly income fix substantially his own taxV

Mr. llEiHVEitumi. Yes, indeed.
Senator C OUZ:NS. So that in this case you are leaving it wholly

to tle debtor to deterlinife how inuchi he will pay the creditor, which
is the Goveriment?

M'. IIELVElRiNO. The G'overment levies the tax which is paid by
the corporation.

Senator CouZt:.NS. Ye8. And say the Govermnent in thin case
is the creditor and the corporation is the debtor, and the debtor takes
his pencil and paper and figures how much he is going to pay the
creditor.

Mr. HENvHju N. That is substantially the result.
Senator CoUzENs. Yes.
Senator BARKLEY. lhe determines how much also he is going to

distribute to the stockholders?
Senator CouzEN:s. In that way he ngulates his earnings, Senator.
Senator CONNALLY. What Senator Couzens says is he can figure

out a level which will be most productive to the corporation by the
method most favorable to the corporation.

Senator COUZENs. Yes; ie can do that. And he can almost figure
out the exact aniount of business for the year. If I was an executive
running my business and 1ad my statements during the 12 months
I could manipulate those figures by lowering wages, figuring my
commodities up and down, or increasing wages so at the end of 12
months I could figure exactly how much tax we were going to pay.

Mr. PARKZR. You can do that now.
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Senator COUZENS Yes; but not when there is a flat tax like we have
now.

Senator CONNALLY. The theory is you are going to distribute
all this income, and in the same ratio the ultimate taxpayers will
pay the tax, and if it is not distributed the corporation pays the
tax.

Mr. H LVEiNo. Yes.
Senator CONNALLY. How can you do that when one taxpayer pays

one rate and another another? A large taxpayer pays surtaxes and
things of that kind, and a little taxpayer might not pay anything
for that matter and might have an exemption.

Mr. HE vE ING. Of course, there will be some of this income going
to the small taxpayer.

Senator CONN AmL. And lie won't pay anything.
Mr. HELvtvjuNo. No. But the average, as the statisticians tell me,

will be an average that will produce a relatively comparative
proposition.

Senator (',...rx. Yes; but what comes of your theory, though,
that you are going to tax them with the rate they would have paid
had ticy received the income? In other words, whili the average is
all right, some of them are penalized and some of them are given
a premium. Is not that the true actual result?

Mr. IlmIrAIZi,(. (ettinrr down to a stockholder in a small corl)o.
ration, today, of course, he pays on his net income just, as he will
under this. 'he whole theory of this proposition is to get all the
money that is made in invo'me to pass thrmgh the tax mil on,.e.

Senator BAIKIAY. It is all an uppxiniatioin. You cannot be ex-
act about it. It is impossible to be exact.

Mr. HrJ'vr.RNU. We 01unn1t on the various individUals; no.
Senator Kizo. Would not this bill tend to a greater diffusion. if

I may use that expression, or division of capital stoxk owned by in-
dividuals, who under tle present tax system would be compelled to
pay rather large surtaxes because 0? the diviaiends which they
would receive, large dividends because of large holdings, may they
not by diffusing. dividing, or (listribut ing to their relatives or
friends, or otherwise, in good faith or bad faith, capital stock do.
feat. very largely the anticipated dividends, the taxes, which you
have estimated would flow into the Treasury, because you have pr'ed-
icated your views u)on the theory that the capital stock will main
in status quo?

Mr. HzivrxiJINo. I do not see, Senator, why there would be any
more incentive to do that perhaps than there is under the present
law. Whatever they receive now the same rates under this law apply
to the individual.

Senator ComALr. Suppose I receive, as an illustration, $50,000
dividends from a corporation now, and you pass this law; wou1( I
not escape the surtaxes which I would be com lled to pay now with
$50,000 dividend, if I divided that among A, W, and C, my stock, so
that I would be relieved perhaps from rthe payment of any surtax,
and the distributes, my son, my daughter, and my wife, and my rela-
tives would Jikewise be relieved from any surtax, so that the Govern.
meant would lose a large amount which it now receives in taxes from
large dividends.
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Mr. HELIVErIING. I think that is l)o-sible if they wanted the con-
trol-

The CAIlRMN.- (interposing). Wouhi not they have to pay a gift
tax if they gave it, away?

Mr. HELVIING. Yes.
The CHAn.RAi,. And if the other fellow sold it lie wonld have to

pay a l)rofit on what he made?
Mr. IHELVEIINO. Yes.
Senator CONNAUIY. There might not be a profit.
The CHAIRIMAN. If some man had $100,000 of stock and wanted

to divile it ul) by giving it away he would have to pay a gift tax;
al the fellow lie gave it to sohl tie stock or property, he would
have to pay a tax.

Mr. IIELVERI ,. That is true.
The CHAIRMAN. What I am interested in, Mr. Helvering, is in

what Senator Couzens said about the matter of leaving it to the
debtor to decide what tax the Government can get, anti he can g
ahead and fix it to suit himself. And I assume this follows: f
tlley call dto it ill this instalnce, escape it by a system of bookkeeping
and by increasing wages, and this and( that, why could not they do
it today in the matter of the corporation profit'tax?

Senator COUZENS. May I ampli fy on that? That is, under the
present tax law being static, substantially so, the incentive is not so
great, is it?

Mr. HELVERING. I would not think so.
Senator Ct I'ZENS. The higher lie rate the greater the incentive,

and that is the poi ut I left out of my previous question.
Senator BAuuu.EY. Of course, it would be hitting the stockholders

if by manil)ulatilng the pay roll there was a reduction of the net
income; it would be hitting the stockholders in the face, because you
have got to compute that income before you distribute it to be subject
to the tax.

Senator CONNALLY. Is it not really then the variable factor con-
cerning distribution, :tild that control being there it can be lower
or higher as the case inay be? That is what you may have in mind,
Senator Couzens 

V

Senator CoUzENs. Yes. Of course, assume a corporation is pay-
ing regularly a dividend along at 6 percent, and they set aside their
regular 6 percelit; and suppose they earn 12 percent. The other 6
percent which under the present law they may keep in their treasury
would be dissipated perhaps for advertising or expanding of the
business or increasing their wages, or becoming a greater business.
And the Governneit would not get it.

I ani only speaking of it from the point of view of the revenue
to the Governient, and not front the point of view of the taxpayer.
I do not und(erstan(i homw they cOl)ute any specific amount ofreve-
nle, or evei all estiu iate(1 amount of revenue.

Mr. HELVERUNG. Of course, these ainionts are computed, the
statisticians of the Treasury Del)artnient, whom 1 ani depending
on, say we will get these amounts of r-evenue from this bill.

The CII.'MAN. And you figured to get about $620,000,000 more
by this change in the corporation tax?

Mr. HmEu, ~n.N(;. Yes. And the whole thing is based on the equity
of all the money either being paid on a rate comparable to the rates

12
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paid by the taxpayers, going through the tax mill, either by the
corporation or the shareholder, and that is where the equity of the
bill comes through. In other words, Uncle Sam on all the income
collects a relatively equal income from all earnings made in the
United States. Tat is what the main purpose of the bill is.

The CHA '. Mr. Commissioner, may I ask you this: You
fixed a cushion which they have over in the House. There was
some controversy about this cushioning business. You have heard
much about that?

Mr. HEIERnING. Yes.
The CHm . .1AN. How IIIICh iS this cushion, about what percent,

where the percent of the corporation tax would be about the same,
where they could hold back in the surplus and not distribute?

Mr. HE NERIN(. 'liiat cushion has reference to the debt-ridden
corporation.

If I nmay use a colloquial phrase, if we were all starting from
"taw" I think this would be an ideal situation. But we are con-
fronting a condition that has been in existence ever since the income-
tax laws have been on the books. So we find certain corporations
upon which this perhaps works a hardship after they have proceeded
all these yeats under one established practice. So for those who have
bonded indebtedness they have certain requirements in the bonded
indebtedIless that they mnust meet, a contractual obligation; we treat
those in one way bv allowing then to go in on a flat rate which we
think is comparable with the average increase we have asked in the
taxes to be collected.

In other words. I miiglht say that the present rate is an average
of about 15 )percent. We are'asking to raise about 50 percent over
what, we are collecting now on this class of income, and we have
changed the 15 to 22.

Senator Couzr-xs. And so that increases the incentive that I was
previously talking about, does it not?

Mr. HELVERIT.N. You mean, Senator, that the corporation, if their
buildings were run down, there would be more incentive for them to
build those up, and perhaps increase labor charges and things of that
kind?

Senator COUZENS. Yes.
Mr. HELVERINO. Oh, I think that could be done.
Senator CoTzENS. And, obviously, a good industrialist, or a good

merchant would ulnertake to improve his plant and to better satisfy
his employees and lower his prices as long as he cal take it out of
the Government.

Mr. HELVERINO. Of course, as long as that is confined to repairs
and not permanent equipment or permanent buildings.

Senator BARKLEY. After all, if he undertook to absorb all of it in
expenses he would be worse off.

Senator Couzf:'Ns. That was not the experience we had when we
analyzed the excess-profits tax. We spent many months in analyzing
that. That was in force during the war and after the war for some
time. And we found in a very close analysis, and I think Mr. Parker
will verify it, because he was with us at the time that the industries
made much more improvement in respect to tbe upkeep of their
plants, repairs, equipment, and wages and so on within their plant
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than they did when they had no excess-profits tax. In other words,
the obvious desire of the taxpayer is to spend his own money rather
than to turn it over to Uncle Sam and let him spend it. There is no
use trying to get away from that. That is a fact. And as long as
that is a fact the smart and intelligent executive will do that very
thing, and to the extent that he does it the Government's revenue
will be decreased. That is true.

Mr. HELVFRING. I think there is no doubt but what the man who
is right into his business, taking care of it by making repairs on his
plant, and adjusting his wage scale so as to charge in the expense
of doing business.

Senator COUZENS. And that comes out of the Government and goes
into his own expense.

Senator GERRY. For instance, during the war they increased news-
paper advertising tremendously.

Senator BARKLEY. The only way to remedy that would be to have
Uncle Sam have an agent there and watch each one, and, of course,
that would not be practicable.

The CHAIRMAN. The more they increase wages the more they add
to purchasing power.

Mr. HELvERINO. Oh, yes.
The CHAIRMAN. And the more advertising they do, the more

money made by people who do advertising.
Mr. HELVF INO. Y es.
The CHAIRMAN. And the more money they make the more they pay

to the Treasury in the profits they make.
Mr. HELVmING. It amounts to practically a distribution of divi-

dends to the various shareholders, some of which pay a small income
tax, that is true.

Senator CONNALLY. You say in the case of these debt-ridden cor-
porations you figure about 221/2 percent. Will they pay less under
that than they would under the provisions of the bill?

Mr. HELVMNG. They are confronted with contracts of such a
nature-

Senator CONNALLY (interposing). I know what they are con-
fronted with, but what about it, do they get off with a lower rate
than other corporations?

Mr. HEL-EiiING. Yes.
Senator CONNALLY. Why should they?
Mr. HELVERING. They pay the increased rate that is comparable

with the increased total tax here.
Senator CONNALLY. Why not apply that to everybody if it is good

for them? I do not see why a concern should pay any less because
it is in debt. That is its own business. It means that they have got
less money invested in the business pro rata than some other con-
cern. I do not see why a corporation in debt should be let off with
any less tax than any other concern.

Senator COUZENS. You cannot take in money from at man who
owes debts, and has not got it.

Senator CONNALLY. I owe debts frequently and they do not ex-
empt me from any tax.

Mr. HELVERoIN. We do not exempt those.
Senator CONNALLY. No; you do not exempt them but you adopt

a different method of taxing which is a less rate. Why not use

14
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that for all corporations? I do not see why it is not good for all
corporations.

Senator BARKLEY. Do you allow then a different rate or allow
them some advantage inl deduction?

Mr. HELVERITNo. No; we give them a flat rate in this bill, but the
general increase of a flat rate simply extenuates the inequities in the
present law.

Senator COuZENS. Extends the inequities?
Mr. HELVERING. Yes.
Senator BYRD. -low (10you define a debt-ridden corporation?
Senator CONNALLY. Before you get to that, Senator, permit me to

ask this question: Here is one corporation who has got $5,000,000
and owes $2,000,000, it is only worth three. Here is another one
that has $3,000,000 and does not owe any debts. What is the differ-
ence between the two so far as paying the Government the tax?

Mr. HELVRI-N- . We do not give these debt-ridden corporations a
chance to reduce it down. They have to pay a flat rate.

Senator CONNALLY. I know; but, why should they not pay just
like the other corporations?

Mr. HELVERN(. Because we give the other corporation either a
chance to distribute, where we will collect a greater amount from
the stockholders and perhaps a less amount from them.

The CHAIRMAN. Take one that is not a debt-ridden corporation,
the $3,000,000 corporation you are talking about that owes nothing..

Mr. HELvER o. Yes; they come under this.
The CHAIRMAN. And it wants to go into an enlargement of its

plant; we will say it feels like it wants to build up a certain surplus;
what percent dio you allow it to build U)

Mr. HELVERING. Under this bill a corporation with an income of
$100,000, coinl)uted under the second table, could set aside, I think,
321/2 percent without any more taxes than they do now or, in other
words, over a period of "3 years, with an average net income, they
could set aside 100 percent practically of 1 year's total income as a
reserve and not pay any more tax than they do at the present time.

Smaller corporations coming under table I could go as high as
40 percent in setting aside a reserve without paying any more tax
than they do under tle 1)resent law.

Now, when they try to set aside reserves in excess of that, then of
course the rate commences to go up to 421/2 percent.

The CHAIR-MAN. That is to force the distribution of dividends?
Mr. HELVERING. Yes, sir.Senator GER:RY. You do that, (10 volt not, oi- otherwise they could

not borrow any money unless you allowed them that percentage?
They would have difficulty in borrowing money otherwise? Is it;
for only debts that are now in existence?

Mr. HELVERIINO. It is for debts of various classes in existence at
the time of the passing of this law.

Senator GERRY. It is not for any future indebtedness?
Mr. HELVElINO. No; it is not for any future indebtedness.
Senator (ElImY. They do not have any of this exemption, then, for

any future indebtedness? Is that right?
Mr. PAmirat. This only applies to debts created before March 3.

1936. It does not apply'to future debts.
03884-pt. 1-36-------3
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Senator BARHLauv. You recognize the status quo up to that time?
Mi'. PAmEIR. We recognize the status quo up to that time.
Mr. IiELVEING. Notice was served on the country about the pro-

pOsal in the ]resident's message on March 3, 1936, and the Ways and
Means Committee of the House adopted that as the (late after which
they could not come in and create other indebtedness under this bill.

Tle CHAIRMAN. That confuses ine. You just stated under column
II. I think it was, a corporation would have 321/. perccint on the
same basis ats the tax it was paying now.

Mr. HELVERING. Yes.
The CIAIMAN. Does that pertain to the future, too?
Mr. HEIAv IN; NG. Yes; that is all in the future.
1e CHAIRM1A.N. I (10 not see the distinction you make about this

past indebtedness.
Mr. P.limrK. '1 hat is the general rule. That is the thing you were

interested in as to a corporation reserving 30 percent for improve-
ients without paying any more tax than it does now.

The CIIAIMAN. Yes.
Mr. PARKEIR. And the debt proposition is entirely separate.
And as to a corporation in debt there is a certain rule set out which

practically allows them to amortize these debts over a period of not
less than 5 years. In other words, after a corporation has determined
its debts as of March 3, 1936, it can pay a flat rate of 221/2 percent on
such amounts of its adjusted net income as wouli be required to
amortize such debt over a period of not less than 5 years. The other
portion of their net income will be taxed under the general plan.

The CHAIIMAN. What is the reason, first, for fixing 221/2 percent,
and, secondly, why do you put them on this basis instead of the
other?

Mr. PARKER. Here is a corporation which has bonds which must
be retired. The corporation makes money and could retire these
bonds in an orderly manner under a tax rate of 221/ percent. It
could not do so under a tax rate of 421/2 percent.

Senator KING. What if their net income, not including, of course,
the interest and amortization requirements, is inadequate to meet
the amortization and interest requirements?

Mr. PARmER. If it was inadequate, that would mean the whole of
the income in that case would be taxed 22/2 percent.

Senator KING. Take a corporation whose amortization require-
ments were $10,000 and the net income was only $19,000, then they
would have to pay on the net income just the same?

Mr. PA mK . The corporation would pay 22/2 l)er(ent on $10,000.
and be taxed under the new plan on $9,000 less the 221/,/-percent tax.

The CHAIRMAN. Then they would only pay on $9,000.
Mr. PARKER. The corporation would be taxed ow' its entire net in-

come, but that net income would be divided into two parts and each
part would be taxed differently. Moreover, the interest on debts is
a deduction in arriving at net income.

rhe CHAIRMAN. He did not subtract the interest.
Mr. KING. In my illustration I did not.
The CHAIRMAN. But you do subtract the interest on this indebted-

ness?
Mr. PARKER. That comes off.

16
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The CHAIRMAN. And you do not have to pay on that sort of a
proposition?

Mr. PARKER. That comes off in computing net income.
Senator GERRY. Mr. Parker, how do you arrive at paying one-fifth

in amortization in 5) years?
Mr. PAn ER. That is an arbitrary rule.
Senator GERRY. I do not get that.
Mr. PARKER. And we set up that arbitrary rule because each com-

pany has a different situation and some will have long-time debts
that they won't have to pay off in 40 years, and other companies will
have d(lbts which will have to be paid in the coming year. To pro-
tect the revenue, we didn't think we could allow them to amortize
their whole debt in the first year. So we just comnpute the debt, a,;
defined in the bill, as of March :3, 1936, and then allow the corpora-
tion to amortize that debt on any basis, except it cannot amortize
it in less than 5 years, which means we do not allow it to take off
uiore than 20 percent. But it can amortize the debt over 40 or 50
years if it wishes to.

Seliator (14:EiIRY. II oth('!r words, they do not have to pay off this
debt?

Mr. PniKri . It does not make any difference whether they pay
it or not. We allow them an amortization of that debt, whether
t hey pay it or not.

Senator GEiRRY. Is there a 3-year limit or what is it, that you
have this aniortization and you allow this percentage for how many
yea i's?

Mr. PARKER. It is up to the corporation to elect the rate of aniorti-
zation. If they want to amortize it in 20 years, they can get this
special treatment on one-twentieth of the debt in each year. That is
bne-twentieth will be taxed 221/2 percent each year.

Senator GERRY. I understand that.
Mr. PARKER. Or they can take 10 years and they can take one-

tenth. They make the election of the time over which they will
amortize the debt, but they cannot take less than 5 years.

Senator GERRY. In other words, what you do is that you limit
the number of years. They have got to take a certain number of
years, but they can have more time if they want it?

Mr. PARKER. And we do not check them up to see whether they
actually pay the debts or not.

Senator BLACK. What about an individual who owes debts?
Mr. PARKEXt. He (loes not get any relief.
Senator BLACK. In other words, it creates a new system for the

benefit of a corporation, which is not applied to the individual?
Mr. 1P.uimKi:u. That is true, Senator, but we have got to remember

that this is not a deduction like interest, that on this amount they
set aside they pay 221/2 p ercent, a rate 50 l)er(elt greater than under
existing law.

Senator BLACK. Sure; but a great many individuals owe a lot
of money. If it is fair to permit a corporation to take a part of
its earnings out and put them aside to amortize their debt, why
should not an individual have that right?

Mr. PARKER. Of course, a great deal can be said for that argu-
ment, but the corporation can be looked at, especially under this bill,
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as a mere conduit through which profits go to the stockholders. A
corporation makes money but it is the stockholders' money, and
whatever the stockholder gets out of that corporation he is going
to pay taxes on; therefore, it seems that the corporation's case may
be distinguished from that of the individual.

Senator BLACK. It is an incentive to people who are engaged in
business individually to organize corporations?

Mr. PA m KFAE. This only applies to past indebtedness. It won't
have any effect on future indebtedness.

Senator BYRD. You spoke of classes of indebtedness. What do
you mean by that?

Mr. PARKEIR. On page 26 of the bill, section 16, tlere is a definition
of debt. Permit me to read a portion of that:

As used in this section the term "debt" means an in(ie e dness of the corpo-
ration existing at the close of business on March 3, 1936, and evidenced by a
bond, note, deelinture, certificate of indebtedness, mortgage, or deed of trust,
Issued by the corporation and in existence at the close of business on March 3,
1936, or by a 1)i11 of exchange accepted by the corporation prior to, and in
existence at, the close of business on such date, to the following extent--

And here are thrce classes of debts that are allowed to come in.
Anything that does not fall within those classes are not considered
as a debt for the l)1irl)oses of this provision.

(1) If having a maturity at the time of issue of :1 years or more, then to
the full amount thereof.

That is, if your bond is for 3, 5, or 10 years, it would be counted,
and if it was only for 2 years it would not be counted.

(2) If having a maturity at the time of issue of less than 3 years, then to
te extent sliown to tie satisftiton of the Comnnmissiomer (whose decision
s!mll he linal) to represent indebtedness incurred by the corporation prior to
,1hich 4, 1933.

March 4, 1933, is 3 years before March 3, 1936, the basic debt of
determination.

Senator GERRY. There is no appeal from that no. 2?
Mr. PARKER. No; because we are afraid of a great deal of difficulty

on this proposition. What that means is this. A corporationn may
have a 90-day note outstanding on March 3, 1936. If the Commis-
sioner finds ini tracing that note back that this note has been renewed
and renewed, or a new note given for the old note so that the debt is
really 3 vears or inore old, then such a debt will I)e taken into accomt
for the purpose of this provision. This is especially important for
the sumaft corl)orations, since many of them willhave short-term notes.
They won't have bonds like the large corporation, and no such notes
aie brought in, providing you can trace them back.

Senator BAILEY. What do vou mean b.v maturity?
Mr. PAKET. The (late when the obligation is due to be paid.
Senator B, iixy. That is ordinarily so, but suppose I write my note

(on 0 before 60 (lays, what is the maturity date of that?
Mr. PARKEm. Well, I think it would be 60 lays.
Senator BmLEY. On or before?
Mr. PARKER. That is how we would count it.
Senator BAmEY. Then I could adjust myself to this very easily.

I could make it oi or before 4 years fromi date, and put it in?
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Mr. PARKER. We are dealing with ol debts existing as of March 3,
1936. Whatever you do on future debts will not permit you to get
any advantage.

Senator BAILY. I want to get it clear. I understand that I could
operate both ways.

Mr. PARKER. Then there is a third clause:
If having a maturity at the time of Issue of less than 3 years, then to the

extent shown to the satisfaction of the Commissioner (whose decision shall be
final) to evidence indebtedness of the corporation incurred In the acquisition
of capital assets--

I do not think I need to read further.
Senator BLACK. What is the protection, if any, there about various

indebtednesses between corporations and their associates, which fre-
quently will occur from time to time, in which they may pay exces-
sive rates of interest, under the principle Senator Couzens announced
a moment ago of being a great incentive. Is there any protection of
having advantage taken of any such thing as that?

Mr. P, RKER. No. We have not done anything about that.
Senator BLACii. There are many millions of dollars, which is

known to all of us-
Mr. PARKER (interposing). As far as excessive interest is con-

cerned, I do not think that is a factor, because a corporation receiving
the interest will of coure have to include it in income. It just
reduces the net income of the subsidiary, but it increases the net,
income of the parent company.

Senator BicmK. Of course, that would be (ne way of dividing up
the assets in such a way to see that none of the surplus is paid.

Mr. I AIRKER. Of coulrsV, we abolished consolidated returns and
treat each corporation separately, and unless you return to that sys-
tem it is going to be hard to do anything about this matter.

Senator (ouzENs. You do not mean to suggest that you return
to the consolidated return, do you?

Mr. PARKER. No, Senator. I simply say that it would be about the
only kind of treatment by which, it seems to me, that you could
exclude the indebtedness o? a sub to a parent.

Senator BfiLmK. T he whole theory that we are on now of this new
tax would Ilrodltice an incentive, would it not, to create multitudi-
nous small affiliated corporations. or corporations of various types,
where it is immaterial how much interest is paid, so far as the tax of
the parent corporation is concerned. It would be an incentive to
decreasee profits in that way, would it not?

Senator COUZENS. They cold not do that, if the debt had been
incurred prior to this bill.

Senator BYAAC(K. That is true on this question, buit the incentive is
to see that not too much profit is returned, to be kept as reserves on
which dividends could be paid.

Mr. PARKER. There is theoretically some incentive under this bill
to create additional corporations. For instance, a corporation
which made $100,000 a year, might split up into 10 corporations,
making $10,000 each, and secure the advantage of lower rates con-
tained in schedule I.

Senator BLACK. It has been shown that that is used every day by
practically every corporation in this country, and the banking in-

19



20 REVENUE ACT, 1986

terests, if they happen to be tied up with them-what I want to
know is, do you and the others think that there is an incentive,
as Senator Couzens suggested, and it may be from raising wages
or gift to small dividend holders which would be an advantage to
the business, what protection is there from their dissipating profits,
as they have done in various corporations through this ramification
of various associates and affiliates, and service contracts anl types
of that kind?

Mr. PARKER. We have a provision in the bill that is directed at
holding companies, to prevent not exactly the kind of thing you have
described, but which does prevent the retaining by each corporation
of a certain small amount and accumulating a large amount within
the group by each one of the chain retaining 10 percent. We have
it provision in the bill that reduces this dividend credit they are
allowed where 80 percent of the corporation's net income is (erived
from dividends.

Senator BLACK. For instance, we had a certain investigation of
shipping contracts which showed that in every one of the corpora-
tions the dividends were dissipated by the payment of service con-
tracts and things of that type. I am admitting, and I am sure that
Senator Couzeis is right in saying, that this is an incentive.

Mr. PARKERl. How about these service corporations, when they .)ick
up this income? Your shipping companies probably dissipate these
profits through giving favorable contracts to a lot, of special cor-
porations, probably owned by influential polle-won't we catch
those service corporations by our income tax?

Senator BLACK. That is what I want to know. If it is dissipated
by smaller payments to all of them, instead of being use(l, as I under-
stand it to be the purpose, to increase and accentuate the flow of
commerce by agencies who turn it over in dividends, what protec-
tion are we going to have, or has any effort been made to see that that
object is not prevented by spreading it out to various corporate inanu-
facturers in a network? We had one corporation which had 93
associates and affiliates, all of which were connected in a way, and
when you went into the operations of the separate corporations none
of them made a profit.

Mr. PARKER. Are not a great number of those 93 corporations
mere holding companies?

Senator BLACK. No; very few of them were holding corporations.
One was engaged in one business and one in another. Some of them
were loaning money at exorbitant rates to the company and some of
the very parties who are trusted to direct it will have these (lebts,
with exorbitant rates of interest.

Mr. PARKER. It seems to me that while there is more incentive, as
Senator Couizens says, for a corporation to spend more money when
the tax rates -re high, that it will never pay to waste a dollar in
order to save 421/ cents tax.

Senator Bi.ACK. These are not wasted. They eventually trickle
around in a small stream.

Mr. PARK.R. You mean each one of them will get less than $10,000
and get advantage of the lower rate?

Senator BLACK. They manage to see that it trickles around in such
a way and is paid out in such a manner.
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Mr. PARKER. We have a clause under existing law. It is not new.

It is section 45, on page 58, which does permit the Commissioner
under certain cases to allocate the income between business groups or
between corporations:

In any case of two or more organizations, trades, or businesses (whether or
not incorporated, whether or not organized in the United States and whether
or not affilated) owned or controlled directly or Indirectly by the same inter-
ests, the Commissioner is authorized to distribute, apportion, or allocate gross
Income or deductions between or among such organizations, trades, or
businesses, If he determines that such distribution, apportionment, or allo-
cation Is necessary in order to prevent evasion of taxes or more clearly to reflect
the income of any such organizations, trades, or businesses.

Senator BAILEY. Do you think you could levy a tax on me because
I owe some money and levy tax on another man at another rate
because he does not owe money?

Mr. PARKER. That comes down to a matter of reasonable classi-
fication.

Senator BAILEY. Is that a reasonable classification? You run a
very grave risk. You may put out an unconstitutional act on taxa-
tion. Why is it you cannot do it withi respect to individuals and
you can do it with respect to corporations? I do not believe you can
.do it with respect to corporations. That is the way the question
impresses me.

The CHAIRMAN. I will ask Mr. Oliphant to answer that.
M'. OLIPHANT. I untlerstald, without having time to reflect upon

it, that the situation might be like this. The question is not whether
you can take two individuals, Mr. Jones and Mr. Smith, and levy
,,e type of ax on Mr. Jones and another on Mr. Smith.

Senator BAILEY. Would that be constitutional?
Mr. OLIPHANT. I do not like to decide offhand a. question like

this. This is a more limited thing, it seems to me. 'We are dealing
here with classification between corporations and individuals are
not involved at all, and I think we all recognize, don't we, from a
reading of the Constitution cases, that greater liberty is allowed the
legislative power in classifying corporations within the limits of
due process than in the case of individuals, because of the special
and artificial character of the corporations, because they are crea-
tions of the State and because they have certain special rights and
privileges. So, limiting the question to the question of corporations,
what you have in this proposal is that Congress has taken a look at
this situation-I am not now expressing my personal opinion as to
whether or not this exemption should be made--the Congress has
taken a look at this corporate situation and has found that some
corporations having surplus and profits are debt-ridden, and some
corporations are in good shape. May we take that matter into
consideration in taxing them and would the court say that action
on the part of Congress is capricious, arbitrary, and unreasonable?

Senator BAILEY. You agree that you have no precedent for that
situation in the opinions of the Supreme Court?

Mr. OLW-14ANT. I agree that I have not them here. I have not
had an opportunity to look that up.

Senator BAILEY. On the tax question, with respect to the dif-
ferential between colporations in debt and corporations out of debt?

Mr. OLIPHANT. Yes, sir.
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Senator BARKLEY. Even in incomes of individual taxpayers, we
recogize that. If I have a net income of $10,000 and I have no
indebtedness and pay no interest to anybody and have had no debt
which I have assigned, I have to pay the tax on the whole $10,000.
But if Harry Byrd has an income of $10,000 and pays it out in in-
terest or assigns a debt, to the extent of $10,000, he gets the total
exemption.

Senator BAILEY. There is no loss. That is entirely different from
this. If you have these precedents I would be very glad to hear
them.

Sei)ator CONNALLY. You said something about corporations hav-
ing special powers and privileges and that the law does not require
that we treat them as we would an individual, but as between the
corporations, is there any reason we should differentiate there?

Mr. OLIPHANT. I should think that the classification should have
to be reasonable.

Senator CO.NNALLY. It would have to be reasonable in the sense
that they were both treated on a parity rather than discriminated

Mr. PARKER. here is one more feature of this debt matter, which
is on page 28 under the title "(b) Commutation of Tax." It is
possible that by not mentioning this subsection before I have given
an erroneous impression to the committee that all of the debt existing
on March 3, 1936, was taken into account. The debt that is taken
into account is only that debt which exceeds the earnings and profits.
In other words, if a corporation has got a big surplus in excess of
their debt, they do not get the debt relief.

Senator CONNAXLLY. Take railroad companies, are not nearly all of
them honde(ld tip to practically the value of their property?

Mr. PARKER. The bonded debt of railroads runs about 18 billion
dollars.

Senator CONNALLY. That is more than they are worth. And isn't
it true that all of these big corporations finance themselves in that
way?

Mr. PARKiER. That is true, but many corporations have a bonded
indebtedness and they have an earned surplus, and if the debts of a
corporation on March 3 were a million dollars and earnings and
profits were two million, it would not get any relief. • If its debts
were two million and its surplus one million' then the amount of
indebtedness is reduced a million dollars, and it is the million which
they amortize, and not the whole amount of the debt-merely the
amount of the debt iii excess of the earnings and profits.

Senator CONNALLY. What would be the effect of this debt pro-
vision as between a big corporation and some little corporation
which has got no debts, wouldn't it operate to discriminate in favor
of the big corl)oration as against the little fellow?

Mr. PARKEr. It is hard to tell. Here is a company with no debts.
They do not have to play any tax if they do not want to. So they
are not very badly treated. Here is a corporation that is in debt.
It may be that its obligations are, such that it cannot declare out
all of its earnings. It has practically got to pay the debt. It may
not be a matter of choice, and it does seem hard in such a case for the
corporation to pay a tax of 42 percent. All we say is, "Well, you
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pay 22 percent on that amount to amortize this debt not the full
amount of the debt, but only the amount in excess of what you have
already got accumulated by way of surplus." If we were exempt-
ing the debt that would be quite different.

Senator BYRD. Suppose a corporation had a hundred thousand
dollars of debt and they were to issue stock and sell that stock
to a small group of stockholders or the public and then declare
all in dividends, couldn't they avoid any payment of taxes at all?

.ir. PARKER. Yes; the corporation can. It has been pointed out
in arguing in favor of this plan that the corporations can declare
everything out in dividends and issue, for instance stock rights
and get the money back again into the corporation if they need it.

Senator BYRD. They would not have to issue stock rights, for in-
stance. They could offer the stock for sale on the niarket and pay
their debts in an orderly way, so mitch a year, and then all the divi-
dends would be cash, and thereby avoid the payment of any tax at
all.

Mr. PARKER. That is right.
Senator ByRiD. Is not that another loophole in the bill?
Mr. PARKER. No. Under all of these relief provisions, so-called,

they all say that every taxpayer is entitled to the general plan if he
does not want to come in under this 22 percent. He does not have
to. He only cones under that when it gives him less tax.

Senator BYRD. What I am calling attention to is that we are giv-
ing quite a number of options to the taxpayers to either pay taxes
or not to pay taxes.

Mr. PARKEIR. The whole theory is that you are going to get it out
of the individual stockholder.

Senator BARKLEY. If it is ever distributed in dividends, the indi-
vidual pays his taxes.

Senator BYRD. But the individual does not pay 221/2 percent until
he gets into the higher brackets. If the corporation pays the tax it
would pay more than that.

Mr. PARKER. That is right, and of course you have that proposi-
tion now in the case of a partnership. A partnership is not taxed,
and if the members of the partnership do not have earnings of
$1,000, we get no tax.

Senator B.titKiy. Even in corporations which are not in debt,
that same thing would apply. That is to say, it is all distributed.
The whole thing of it is that the individual who received it would
not pay as high a rate as a corporation might pay, but as I under-
stand when these schedules were framed, they were framed on the
tleory that that would approximate the receipt of the same amount
of income.

Senator BYRD. That is an estimation that, in my opinion, no human
being can make. I do not think it can be arrived at at all, to transfer
this to the corporation and saying that it would amount to so much,
because there are so many options that the corporation can exercise
which no one knows whether it will exercise or not. For instance,
issuing stock to their debts--certainly, some companies are going to
do that, certainly the small companies which can sell their stock
to a limited number of people and then declare no dividends at all,
and then the individual will have to go up to pretty high brackets
before he pays 22 percent.

03884-pt. 1-36----4
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Senator BLACK. Don't you believe that the tendency with refer-
ence to his provision with regard to debt would be to maintain
a higher interest rate, and would it not also tend to maintain a debt
structure, even though the debt structure is unsound economically?

Mr. HELVERINO. That would be true, Senator, if that applied to
anything you can do now, but we take these corporations as they
appear at the first notice of this proposed legislation.

Senator BLACK. I understand, but some of them were indebted-
for instance, we had just a short time ago a man who had been in
the business of a power company for 30 years, who stated that the
bonded indebtedness in his judgment was equal to the value of every
power company in the country. What I am talking about is this:
Here you give an incentive to people and to companies to continue
to collect that same rate of interest, because they do have an ad-
vantage by owing debts, and an incentive to pay off the debts eventhough, under naturally sound economic principles, it ought to be
liquidated for less than its value which is true with reference to a
great many of these old debts. Naturally, it is very generally rec-
ognized that the debt structure is too top-heavy to be borne as it is,
and the interest rate is too high.

Mr. HELVERINO. Of course, this 221/2 percent only applies to that
part used to amortize the debt.

Senator BLACK. But it would take a long time for a particular
interest to amortize its debt, if it is true that the debt is equal to
the whole value of everything it owns. We would change the law
for practically 50 times before that anticipated event would ever
occur.

Mr. HELVE ING. I think it is conceivable for Congress to do that.
Senator BLACK. The thing I am talking about is the natural

economic tendency. If there is an incentive to continue to pay an
interest rate and to collect it and maintain an inordinate and unsound
debt structure, I cannot see why this is a sound provision.

Mr. HELVERINGo. Of course, this is very greatly restricted as to
what comes under this debt situation.

Senator CouzENs. But I think we ought to read the whole thing.
There are exceptions that we ought to take into consideration
before coming to any conclusion.

The CIAIRMAN. Let me make this observation. Mr. Parker and
Mr. Beaman have got to leave to go to the House. They are taking
up this bill over there. So you are at liberty to leave. And now,
what is your pleasure? Do you want to sit this afternoon? I do
not suppose Mr. Parker and Mr. Beaman will be here, but the
Treasury experts can be here.

(Discussion off the record.)
The CHAIRMAN. Then suppose we meet in the morning at 10

o'clock, and proceed with this bill.
Senator CONNALLY. There were some questions I would like to ask

Mr. Oliphant, but I can ask him tomorrow.
The CHAIRMAN. You may ask them now.
Senator CONNALLY. I was asking you a while ago, Mr. Oliphant,

about the different rates of taxes as between corporations, in one
case one owing a debt and in the other case not owing it. Suppose
you had two corporations, and each one had a net income of $100,000.
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Have we got the power to tax one of these corporations at one rate
and another at another, depending on whether one of them has
debts or whether it has not?

Take my original case. Here is a five-million-dollar corporation
which owes $2,000,000 and is therefore a $3,000,000 corporation, and
another that owes nothing, with a capitalization of $3,000,000. Each
one makes $100,000 net. Can we tax one at one rate and another
at another?

Mh'. OLIPHANT. As I say, we will never get two cases with just
those facts present.

Senator ('ONNALLY. There might he a lot of other facts, but I am
assotni ig that those fact,, are true.

Mr. OmIHAN'T. It seems to ine. without time to reflect, that the
question we are talking about boils down to the reasonableness of
this type of classification. Is there a difference in ability to pay?

Seiiator BAIrEY. That is not the basis of the reasonableness. It
is not ability to pay. Reasonableness is the ability to compete, as I
lln(Ierstand'it. Th1e basis of all taxation is miformity, and uni-
foriiity is based on equity and soundness. The Government can kill
01) corlloratioli as against another, if that is not the basis.

,N1. OL HAN'r. That is certainlv true, but the nearest analogy I
caii think of at the moment is the validitv of it graduated tax, an'd I
ai1 not (iting that as a precedent, bit 'I iiii just suggesting it as
analogous. As I understand this bill, assuming given debt situation
with reference to a corporation, it will treat every corporation in the
country in a similar situation in the same way.

Senator BAILEY. Tiere is no uniformity there. But you are go-
ing to give me some authorities. As I said, my first impression
is that you are probably laying the basis here or a construction
of this legislation in tile Supreme Court. We (1o not want to do
that in a tax bill.

Mr. OLIPIHANT. No indeed; unless the fact that I am pointing out,
the difference in the facts I am pointing out, would constitute such
a difference in law that the courts would say that the Congress was
not acting unreasonably.

Senator BAILEY. We cannot predicate a great revenue act on a
(question of opinion. I have the greatest respect for yours, but we
cannot do that.

Mr. OLIPHANT. Both of us at the moment can discuss it only in
terms of our own experience with the cases.

Senator BAILEY. We must have some assurance that the bill will
hol water in the Supreme Court.

Mr. OLI.IrANT. To my preliminary statement on the matter I
would like to have this statement made, that in the case ou sup-
pose there is an enormous difference in the credit rating of th ese two
corporations.

Senator CONNALLY. We are not talking about credit. We are
talking about income and taxes.

Mr. OLIPHANT. And their ability to pay.
Senator CONNALLY. They have both got a net investment of

$3,000,000 and they make $100,000 apiece. How can you tax them
differently? The object of this bill is to force the distribution of
income, is it not?
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Mr. OLIPIIANT. I could not accept that ns my statement of the
thing.

Senator CONNALLY. I understand that the purpose is to make them
distribute it or tax them as if they had distributed it. What about
the Supreme Court decision in the A. A. A. case, in which they held
that the Government had not the right to tax for the purpose of
coercing or forcing somebody to do something which they otherwise
would not do? These are mostly State corporations, and what right
has the Federal Government to tax them for any purpose except to
get revenue ?

Mr. OLIPHANT. I have not stated that this bill is for the purpose
of forcing a distribution of income.

The CHAIRMAN. This is a bill to raise revenue.
Mr. OLIPHIANT. I have not stated the prl)ose of this legslation

is to force the distribution of dividends. The purpose is to raise
additional revenues, and in the processs to seek to apply the same
burden to business profits wherever derived an( whenever received.

Senator BLAcK. It is impossible to draw any tax bill that won't
have some incidental effect, of course.

The CHAIRAN. We will meet in the morning at 10 o'clock.
(Whereupon, at 11:55 a. in., the committee adjourned mtil the

following day, Friday, Apr. 24, 1936, at 10 a. i.)
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FRIDAY, APRIL 24, 1936

UNITED STATES SENATE,
COMMI'rVEE ON FINANCE,

l1ash.'ngton, D. C.
Thie ,.,mmittee met in ex 'Iit iv , session, p r-suIanlt to adjOuilrnment

at 10 it. i.. SenIIlate Finanuce Colmmittce ro )n. Senate Office Building,
Senator Pat I-larrisll presiding.

Present: Senators Harrison (cl:air man), King, (Ge,ge, Lonergan,
Black, Gerry, Cozns, Keyes, La Follette, and Capper.

Also present, Herman Oliphant. General Counsel for the Treas-
ury Departrient; Gy T. IHelvering, Commissioner of Internal
Revenue; Arthur 1-. Kent. Acting Chief Counsel, Thireau of Inter-
nal Revenue; George C. Haas, Director of Research and Statistics,
Treasury Department; A. S. McLeod, statistician, 'Treasury Depart-
ment; C. E. Tuirney. Assistant General Counsel for the Treasury
Department; L. H. Parker, Chief of Staff, Joint Committee on
Internal Revenlue Taxation, and mnmbTrs of his staff; Middletomi
Beaman, Legislative Counsel, House of Representatives.

The CHAIRMAN. All right, Mr. Helvering; you may )roceed from
where we left off yesterday.

Mr. HELVEruINO. Mr. Chairman and gentlemen of the committee:
I hope you will not consider me presumptuous in making the sug-
gestion, but I would like you to hear from the drafting service and
from Mr. Parker, to just scan through the changes made in this
law, and then I would like to call on the statistician of the Treas-
ury to explain the sources of this revenue, the people affected, and
all that. We will have a chart here in a few minutes, and we would
like, with your a))roval, to scan through the drafting of this bill
and the changes made.

Senator Kixo. hangsgs vr the existing law, you mean

Mr. I'IEIAEIuTN(. Yes. In tihe first 188 )ages there are 6 hangse,
ad smmie of themn are not N) very important.

The Cu \IIM.. I think that is a good idea.
St.nator COIZENS. I (1o too. because this is a revenue bill, and I

wank" to know sonmthing abotit the soiiccs of the revenue before I
go into the details of revamping the bill. What is the use of dis-
cussing the, revene umiless we know where the revenue is coming
from, or how?

The CmIIm.XN. Then you would suggest that Mr. Parker go
Through these changes that we have made, and then the statistician
go through the question of revenue; is that the idea?

Mr. HELVERING. Yes; either Mr. Parker or Mr. Beaman.
27
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Senator COUZENS. Whoever knows the most can make the clearest
statement.

Mr. PARKER. We might as well start from the beginning, section 1,
page 6, of the comparative print. The changes made there provide
that the new plan shall be effective for taxable years beginning after
December 31, 1935. That is important; that is, this bill is retro-
active to January 1, 1936, this year.

Senator GERRY. Does that mean the fiscal year of the corporation?
Mr. PARKER. If the corporation is on a calendar-year basis it will

come tinder the new plan for the year beginning January 1, 1936,
and ending December 31, 1936. If it is on a fiscal year, beginning
February 1, 1936, it will first come under the )lan fr om February 1,
1936, to January 31, 1937.

Senator COUZENs. That applies to each month down the line?
Mr. PAR KR. That is right.
Senator KING. Would not that ressult in those corl)orations having

the 12 months paying a larger tax than those that fall in the other
class?

Mr. PARKER. In respect to corporations coming under the plan, the
calendar-year corporations, will come under the plan first. We had
a considerable discussion about this provision, I think, in the 1934 act.
Senator Couzens raised a nmnber of objections to it, but I think in
this case it is about the only thing wt could do. We would have been
in a hopeless situation here with this radical change in our system.
If we tried to apply this system to a short year, it would be troul)le-
some.

Senator CoUzS.-s. This always applies.
Mr. PARKER. 'T'his always applies. If you change the plans in the

future those fiscal-year corporations will have to stay under the old
plani much longer. Then, I want to point out that this is not
nece:;sarily a l)enalty-to come under the new plan. A corporation
may be Pble to pay io taxes at all under the new proposal. Sonic of
these fiscal-year corporations perhaps would like to come under the
plan from January 1.

Senator KI.-(. Nevertheless, this bill is founded on the theory that
it will raise more revenue than under the existing law?

M'. PARKER. Yes, Senator.
Seniator KING. Then the corporations will pay a larger tax than

Illi(ler the present law?
.If'. lAnmPEi . Not necessarily; not the corl)oration. Maybe Ihe

st o'dollips.
Senator KiN(;. The stockholders?
Mr. PARKER. Yes, sir.
The ( CnAIRM,". Go ahead.
Mr. PARKEmI. Now, On page 14, there is a chamge. The language

t it was put in last year, in the 1935 act, has been omit ted.
Senator CouzE-;s. Repealed?
Mr. PARKER. Made ineffective as to 1936 and future years. That

means, of course, that the graduated corl)oration tax which we dis-
cussed here last August, and which was to take effect for taxable years
begimiig after December 31 1935, will never apply in any case if
this bill is enacted into law.

The CHAIRM.AN. Because it has not applied up to date?
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Mr. PARKER. YOU see, this was prospective legislation, and there-
fore it will never coie into effect if this bill passes.

Senator KING. As I understand, your position is that the normal
tax and surtax upon individuals, found on pages 8 to 14, are con-
tinued unchanged?

Mr. PARKER. Yes; they are continued unchanged.
The CTIAHIMAN. We do not touch the income tax at all?
Mr. PARKER. Yes; we subject dividends to the normal rate of 4

percent.
The CHIAIRMAi. That is later on?
Mr. PARKER. That is later on. I will show you how that is done.
Now, under "Definitions", the termi "adjusted net income" is prac-

tically the same as "net income" under t lie existing law, except we
take out this Liberty Bond interest. So we do not need to be con-
fused about that.

Senator GEIRRIY. May I ask you a question there? In your adjusted
net income, does that apply to insurance companies and banks, or
is there a separate provision with exemptions there?

Mr. PARKER. Insurance companies and banks are treated differ-
ently, they are stated practically the same as under the existing law,
with the flat tax rate of 15 percent..

Senator GErRY. That conies somewhere else in the bill?
Mr. PARKER. That comes somewhere else in the bill.
Senator GERtY. All right.
Mr. PARumi. Now, under paragraph 2-

the term "undlstrll)uted iet "ticome" means the a(ljiistei iiet lIncome ilnus the
811111 Of-

(A) The dividend credit provided in .ectim 27.

Senator CouzENs. Is that the holding company dividend?
Mr. lPARKEJI. No; this is the ordinary corporate dividend, and for

practical purposes you may consider that as dividends paid within
a certain period. That is the dividends paid.

(B) The tax computed under subsection (b).

The CHAIRMAN. The dividends paid will be taken as credit?
Mr. PARKERi. Ord ina rily, yes.
The CHAIR MAIN. I am talking about (2). "The. term 'undistributed

net income' means the adjusted net income minus the sum of-
(A) The dividend credit provided in section 27.

Now, that is a credit?
Mr. IARKEi. That is right. When you are working from undis-

tributed income it is used as a credit. When you work from the
dividend end, that credit is really not subtracted, but that is un-
important.

Let me illustrate: If we had a circle here representing the ad-
justed net income, that circle is divided into three parts; one part is
the tax, one part is the dividends paid, and one part is the undistrib-
uted net income. In other words, stated differently, the sum of the
undistributed net income, and the dividends and the tax equals the
adjusted net income.

There shall be levied, collected, and pail for each taxable year UXl)n the
adjusted net income of every corporation a tax as follows:
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We found out yesterday that all these rates apply to the adjusted
net income.

Senator Gi-iuiy. I would like to ask a question. Would you allow
an thing on (lebts? Does that come in there?

Mr. PARKER. What we allow on debts is a special treatment, and
the portion of the net income that is used to amortize a debt takes
a flat rate, and then the remaining portion, less the tax is subject
to the new plan, just as if it was the whole of the adjusted net
income.

Senator GEPHY. Suppose the corporation has to borrow for our-
rent expenses wlich it is able to pay back at the end of the year,
would that coni into this?

Mr. PARIU:. Well, of course, current expenses are a deduction in
arriving at net income.

Senator COUZENS. As I read this, I undestand this debt inst be
a sort of a funded debt. before you consider it, not a current debt.

Mr. PAKER. That is right.
Senator Giti y. What, I had in mind, for example, you take the

textile industry where they are buying a large amount of raw ma-
terials and then pay for them, and then manufacture the goods, does
that come into this?

Mr. PARKER. No, sir. The committee did not think we ought to
take into account current. obligations where corporations merely bor-
row in anticipation of selling the goods.

Senator (-nmIty. Is not that relieved at all?
Mr. PARKER. No, sir. That was done purposely by the Ways and

Means Committee.
Senator KING. Suppose you should borrow in 1 year to meet cur-

rent expenses, and, to use the textile mills as an illustration, they pur-
chase cotton and wool anticipating the market for the finished
product, and Suppose you start in the next year with a great loss, is
there provision made here under which credit may be had for that
loss?

Mr. PABKEr. This bill gives relief where a company has a deficit.
At the end of the year if they have a deficit we give them a relief.
Tl. bill does not give a relief where they have a surplus, the theory
being they may make up their losses out of surplus.

The CnIAu'MAN. Let us get that clear now, Mr. Parker. Suppose
there is a concern in Rhode Island that is in tle textile industry, and
it has a surplus on a million dollar capitalization of $200,000 and
It incurs a $100,000 loss, say, this year, in the inatter of purchasing
,otton, or whatnot; now the next year to come. can you take that as
a credit, that $100,000 loss?

Mr. PARKE. NO; there is no net loss carried over. Of course, in
this first year, having had a loss, they will pay no income tax.

The CHAIRMAN. Let us take it the other way. Suppose the same
corporation has no surplus but it incurs a $100,000 loss and the
next. year it makes $300,000, what would you do in that instance?

Mr. PARKER. As I understand your example, they have a deficit
in the second year of $100,000. Now, they made $300,000. They
do not have to distribute that $100,000. They can take the $100,000
necessary to retire the deficit, and pay a tax of 221/2 percent on
that-then they can take the balance of the income, $300,000, minus
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$100,000, minus the $22,500, which amounts to $177,500, and be taxed
on that residue under the new plan. Now, if they declare that all.
out in dividends there is no tax on it. If they do not declare it all
out in dividends then it comes under the new rates. The new pro-
posal simply divides the net income up into two parts, one of which
is taxed at a flat rate and the other under the new plan.

The CrrAIRM Ax. As I understand it, where they have a surplus it
would not apply, and where there is no surplus it might apply in
the carry-over from one year to the other?

Mr. PAInRI(E. It amounts to a carry-over because that deficit is
something that is built up from prior years. To that extent there
is a carry-over. We will coine to those provisions.

Senator GiRmiY. I am not clear on this. I ain trying to get this
straight. Does not'that mean that you have to have a great deal
more surplus to carry on your business? Fori example, if a corpora-
tion buys raw material which it is going to manufacture, an(1 it nialit-
factures that material and happens to sell before the end of the year
and pays off that debt, of course, that would just wipe itself out,
woulh it not?

Mr. PARKER. Yes; and that is the idea of it. For instance, you
might be in a seasonal l)usiness and you might buy a lot of materials
in the spring which would at that l)articular time raise your inven-
tory, and you might have a lot of 90-day paper on which you bor-
rowed money, and perhaps in 90 days you renew your note, or you
dispose of the inaterial at the end of the season, and you get that
money all bacl, you pay off your note; there is no relief necessary
there.

Senator GERRY. There is no relief necessary there, is there?
Mr. PARKER. -No. Then the question arises: Why is the relief

necessary if you build up your inventory -in October and sell it in
the spring when you are on the calendar-year basis? Then you have
the high inventory in one year and the low inventory in the other. I
think it will wash out.

Senator GERRY. Where there is no profit, where it is just a turn-
over business, then, of course, there is no debt question that comes
into it. Now, if you have one year where you have to buy a large
amount of goods, say toward the end of the year when it is advan-
tageous to buy, and then you sell the next year, does that complicate
the situation?

Mr. PARKER. Yes; I think it does. There was nothing more
fair in the law than the net loss carry-over. The only reason you
cannot restore it is because it costs too much money. One year
does not always fairly reflect income and a longer period is more
preferable. england allows such losses to be carried forward 6
years. Certainly if a company loses money for 3 years and makes
money the fourth year, the company has not really made any money
Until it makes up its losses. We did have that plan in mind, but we
hadto cut it-out on account of the revenue.

Senator GEnIY. Suppose you. have a plant buying a large amount-
of cotton to manufacture into textiles and they feel if they buy'
toward the end of the year they will not be able to manufacture it in,
time enough to sell. until the next year-is that not a possibility?'

63884-pt. 1-8--.-5
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The result would be they would have to buy their cotton earlier in
the year or not at all, would it not ?

Mr. PA wKu. That would not necessarily go into net income.
What you would start off with in computing net income, of course,
is your gross income; that is, your receipts. Now, they haven't sold
this inventory. I do not think they are hurt.

Senator GFRRY. They buy at the end of the year and then theyv
manufacture and sell. Now, when we sell the goods they pay of
what they had to borrow in order to buy the raw materials. Now,
as long as the profit does not come into it there, there is no tax
question involved, is there?

Mr. PARKER. I do not think so. I think they are off perfectly
all right their.

Senator GERRY. That is what I was trying to get clear. Of
course, if they make any profit, then it is a question of what goes
into surplus, isn't it?

. Mr. PARKER. Yes, sir. Of course, there are two methods of keep-
ing the inventory, which makes some difference. Some companies
have an inventory on cost and other companies have an inventory on
cost or market, whichever is lower.

Senator KING. When you have a tax bill, or any legislation, your
views are modified or influenced, in part, by your experience. Take
at case like this-and it is an actual case: A mining company lost its
ore bodies and it had to drive drifts, tunnels, and underground work-
ings costing several hundred thousand dollars; several years elapsed
and it was spending hundreds of thousands of dollars, borrowing,
and finally, at the end of 2 or 3 years, it found an ore body from
which it realized sufficient to meet the obligations which had been
incurred in the prosecution of that work and a very small amount
over. But in the meantime there had been no profits, and when
they got that ore body there were slight profits, after deducting
all those losses incurred in the prosecution of the work. Now, I
inquire first, would they get credit for those losses before determin-
ing what the profits were for that year?

Mr. PARKER. Undoubtedly, in the case you cite, they would have
debts.

Senator KINo. What?
Mr. PARKER. They would have debts which have continued more

than 3 years. In th'e second place, they are likely to have a deficit in
addition, so at least they can keep the tax down to the 221 percent.

Senator KING. But they would have to pay the tax on the small
profit which they made that year, notwithstanding there had been
no dividends or profits for 2 or 3 years?

Mr. PARKER. Yes; but they get a substantial allowance for deple-
tion. A mining company would not be in such bad shape.

Senator KINe. There would be no depletion.
Mr. PARKER. There must be depletion as soon as they begin taking

out ore. Of course, there was no tax question involved when they
were having a loss every year. Now, they have struck the ore and
are making a profit; therefore, they get the depletion, which is a con-
siderable help.

Senator GERRY. Let me ask you another thing, Mr. Parker. In the
example that I gave you there, of where they are buying raw mate-
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rials and borrowing money, the interest on that debt, do they deduct
that?

Mr. PAaiaz . Yes; that is a deduction from net income in every
case.

Senator GERRY. That is deducted?
Mr. PARKER. Yes. I think it is pretty well taken care of.
Now, we come to the tax computation. We went over that yes-

terday. Does the committee desire to go through that again on
these -chedules I

Senator GEORGE. Explain it, Mr. Parker. I would like to have
you explain just one item, as an illustration.

Mr. PARKER. All right. On page 15, paragraph (b)-
There shall he levied, collected, and pald for each taxable year upon the

adjusted net Income of every corporation a tax as follows:

Note that the tax is upon the adjusted net income. It is not, as
is ordinarily supposed, upon the undistributed net income. Some
of these plans in the beginning contemplated applying the rate
just to that portion of the net income that was not distributed, but
all these rates apply to the entire adjusted net income.

The CHAIRMAN. What was the reason that prompted you to take
the adjusted net income instead of just the net income?

Mr. PARKER. It is entirely a technical matter, and I could almost
say "net income" and be near enough.

The present law requires the corporation to include in its net
income the interest upon certain obligations of the United States
which are free from normal tax but are subject to surtax. That goes
into the income. Under the set-up of the present law they are
allowed to credit the Liberty bond interest against net income.

Senator COUZENS. Would not that also include municipal and
State bonds?

Mr. PARKER. They are out of gross income, they are not in the
net income.

Senator CouzENs. They are not put in the gross income?
Mr. PARKER. We are barred from putting it in the gross income,

but Congress could tax a corporation on Liberty bond interest.
There is nothing to stop that, if you want to do it. except as a
matter of policy. But under such a policy State securities would
enjoy an advantage.

Senator KING. You could not make it retroactive as to Liberty
bonds?

Mr. PARKER. I do not think we could make it retroactive as to
Liberty bonds.

Senator KING. If the Government sold its bonds upon the under-
standing that they were not to be taxed under a law whicl did not
permit that?

Mr. PARKER. That is exactly the point. We sold these bonds that
we are talking about, not on the understanding that they would not be
taxed, but that they would be free from normal tax, and would be
subject only to graduated income taxes like the surtax.

Senator Kiqo. Doubtless the Government had that authority.
The CHAIRMAzN. The only difference is if you do that you just

penalize the Federal bonds and give the State bonds and municipal
onds an advantage.
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Mr.'PARKER. In other words, we are taxing the net, income practi-
cally the same as we are doing now, as far'as the basis to which the
tax rate applies is concerned.

Now, we have divided the corporations into two classes. We give
the small corporations more relief and give them 'achance to build
up more surplus to get started.

(1) Adjuste d net income $10,000 or less-
If the adjusted net income is not more than $10,000 the tax shall be com-

puted under schedule I or, at the option of the corporation, under schedule IA
(the ta* behig the same under both schedules).

Senator COUZENS. Now, what is the advantage under schedule I
and schedule IA, what is the difference?

Mr. PARKER. Schedule IA is on page 17. Under that schedule
you start out with two known factors, the adjusted net income and
the dividends. We know what the dividends are. Table IA is the
one that is going to be used in the majority of cases, because when
the corporation comes to make out its return, the ainount of its
dividends paid will be a question of fact, so that in computing its
net income it will look at schedule IA.

Senator CouzENs. On what tage is that?
Mr. PARKEIi. On page 18. I or instance, if the adjusted net income

is $10,000 and the dividends paid are $1,600, of course that is 16 per-
cent distributed and opposite will be the rate of tax, 24 percent.
Then its tax will be 24 percent of $10,000, or $2,400.

Senator COUZENS. May we get an understanding between schedules
IA and I before we get out of it? I still do not get it clearly in my
mind as to the difference between schedules IA and I.

Mr. PARKER. On schedule I we just start at the other end of it.
We assume here that we haven't paid any dividends-that will be the
easiest way to look at it-and the directut, of the corporations sit-
ting around the table will say, "How much money do we want to
keep this year? We want to build this stable out here. That stable
will cost us $3,000. We have got $10,000." Well, they will want to
retain $3,000. All right, if they want to retain $3,000, and $3,000 is
30 percent of $10,000, if you look in column 1 of schedule I you will
find 30 percent.

Senator LA FouTrm. What page?
Mr. PARKER. Page 16, column 1. Then you go down to column 1

and you get 30 percent. Opposite that, in column 2, you find 7.5
percent.

The CHAIRMAN. I do not get that.
Senator COUZENS. That is7.5 percent of the full $10,000?
Mr. PARKER. That is correct.
The CHAIRMAN. In the first column you find your 30 percent?
Mr. PARKER. The first column is the ratio.
The CHAIRMAN. Then you have to go to the other and get 30

percent?
Mr. PARKER. Seven and one-half percent.
Senator GEORGE. Is that on the fuill $10,000?
Mr. PARKER. On the full $10,000. These rates are expressed in per-

centages of adjusted net income.
Senator COUZENS. And on the assumption that there is no divi-

dend?
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Mr. PARKER. That is generally when you would use it.: You could
not very well use the table if you had. already declared the dividends.
If the time of that dividend declarationi is over, you would not want
to go to table 1, because that has become a question of fact and can-
not be changed; therefore you would have to go to schedule IA.
There is no use to figure how much you want to keep after you pay
your dividends. That has become fixed.

Senator GEOROE. What would be the circumstances under which a
corporation like you described would go to schedule IA? What
would be the circumstances that would require them to go to sched-
ule IA?

Mr. PARKER. That would be the usual case. You would sit down in
March and compute your adjusted net income, in March 1937 for tho
taxable year 1936. You find out what dividend you paid. You know
that.

The CHAIRMAN. They do not declare the dividends until they know
what the surplus is, do they?

Mr. PARKFR. Well, many companies have a rather consistent divi-
dend policy. It is true that small and closely held corporations do
not do that.

The CHAIRMANv. Let us take schedule IA. Suppose a corporation
of $10,000 or less makes $8,000 and it wants to declare, say, 6-percent
dividends. Figure that out.

Senator LA FoLLE-r. What did you say first?
The CHAIRMAzT, A $10,000 corporation makes $8,000 and wants to

declare 6-percent dividends.
Mr. PARKE. 6 percent on its capital stock?
The CHAIRMAN. Well, it has made $8,000 in the surplus, and it is

going to declare dividends of 6 percent.
Mr. PARKtn. But dividends are ordinarily computed, of course, on

the par value of the capital stock. So, let us assume that this cor-
poration that made the $8,000 has a capital stock of $100,000; a 6-per-
cent-dividend on $100,000 would mean they would have to pay out
$6,000. All right; they have paid $6,000. The adjusted net income,
you say, is $8,000. Of course, you divide $6,000 by $8,000 to get the
percentage distribution, and that is just 75 percent. So now we look
in table IA, 75-percent distribution, and we find the tax rate is 3.9286.

The CHAIRMAN. 3.9286.
Mr. PARKER. Yes; 3.9286.
The CHAIRMAN. Of Course, that is perfectly clear to you; but I

want you to repeat that proposition, so far as I am concerned. Go
over that again.

Mr. PARKE. Would it be more helpful to put it down on the board
where you can see the figures?

The CHAIRMAN. No; I do not think so. Just state the thing again.
I think I got it, but I am not sure.

Mr. PnKxER. You have, in the first place, a capital stock of $100,000,
and you want to pay 6 percent on that.

Senator KING. 6-percent dividends.
Mr. PARKER. So if you pay 6 percent, of course, it is obvious you

pay $6,000.
Senator CouzENs. That is 75 percent of your adjusted net income.
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Mr. PAReRs. Your adjusted net income being $8,000, that is 75
percent of your adjusted net income. In other words, you. have dis-
tributed 75 percent of your adjusted net income in dividends, you
have distributed that percentage.

The CHAIRMAN. If yOU were distributing $5,000, it would be
five-eighths, then ?

Mr. PARKER. That is right.
The CHAIRMAN. How would you get at that figure ?
Mr. PARKER. Five-eighths would be 621/2 percent. Now, we look

down in the table and we find there 62 percent, and the rate is 7.5.
Now, it is very fortunate that 621/2 percent happened to appear there.
That is rather a miracle. By some miracle you happened to strike
a rate that comes at a point where the increment change in the rates
changes. That is why we had to put in the 621/ percent.

Supposing that percentage hadbeen 60.5--I would like to explain
that point--supposing this percentage dividend instead of being
62.5 had been 60.5? Now, that is the time that you use what we call
interpolators, that follow the table. If you look down in those you
will find in the very first paragraph, "If the dividend credit is a
percentage of the adjusted net income which is less than 62.5"-well
it is less than 62.5, since in my assumption it is 60.5--"(and such
percentage is not shown in the foregoing table)"-60.5 is not shown
in the table-"the tax shall be a percentage of the adjusted net in-
come equal to the sum of 7.5, plus 11 thirty-firsts of the 'amount by
which 62.5 exceeds the percentage which the dividend credit is of
the adjusted net income."

The CHAIRMAN. That is perfectly plain. That does not need any
ex lanation at all.

Mr. PARKER. Yes, Senator; that is just simple arithnetic. All you
have got to do is follow it. You take 7.5 and you put that down.
Now, you take eleven thirty-firsts of 62.5 minus 60.5, which was our
percentage; in other words, eleven thirty-firsts times 2 is 22 thirty-
firsts, and then we add 7.5. You will have to, of course, change 22
thirty-firsts into decimals by dividing by 31. It is about 0.71. If we
add to 0.71 the 7.5 percent, we have approximately 8.21 for the rate
of tax.

Senator GEORGE. In declaring the dividend it would be much easier
for the corporation to stick to whole numbers.

Mr. PARKER. Beg pardon?
Senator GEoRGE. I say, in paying out dividends it would be much

easier for the corporation to stick to whole numbers.
Mr. PARKER. It is just impossible to stick to whole numbers. You

cannot stick to whole numbers because your net income is not going
to come out $10,000, it is going to come out $10,219.31, or some such
figure. That is never going to be an even percentage of the an-;'nt
chat you want to declare out in dividends. If you have got just 100
stockholders, you might declare out exactly the net income, but the
American Telephone & Telegraph Co., or any company of any size,
could never declare it all out exactly in even cents.

Senator GEORGE. Let me ask you in regard to your tables on pages
16 and 18. This table en page 16, your column no. 2, goes on up
continuously, does it not?

Mr. PARKER. It goes up to 29.5 percent.
Senator GEORGE. Yes.

CIL
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Mr. PtKlm. Then you see you almost eat up the whole income,
70 percent of which you retain, plus the tax rate 29.5 percent, and
you have got 99.5 percent now.

Senator GEORGE. And the table on page 18, when you pass 50 per-
cent, your column no. 2 goes down, does it not I

Mr. PARKni. That goes down. It goes down because the more you
distribute the less you pay in tax. If you go down to the end you
distribute 100 percent and you have no tax.

Senator GEORGE. I am trying to keep to the tables. You say both
of those are to be used by corporations with an income of less than
$10,000?

Mr. PARKER. You can use either one of them and they will produce
the same result.

Senator GEORGE. They will produce the same results I
Mr. PAxrR. They will produce the same results. Of course, my

own personal opinion on that is that the dividend table is sufficient
without the other, because the dividend is the thing that is going
to be the question of fact. You cannot change it after you have
paid your dividend.

The CHAIRMAN. All right, Mr. Parker, proceed.
Mr. PARKER. Now, schedules II and IL-A are just exactly the

same, only you always use those if your net income is in excess of
$10,000.

The CHAIRMAN. In other words, the principle is the same?
Mr. PARKEJ. The principle is the same.
The CHMRMAN. The difference between schedules I and I-A and

II and 1I-A is that one is $10,000 and less and the other is $10,000
and more?

Mr. PARKFR. The rates are considerably different. In schedule I,
if you retain 10 percent your tax rate on the entire net income is only
1 percent. Under schedule II, if you retain 10 percent your tax
rate on the entire income is 4 percent. There is quite a difference
between 4 apd 1 percent, for the same amount retained. In the
same way, if you retain 20 percent under schedule I you only pay
3.5 per cent. If you retain 20 percent under schedule II, then you
pay 9 percent instead of 3.5. There is quite a difference in the two
rates.

Of course', that means that we have got to do something when we
come to the case of a corporation, for instance, that has $10,001 of
net income. It will not do to increase its tax from $100 to $400.
There ha'3 got to be a. transition, there has got to be a leveling off,
which is accomplished by schedule III which affects corporations
with a net income between $10,000 and 40,000. It does not always
affect the corporation between $10,000 and $40,000, but that is the
upper limit.

Senatior KING. Mr. Parker, the theory of this bill disregards the
invested capital?

M r. PARKER. That is correct. he bill has absolutely nothing to
du with invested capital.

Senator KINo. So the illustration which I gave yesterday of a
corporation of $1,000,000 and only earning 3 percent, and] another
corporation that had only $100,000 and it earned four or five times
as much as the $1,000,000 corporation--the $1,000,000 corporation
would have to pay the same tax?
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Senator. CouzF s, That is the law now.
Mr. PARKFM. Yes; the same as the, law now.
Senator KiNG. Yes.

. Mr. PARKE. Now, this transition between these two schedules is
accomplished by schedule III-that is on page 23. Before I go into
that, however, I would like to point out that the corporation has
the right to either compute its tax under schedule II or under
s(chedile III, whichever will produce the lesser tax. It will hal)pen,
with certain percentages of distribution, that you will pay less tax
under schedule II with a net income of $35,000 than you would
under the composite schedule III. So you are always entitled to
ihe one that will give you the least tax. But if you do use schedule
III, you start out. by computing the tax on the entire net income
under schedule I, aid then you compute the tax on the amount of
that net income in excess of $10,000, using the schedule I rates.
Then von ad(1 the two taxes together.

I think probably that the example in the report will explain that,
and until the members of the committee are thoroughly familiar
with the regular computation under schedule II we might leave that
for the present.
. Semiator KING. Mr. Parker, there is one question which is not per-
Ial)s relevant. Did you find anything in the revenue laws of any
country-from the most civilized to the least civilized-did you find
any system of comiputing taxes such as is involved in this bill?

Mr. PARKER. No, Senator. Nothing exactly similar.
Senator KiNo. You struck out into new ground, did you?
*Mr. PARKER. Well, undistributed-profits taxes have been imposed

by some countries. These taxes are not like that )rol)ose(d ill this
b1il, but they are based on a similar principle.

'lhe CHAIRMAN. What is the French system? Is the French sys-
temn based on the distribution of earnings?

Mr. PAIRKER. No. Norway has what we call a funds tax, or undis-
tributed-profits tax. Norway has this kind of a tax: It levies 8
percent on the entire net income, and then it levies another 8 percent
on that part of the net income that is not distributed in dividends. It
is just that simple proposition. Tihey take the entire net income and
levy 8 l)ercent on it, and then they take this part that is not dis-
tributed in dividends and levy 8 percent on that. So it is an undis-
tributed-profits tax.

The CHAIRIMIAN. How about France? Is there a different system
there?

Mr. PARKER. France taxes a corporation. They have a 12-percent
tax on the corporations, and then they make the corporation with-
hold on the stockholder, when they pay dividends. That withhold-
ing tax runs from 12 to 18 percent. 'hey get everything they can at
the source.

Senator GEORGE. Is that like the British system?
Mr. PARKER. No; the British system is still different. The Brit-

ish system just starts with the high rate, 221,4 percent. By the way,
I see'from the papers that the British are increasing their rate again.

Senator GEORGE. It has been as high as 27.5?

Mr. PARKER. Yes, Senator.
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Senator COUZENS. May I ask at this point-there is no considera-
tion in the countries you have been talking about, either Norway or
Great Britain, with respect to the capital invested, is there?

Mr. PARKER. I do not know of any country that now has a tax
based on capital invested; no, sir. If they have, I do not recall it.

Senator Couzixs. If you do not want to answer this, it is perfectly
all right; but is not an excess-profits tax a much fairer tax than
this tax having in mind the questions propounded by Senator King?

Mr. PARKE. I think that the excess-profits tax is a very fair tax,
if yotu can get it on a fair basis. The great trouble is the measure-
mient of the invested capital. I have never been able to find any
good method of measuring invested capital. For instance, take our
old excess-profits tax. Some people started a corloration in 1900,
and they put in $100,000, and they have kept their surplus. They
have not reorganized; they built up a surplus. Now, in 1936 they
have got $2,00,000 in that company, and the property has appre-
ciated, and the appreciation is not taken into account. It is true
the original people only put in $100,000, but they are out of the
9 icture now; somebody else has bought their stock and invested

12,000,000 in it.
Senator CouzF.s. Yes; I understand.
Mr. PARKER. It is difficult to work out.
Senator COUZENS. I recognize the difficulties, but over the years

has it not been pretty well established as to the aniount of invested
capital that they.have got in maing the income-tax returns, in their
capital-stock tax, and all that? Hasn't their invested capital been
fairly well established?

M1'. PARKER. Speaking frankly, I think you made a mistake in
1922 when you cut out the excess-profits tax. We went through all
the grief of determining that capital. If we did not need the money,
all right, but we could have kept 5 or 10 percent excess-profits tax
in order to continue the system. All this litigation went on, and we
finally got a basis for that invested capital, and you threw it out
of the window.

Senator CouzENs. You think we cannot return to that now?
Mr. PARKER. Well, you would have the same trouble. We haven't

kept it up. It is lost, to a great extent.
Senator CoUZENs. That is where you and I differ. I do not think

it is lost.
Mr. PARKER. Maybe you can go back to that period and start from

there?
Senator KING. I do not think that you, by this bill, are throwing

out of the window the experience that has been gained under the
existing law. There is scarcely a period, a comma, or a paragraph
in the existing law that has not been the subject of investigation and
adjudication by the officials of the Internal'Revenue Bureau, or by
the Board of 1ax A peals, or by the Federal court.

Mr. PARKER. Well, you are not throwing it all away, Senator.
We are introducing some new and striking things. Perhaps 90
percent of the bill is the existing law, under the same terms3. You
will note, going through here, that there is page after page of roman
type. That means it has not been changed. It. is only the matter
in italics that has been changed.

63884-pt. 1-86---6
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Senator KING. But the lifeblood in this bill-if I may use the
illustration-is in the system that you now explained with great
clarity to myself; that is the bill, is it not, your new system?

Mr. PARKER. As far as the corporations tax is concerned, it makes
a very radical change in our system of taxation, no doubt about
that. As far as individuals are concerned, I do not think there is
anything disturbing about that.

Senator KINo. It does not need a prophetic spirit, does it, to de-
termine that there will be a great deal of litigation and controversy
by the officials of the various departments and by those who have to
pay the tax?
.iM r. PARKER. Well, there are some provisions in here that un-
doubtedly will bring about litigation, but I do not think we need to
worry very much about litigation on this mathematical rule here.
I' do not see anything to litigate, about that, ,unless somebody . a
gbt some constitutional point.

As far as the interpretation of these tax rates, I do not see any
opportunity for any litigation in these pages that I have just been
going over now. I would not worry a bit about litigation, unless
vou want to raise some constitutional q uestion.. As to what this means, I think that is perfectly definite. I do not
believe that there is a hole in that so far. On the mathematical
com)utation in these schedules, I do not see a particle of possibility
for litigation on those l)articular methods of comnpitation.

Senator COUZEN.S. I think they are perfectly plain, but it still goes
I)ack to the question of the inequities resulting from the difference of
invested capital. I think I still have a strong viewpoint about that.

The CnMAI.CN A. All right, Mr. Parker; you may proceed.
Mr. P,%RKER. Now, on page 25, we come to some special provisions.

We have already discussed some of them. We will start with section
14. This is what we call the rule that takes care of the companies
that have a deficit. [Reading:]

If the accumulated earnings and profits of the corporation as of the close of
the taxable year (computed without dliminutitin by reason of the distribution
during the taxable year of earnings and profits, or by reason of the taxes
imposed by this title for the taxable year) are less than the adjusted net income,
the tax iiiposed by section 13 shall, in lieu of being computed under section 13,
be computed by adding:

(1) A tax of 221/. per centum of the excess of the adjusted net income over
such ace .iuilated earnings alnd profits; and

(2) A tax upon the remainder of the adjusted net income (less the tax under
par. (1)) computed under section 13 as If the adjusted net income were equal
to the aimount of such remainder so reduced.

• (b) TAX NOr TO Bz IN uasE.-This section shall not be applied in any case
in which such application would operate to increase the tax which would be
payable without its application.

Here is a corporation that has got a deficit. It is possible that
under State law it would even be prohibited from paying out a
dividend. Supposing that is the case; if it has a deficit, under State
law it cannot distribute anything. Of course, under the existing
law we tax them on the net income approximately 15 percent. Under
this bill we tax them 22.5 percent. That is the only difference. The
reason for coming up from 15 percent to 22.5 percent is because of
the average increase proposed on corporate incomes. We are getting
50 percent more on this system of taxation from corporate incomes,
so we are just raising that pro rata.
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Senator COUZENs. That is a pretty big jump, 50 percent, is it not?
Mr. PARKER. It. is a big jump.
Senator KING. Is that justified?
Mr. PARKER. Yes; I think so. You have got to have the money.

Perhaps you would rather do it another way. That, of course, is a
matter for the committee to decide.

The CHAIRMAN. Why did you arrive at 29d.5 percent, Mr. Parker?
Mr. PARKER. We expect to get about 50 percent more from cor-

porate earnings, either from the corporation or from the individual.
Under the new plan we expect to get 50 percent more.

The CHAIRMAN. You are not phrasing it on that, because if they
do not declare the dividends they will not pay the 22.5 percent.

M)r. PARKER. If they are in the situation where, in spite of this
deficit, they declare out their earnings in dividends, paragraph (b)
here takes that out. It. says [reading]:

This section shall not be applied In any case In which such application would
operate to increase the tax which would be payable without its application.

Senator CouzENS. What you fear in connection with some of these
cases is that in the case of a corl)oration whose (al)ital was impaired
the State will not permit a distribution?

Mr. PARKER. That is the law in many States.
Senator COUZENS. We (to not take any cognizance of that, only in

this particular paragraph that you just read.
Mr. PARKER. This does it perhaps indirectly. We lad a. lot of dis-

cussion as to whether to refer to the State law or not, but it is
just a terrific problem, administratively, to have our law apply dif-
ferently in every State, so we came down to the earnings and profits
rule, which means we will set up our own computation to see whether
they have a deficit or not. That may not exactly coinci(le with State
law, but it seems to come near enough to take care of the hard cases.

Senator LA FoixtrnrE. It comes very close to it?
Mr. PARKER. It COJCS very close to it. A similar 1 );'iso, .ec-

tion 15 [reading]:

CONTRACTS NOT TO PAY I)IVIDE'"CIS

If tinder a written contract executedi l)y the op:';iloration pi'ior to atrch 3,
1936, there is no form in which dividonld, equal to 1b,1 ;rlju-sted n(t iill'oio for
the taxable year may he ii.d dUritg the (lividenl yar ,vith, ut viol-itirg a
provision of such contract expressly dealing with th, Ipyinew ,4 divideinds, the
tax Inposed by section 13 sh-ill, In lieu of Ieing computed un'ler !1u*h section,
be computed by adding:

(1) A tax of 221/_- per centuin of the excess of the adjusted iiot inviW(-e ;ver
the amount which is not prohibited during the whole of the livlid(nd yea r from
being paid as dividends during the (lividend year; and

(2) A tax upon the remainder of the adjusted not income (1 .-,- tax unler
par. (1)) computed tinder section 13 ts Itf the adjusted net lIcoime were c(iumal
to the ianount of such remainder so reduced.

Senator' CouzEN.s. Is there any provision whereby a corporation is
required to set up at sinking fundl before it pays the dividend ?

Mr. PARKE.R. TIhere is no provision, unless that is done in terms of
dividends. If they have agreed not to pay their dividendfs--that is,
if they made a contract not to pay a dividend until the-ir surplus
is a certain amount-I suppose thaft would be all right; I mean it
would come under this rule, but this was not made prospective be-
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cause it was feared that it would present an opportunity for tax
avoidance. This only apl)Iies to contracts executed before March 3,
1936.

Senator COUZENS. What I had in mind was: Suppose a corpora-
tioii earned $100,000 and they had bonds outstanding which required
them to set up, say, $90,000 a year in the sinking fund to pay off the
bonds at inaturity, would any consideration be given to the fact that
they had to put $90,000 aside for the sinking fund?

Mr. PARKER. Not under this contract section; but that would collie
under the debt provision in section 16, which would take care of that.

Senator CouzENs. All right.
Mr. PAiniER. The contract section has the same provision as was

the case with the l~eficit section. This section shall not operate to
increase the tax.

The CHAIM-AN. Do you think this will have a tendency to cause
them to (ldesist fromn this contract system that they have?

Mr. IARKE. Yes; I believe it will. I believe they will not make
contracts not to pay dividends if they can get out of it. Many of
these existing contracts are with the R. F. C. or other loaning
agencies.

The CIAIRTm-t,. Even if they had a contract, this would tend to
abolish the contract proposition?

Mr. PARKER. Yes; I think probably it will, at least as to making
future contracts.

Now, section 16. Debts.
Mr. BEAMAN. Just a minute.
Mr. PARKER. Mr. Beaman points out that in the general discus-

sion on the bill there were practical ways mentioned in which a
corporation can avoid being caught by excessive taxes. For in-
stance, they might be in a situation where they were in great need
of their earnings for the current year. Now, they could declare the
dividend and issue along with it stock rights to the stockholders
who would put this money back into the corporation. That is not
tax avoidance. They simnl)ly pay the dividend out. The stockholder
has to take it up and pay his tax on it, but if he wants to buy the
additional stock, that is all right. That will work in a great many
cases if the credit standing of the corporation is good. Of course,
it will not always work in all cases where a corporation is in a very
shaky condition, the stockholders may not want to put their money
back' in the corporation again.

,Semator KING. You do not regard any provision of this bill as
interfering with obligations which have been agreed upon by the
debtor and creditor, under the terms of which no dividends shall be
declare(] until a certain amount has been set aside for a sinkin, fund?

Mr PARKER. If they have got a contrac' not :o pay divideiis, they
are taken care of.

Senator KING. I know many corporations where the corporation is
barred from issuing bonds. Those bonds have been bought by the
public. Those bonds contain the provision there shall be no divi-
dends until the sinking fund has been set up for the amortization of
the obligation.

Mr. PIRKER. They are not relieved from tax under the existing law,
but we do not assert the maximum tax. They do not have to pay
more than 22.5 percent. The maximum rate under the bill is 42.5
percent. So it is quite a protection to these corporations.
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Senator KINo. You can see if there isn't some protection to cor-
porations that are in need of money for expansion and legitimate
growth for development, they might find it difficult to obtain money
to carry on the business.

Mr. PRum . That is true. Now, this debt proposition is similar
to the others. We spent about an hour on it yesterday. Do you
think we can pass along?

The CHAIRMAN. Yes.
Mr. PARKEL. Section 17. I call your attention to page 29. It says

hero:
If In the case of a corporation more than one of sections 14, 15, and 16 are

applicable, the tax shall be computed under the one of such sections which will
produce the least tax.

That is, we do not give them all three of these reliefs at the same
time. They have to pick out one and use that.

Senator COUZENS. How far are you from the holding-company sec-
tion? Are you anywhere near that?

Mr. PARKER. Yes; we are going to pass along pretty rapidly now.
Page 33, paragraph (7):
Income exeinpt under treaty.-Income of any kind, to the extent required by

any tre;:ty obligation of the United States.
We have a tax treaty with France on double taxation, and there is

some thought that this bill might supersede the treaty, being of a
later date. That is about all there is to that.

Senator COUZENS. This takes care of that?
Mr. PARKER. This takes care of that.
The CHAIRMAN. Let me ask you, under this section (7), does the

treaty obligations include trade agreements?
Mr. PARKER. I will ask the lawyers. What do you think, Mr.

Beaman ?
Mr. BEAMAN. I do not know.
The CriAIUMAN. How about that, Mr. Oliphant?
Mr. OLIPTIANT. I would want to look into that.
The CHAIRMAN. I see. We will pass that up.
Mr. PARKER. On page 41 there is an important change to keep in

mind. It is accomplished by omitting one subsection of the existing
law.

The CHAIRMAN. What page is that?
Mr. PARKER. Page 41. You will note in line 19 this heading

"Dividends received by corporations", the type is stricken through.
It is just omitted from the existing law.

Senator KING. That is to say, that is the existing law, you haven't
changed the existing law?

Mr. PARKER. We changed it; we struck out the provision.
Senator LA FOLLETrE. You mean you abandoned the intercorpo-

rate dividend tax?
Mr. PARKER. No; we have done something more than that. We

have abandoned giving a deduction for dividends received by one
corporation from another. In other words, applied to the 1934 act,
this section allowed a corporation, in computing its net income, after
having put into its income dividends received from other corpora-
lions, to subtract those dividends out again. In other words, divi-
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dends from one corp oration to another were entirely exempt from
tax in -the hands of the receiving corporation. Now, in 1935 we
wanted to put a little tax on this, so instead of exempting 100lper-
cent of the dividends received we exempted 90 percent. That meant
that we will put a tax of 15 percent on 10 percent of the dividends.
It amounted to a tax of about 11/2 percent.

What was accomplished by striking out that language is that the
corporation receiving the dividend puts it in net income and it stays
there, there is no deduction at all. Of course, that is inherent in this
plan. That has to be done, because here is a subsidiary that makes a
million dollars and declares it all out to the parent that owns the
subsidiary; that means the subsidiary does not pay a penny of taxi
therefore we must make the parent corporation pay the tax, unless it
in turn distributes it to its stockholders. That is, this plan would
be completely defeated by not striking that language out.

Senator GEORGE. Now, Mr. Parker, in the case of one corporation
operating, say, 25 different businesses, the entire stock of that corpora-
tion being owned by the parent, and suppose that these 25 different
businesses pay profits into the first corporation, and it passes all that
profit or the adjusted net earning, whatever you call it, on to the
parent, and the parent also pays it all out, what would happen then?

Mr. PARKEI. There is no tax on the corporation at all. You have
to get the money from the shareholders. There is a special rule for
the holding companies. Do you mean in the case of the holding
companies

Senator GEORGE. Yes; where there is a holding company, but it
owns the entire stock in another company, that is, various operating
units.

Mr. PARKER. That is going to come up in section 27. We are
almost over to it.

Svinator COUZENs. Let us settle the question right now that Sena-
tor George raises.

Mr. PARKER. If we have a group of companies that are all oper-
ating companies, with just one holding company that gets its entire
net income from dividends, and they all declare out their profits to
the parent, and the parent, which.is a holding company, declares its
dividends out to its stockholders, there will be no tax.

Senator BLACK. Where is the provision that says there will be no
tax in that instance?

Mr. PARKER. That follows from the rate table. With a 100-percent
distribution of your earnings the rate becomes zero. Now, the pro-
vision on page 53 is the section I wish to call your attention to-
53, (j), intercorporate dividends.

If 80 per centum or more of the gross Income of the corporation Is derived
from dividends, then the dividend credit with respect to each dividend payment
shall be reduced to an amount equal to the sum of"

(1) The portion of such dividend payment paid to shareholders other than
corporations ;

(2) The portion of such dividend payment paid to corporations taxable under
sections 104, 105, 201-

And so forth.
Senator BLACK. These are banks, insurance companies, trade-act

corporations, and tax-exempt corporations.
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Mr. PARKER (reading):
(3) The portion of such dividend payment made to a corporate shareholder

owning less than 50 per centum of the class of stock with respect to which
the dividend is paid; and

(4) An amount of such dividend payment paid to other corporate share-
holders which hears the same ratio to the total dividend payment paid to them
as the part of the gross income not derived from dividends bears to the
entire gross income.

Now, this has been a pretty tough proposition. It was put in
to prevent tax avoidance by these corporate chains. -That is the
whole purpose of it.

Senator LA FOLLF1rE .,Explain how it works with an example.
Mr. PARKER. Assume first that this provision was not in this bill,

assume we have an operating company.. and then we have a chain,
nine holding companies, if you pleas, each one holding the other's
stock; now, there are two loopholes in such a case. One 'of them is
that the first company, the operating company, could retain 10 per-
cent of its profit and declare 90. percent out to the second company.
The second company could retain 10 percent of that and declare 80
percent to the next company, and so on. By the time you get to
the parent, and before the money got into the hands of the stock-
holder, you would have that group retaining pretty near all of their
profit. They would be paying a very low rate of tax. It would be
4 percent, because the rate on the 10-percent detention is 4 percent.
Now, really they retain practically the whole of it, and we ought to
get 42.5 percent. That is one serious loophole. ,

Another loophole occurs through the possibility of postponing the
payment of the tax. One corporation would wait until after the
close of the taxable year and declare out its profits in dividends.
Now, we allow a little period after the close of the year for them to
declare out those dividends, and the first corporation would get the
dividend credit in 1936, the second corporation would pick it up in
income in 1937, and the third corporation would pick it up in income
in 1938, and it would be 10 years before we could get our tax on those
dividends.

Senator COUZENS. Do you discern any difference between the decla-
ration of a dividend and the payment of a dividend?

Mr. PARKER. Oh, yes. This bill here is constructed on the propo-
sition of dividend paid.

Senator COUZENS. Not on declared?
Mr. PARKER. That is correct.
Senator BLACK. Will you explain how this would make it impos-

sible, if it does make it impossible, to accomplish just what you said?
Mr. PARKER. I think I can show this better by just a very small

diagram on the blackboard.
(Mr. Parker drew the following diagram:)
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I Senator KiNG. While you are doing that, Mr. Parker, please indi-
cate a case where there is just one holding company and there are
eight or nine independent corporations, but the holding company owns
the stock of each of those corporations, and those smaller corpora-
tions turn over all of their earnings to the parent corporation. Now
who would pay the tax and what would be the basis of taxation there i

Mr. BE.MAN. That is not involved in this part that we are dis-
*cussing, Senator.

Senator COUZENS. Would you mind if we would get the first ques-
tion answered?

Senator KINGo. That is a holding company.
Mr. PARKER. Now, assume you have an operating company, com-

pany A [illustrating on diagram], and 100 percent of its stock is
owned by company B. This provision does not have any effect
on any corporation unless 80 percent or more of its gross income
is derived from dividends, which obviously applies just to holding
companies. This company B holds 100 percent of company A,
and we will assume that 100 percent of its income comes from
dividends. Now, there is a limitation put on this company in respect
to what amount will be allowed as a dividend credit; and you remem-
ber, of course, that the tax rate depends on the amount of dividend
credit the corporation can get. The dividend credit of this company
is going to be restricted if, as under paragraph (3), there is any comi-
pany which owns more than 50 percent of its capital stock. Suppose
company C does own 51 percent of the stock of company B; then
company B's credit will not include the dividend paid to company C,
and the dividend credit that company B gets will be made up in this
case of 49 percent of its dividends paid.

That is what goes to individuals; what goes to tax-exempt corpo-
rations, banks, and so forth, and corporations owning less than 50
percent of its stock.

Now. of course that is pretty severe provision, because if this
ownership here was 100 percent then corporation B would get no
dividend credit at all, and in spite of declaring all its dividends out
to company C it would have to pay 421/2 percent tax.

Mr. BE;AMAN. In other words, it pays 42 percent whether it
keeps it all or whether it distributes it.

Senator BLACK. Suppose it gets 75 percent of its gross income
from dividends?

Mr. PARKER. Then it is out. It does not apply. It does not apply
to any corporation where only 75 percent of its gross income came
from dividends.

Senator BLACK. What would happen with reference to it? What
would be the taxing situation with reference to it?

Mr. PARKER. They would get credit for any dividends paid out,
just the same as any other corporation.

Senator BLACK. Would it have to pay any tax on dividends which
it received from the other corporations?

Mr. PARKER. It would have to pay a tax on them if it did not, in
turn, distribute it out. If it retained them, it would have to pay a
tax. If it distributed all its earnings out including the dividend
received from the other corporation, it would not have to pay a tax.
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The CHAmmAx. So the joker is that these fellows cannot evade
the law?

Mr. PAiEZ. It must be admitted that this is a very strict rule.
Senator COUZENS. Is there any reason why it should not be?
Mr. PARKER. Of course, if you just have one holding company,

one parent, it is all right. It will be hard only where you have got
a chain of holding companies.

Senator Couzr is. It will probably force some of these fellows
to change their capital structure so they do not become so com-
plicated.

Senator GEORGE. IS this built on anything permitting them to
wipe out these holding companies-liquidate them?

Mr. PARKE. We put a provision in the 1935 act. I do not know
whether it is a perfectly satisfactory provision. Under section 11(
of the 1935 act we allowed one corporation to liquidate another
corporation. It did not affect the individual at all; it just affected
the corporation.

Senator GEORG. It did not affect the individual holdings?
Mr. PARKER. That is right. We have put something in this law

that I believe is a good thing, which allows personal holding com-
panies and other corporations to be liquidated, and it affects the indi-
vidual. We adopted a new rule in 1934 which provided that when
a corporation was liquidating, the stockholder computed a gain on
what he received in excess of what he paid for his stock, and while
that was a gain in the nature of a capital gain, he had to put 100
percent of that gain in income. The result has been just the same
as when we put the full tax on capital gains-to just put an embargo
on those transactions. People will not liquidate and pay 75 per-
cent. They will liquidate and pay 30 or 35 percent tax. We have
gone back to the old rule now, and if you liquidate it is proposed
in this bill that you take up that income just the same as any other
capital gain.

The CHAIRMAN. Would that rule apply to this situation: The
State of Pennsylvania, for instance, recently passed a law to abolish
toll bridges. There are a great number of toll bridges. A good many
have been asking large surpluses. They have got to liquidate; they
have got to get out of business. They will be caught pretty heavily,
with all these dividends that they have declared. Has that been
brought to your attention?

Mr. PArK.ER. No; but I had a great deal of correspondence for-
warded to me from Senators and Congressmen on this particular
point.

Senator LA FoL wr. The corporation would not be caught if it
paid out the dividends.

Mr. PARKER. I should think this provision as to liquidation would
help the stockholders of these bridge companies. These companies
want to liquidate. I presume the bridges are already sold to the
State.

The CHAIRMAN. Yes.
Mr. PARKR. They can liquidate and stockholders can pay the

capital gains tax. That is, if they held the stock for over 10 years,
instead of paying the tax on 100 percent of the gain, they only pay
on 30 percent of the gain. I should think that would take care of
it-that is, to an extent. We want to get a reasonable tax.
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The CuAnMi. Have you anything else on this point now?
Mr. PARKER. I was on page 41. Now, on page 46, there is another

case where we have omitted a section from the existing law which
is very important, and this is the main change which the bill makes
in connection with taxing the individual.

Senator LA FoiLjL'rL What are you referring to now, Mr. Parker?
Mr. PARKER. The language that has been stricken through on page

46. That change is what brings the dividends received by the indi-
vidual under the normal tax. You see, we strike out the credit against
the normal tax for dividends received, so, of course, when we strike
out the credit against normal tax, that means they are taxed at 4
percent.

Senator Couzmws. That is also retroactive to January 1?
Mr. PARKER. Yes, Senator.
The CHAIRMAN. That is the one that affects largely the banks and

insurance companies?
Mr. PARKER. It affects banks and insurance companies. They made

no exception as to them.
Senator CouzzNs. That is only the stockholders, not the banks or

insurance companies themselves?
Mr. PARKER. No; just the stockholders. There was considerable

argument on that point on the theory that the corporation had to
pay the flat rate of tax on income, and dividends should be exempt,
but the House did not do that.

Mr. BEAMAN. Senator, I do not want that to remain in the record
without being corrected. In one sense it is retroactive to January 1.
It is not retroactive to January 1 in the case of a man whose fiscal
year does not begin until after January 1. In other words, this new
bill does not apply until his taxable year begins.

Senator CouzENs. I understand, but I am talking about the indi-
vidual, and most of the individuals are on a calendar-year basis.

Mr. BEAMAN. By and large, that is correct, subject to that quali-
fication.

Senator CouzENs. Yes.
Mr. PARKER. Now, on page 50 there are some definitions which

are important in connection with the general plan.
(a) Definftion of "dividend Vear."-The term "dividend year" when used in

this title with reference to a corporation means the period beginning on the
fifteenth day of the third month after the day before the beginning of the
taxable year (whether the taxable year is a period of 12 months or a shorter
period) and ending on the fourteenth day of the thirdmonth after the close
of the taxable year.

This language, of course, is to take care of the taxable year.
whether it begins on the 1st of January or whenever it begins.

Senator KING. You are addressing yourself now to all the provi-
sions of section 27?

Mr. PARKER. Under this subdivision (a).
Senator KING. All right.
Mr. PARKER. The dividend year in the case of a calendar-year

return will begin on March 15V
The CNAMMAN. Let me interrupt before we get into that.
(Short interruption.)
The CHAIRMAN. All right, Mr. Parker, you may proceed.
Mr. PARKER. All there is to this dividend year definition is this:
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For the first year, 1936, assuming a calendar-year basis, the period
-from January 1 to December 31 is your taxable year.

Now, the dividend year corresponding with that, and the year
that is used in the computation of your dividend credit, will extend
from March 15, 1936, to March 14, 1937. That is on the theory
that in the first few months of the year you are declaring out the
profits of the preceding year, so that your dividend year begins
2 months and 15 days after the beginning of your taxable year and
it closes 2 months and 14 days after the close of the taxable year.

The CHAIRMAN. In making my return from March 15, if I have
got some dividends, and so forth, on the 1st of March, I would not
include that in that year?

Mr. PARKER. This is not a question of when you receive them; this
is a question of paying out dividends. You are a corporation, and
you arep saying them out.

The CHAIRMAN. I see.
Senator CouzENs. In other words, does this indicate some advantage

or disadvantage to the corporation?
Mr. PARKER. It was supposed to be some advantage to them to

allow them to complete their accounts at the end of the taxable
year and then to declare out dividends in light of the facts.

The CHAIRMAN. It is convenient for them.
.Mr. PARKER. On account of the fact that the tax depended on the

dividends we give them 2 months and 15 days in which to figure out
how much in dividends they want to pay; in other words, figure out
the tax, because the tax is going to be dependent on the amount of
dividends paid.

Senator COUZENs. All right.
Mr. PARKER. Now-

DIIDEND CREDIT IN GENERAL

For the purpose of this title the dividend credit shall be the amount of divi.

dends paid during the dividend year corresponding to the taxable year.

That is, on dividends paid; it is not on dividends declared. Senator,
you asked about that point. It is on dividends paid.

The CHAIRMAN. Now take paragraph (c).
Mr. PARKER. Paragraph (c) is a very important provision; and

while it gives some relief to the corporation, I do not think it affects
the revenue. It may, in effect, increase the revenue, or at least sta-
"bilize it.

DIVIDEND CARRY-OVER

In computing the dividend credit for any taxable year, if the dividends paid
-during the dividend year are less than the adjusted net income, there shall
be allowed as part of the dividend credit, and in the following order:

and I will not read further.
We allow the excess of the amount of dividends in the 2 preceding

years over the adjusted net income for those years to be carried
forward and applied to the current year. For instance, supposing
in 1936 the corporation's adjusted net income was $100,000, but the
corporation paid out in the dividend year $120,000, without this
section (c) that excess would be lost as a dividend credit, and the
-corporation paid out $20,000 more than was necessary to escape
.the tax, and there was no tax. So this would provide, if in 1937
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the corporation makes $100,000, it can declare $80,000 out in divi-
dends in that year, and it can use this $20,000 excess that it had in
the preceding year and pay no tax.

That will be very helpful in allowing the corporations to main-.
tain a standard dividend policy, because if you are going to take.
away that credit from them they will not declare out dividends until
they are certain that they have net income, and they might even dis-.
continue quarterly dividends, because it is not every company that
knows, just. because it makes some income during the first quarter of
the year. that it is going to make income throughout the year. In
that case they would not dare to make the quarterly dividends. The
tendency would be toward making annual dividends, after the close
of the taxable year, which would also delay the receipt of income
by individuals and hurt the Government from a revenue standpoint.
Their dividend carry-over is limited to 2 years, and they have to be
taken off in a certain order as provided in this section.

Now, on page 51:
DIVIDENDS IN KIND

If a dividend is paid in property other than money (including stock of the
corporation if held by the corporation as an investment) the dividend credit
with respect thereto shall be the adjusted basis of the property in the hands of
the corporation at the thie of the payment, or the fair market value of the
property at the time of the payment, whichever is the lower.

The CHAIRMAN. How are you going to obtain the fair market
value?

Mr. PARKER. Well, we have to determine that anyway, because if
there is a dividend in kind paid, the stockholder always picks that
up in his income at the fair market value.

The CHAIRMAN. Who passes on that? The Commissioner?
Mr. PARKER. Well, the taxpayer puts down the amount and the

Commis-ioner of course checks it, to determine it.
The CHAIRMAN. lie has to approve it?
Mr. PARKER. Yes, Senator.
Senator CouzENs. Let me ask you as to that language in brackets

there "(including stock of the corporation if held by the corpora,
tion as an investment)", do you mean if it holds its own corporate
stock?

Mr. PARKER. Yes, sir; that probably will not be very usual, the ap-
plication of that provision, but we found some cases where it ap-
peared that the corporation bought its own stock on the market ani
did not retire that stock, it held it, and it may distribute it as a
dividend in kind.

Senator Couzziws. Supposing it is divided as stock of another cop.
poration, which would not be in kind, should not that language in.
.lude that also?

Mr. PARKER. The word "property" certainly includes everything
else, and the courts might even construe it to include its own stock,
but because of the fact that when we are dealing with the stock of
the corporation itself there might be some doubt on that point, as to
whether that would be included. There is no doubt about including
the stock of any other corporation which it held and distributed.

Senator BLACK. What do you mean by "adjusted basis"?
Mr. PARKER. That is our ordinary income-tax language, "adjusted

basiF of the property." It has adjusted its book value down to date,
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Senator BLACAK. In other words, that means book value?
Mr. PARmm. Practically that, if the books are kept in accordance

with the income-tax rules, you adjust it down. Supposing this thing
was an automobile truck, supposing you paid $5,000 for it, every year
you have got $500 depreciation; you are now distributing dividend in
kihd. You take off the depreciation that has been charged up on
your books sinca the beginning.

The CHAIRMAN. We will recess until 10 o'clock in the morning.
(Whereupon, at the hour of 11: 55 a. m., a recess was taken until

10 a. m. of the following day, Saturday, Apr. 25, 1936.)
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SATURDAY, APRIL 25, 1936

UNrrw STATES SENATE,
ComiT'ER ow FINANCEC,

Washington, D. C.
The committee met in executive session, pursuant to adjournment

at 10 a. in., Senate Finance Committee room, Senate Office Building,
Senator Pat Harrison presiding.

Present: Senators Harrison (chairman), King, George, Barkley,
Connally, Byrd, Lonergan, Gerry, Couzens, and La Follette.

Also present: Guy T. Helvering, Commissioner of Internal Rev-,
enue, Treasury Department; Herman Oliphant, General Counsel for
the Treasury Department; Arthur H. Kent, Acting Chief Counsel,
Bureau of Internal Revenue; George C. Haas, Director of Research
and Statistics, Treasury Department; A. S. McLeod, statistician,
treasury Department; C. E. Turney, Assistant General Counsel for
the Treasury Department; L. H. Parker, Chief of Staff, Joint Com-
mittee on Internal Revenue Taxation, and members of his staff;
Middleton Beaman, Legislative Counsel, House of Representatives.

The CHAIRMAN. All right, Mr. Helvering. Mr. Parker was on
the stand when we adjourned yesterday. What is your pleasure
about proceeding with this explanation?

Mr. IHELvE N(O. I thought you might possibly want to finish the
explanation.

The CHAIRMAN. Yes; I think so. All right, Mr. Parker, where
did vou leave offI

Mr. PARMM I think we just finished the debt proposition.
Senator GERRY. What page is that, Mr. Parker?
The CHAIRMAN. You were on page 53, were you not?
Mr. PARKER. That is right.
The CHAIRMAN. You were talking about intercorporate dividends,

as I recollect.
Senator GEORGE. Mr. Parker, where a corporation under a pre-

vious contract, a contract made prior to a certain date, has agreed
not to declare dividends, does it give some relief to the corporation
which, under the law, cannot pay out while it has an impairment in
the stock I

Mr. PARxF. That is correct, Senator. That is taken care of at
page 25, at the bottom of the page, where it says, "Contracts not to
pay dividends." It does not mean that they are not taxed, but they
are relieved from paying the maximum rate on account of failure to
distribute dividends.

Senator GEORGE. That is true where, under the State law, they
cannot pay out also?
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Mr. PARKER. That is taken care of, not by using that term, but
by giving them relief in case they have a deficit. The application
of the State law generally depends on whether or not they have a
deficit.

Senator GEORGE. Oh, yes; of course they must have a deficit.
Senator GERRY. I was not here during all of yesterday's hearing.

Page 25. Mr. Parker, does that cover all the relation to the State-
law requirements?

Mr. PAK KE. Page 25, section 14, at the top of the page. is the one
that takes care of the deficit. When they have no earnings and
profits accumulated in the past, you see, then they caui come under
the flat 22.5-percent rate.

Senator GERRY. Yes: but at the bottom of the page there is the
question of contract. That is the matter that Senator George just
referred to.

Mr. Pua=. This takes care of it. except we use the income-tax
riles in cni,)uting that deficit, and tile States might recognize cer-
tain other rules.

Senator GERRY. That is just what I have in mind. I haven't looked
into the laws of my own State--I do not know enough about it-but
I under.saild that certain States have their own requirements in re-
gard to what is to be charged up as a deficit, and you are liable to
have a conflict between the Federal law in this case and the State
law, and the corporation would be between the devil and the deep
sea, because it would not know what it would have to pay out in
order to conform with both statutes.

Mr. PARKER. That is quite possible, and I can give you an example
(if it. I do not think you will want to remedy it. f~or instance, we
went through a period after 1921 of a lot of stock dividends. Now,
when vou distribute stock dividends as an accounting matter you are
very likely, under some State laws, to dissipate the , For
instance, a company in 1925 might have had capital stock of $.1,O00,-
000 and $1,000,000 surplus, and they declare a $1,000.000 stock divi-
dend. Now. they have got no surplus, and when they run into a d,.-
presion undoubtedlv their books show a: deficit. Now. we do not
take into account, for incone-tax )urposes, that stock dividend. For
income-tax purposes we say they have got capital stock of $1.000,000,
and they have still got the $1.000,000 surplus, because you recall.
Senator, we cannot tax the stock dividends. I do not think just
because the corporation has been so unwise as to issue a lot of paper
and overcapitalize they ought to be taken care of. I do not believe
we can afford to do anything about that.

Senator Gzaiy. I was not worried about the question of stock divi-
dends.

Mr. PARKER. That is a very important question.
Senator GERRY. That is an important question, but I was just

wondering if there were not certain State statutes in regard to that,.
and what they would pay out where they are forbidden, under certain

State statutes, to do that. Is there not a conflict right there?
Mr. PARKER. I think Mr. Kent can answer that better than-I can.

He made some study of it. He had a report from the Bureau on
the State statutes.

Mr. KEAT. We had a survey made of the State statutes with
respect to this matter. We would be glad to provide the members.
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of the committee with a COpy of that. I believe it is in the House
hearings. We will be glad to give you copies of that studI. to show
you just what the situation un(er the vari,,s State laws is.

State laws ordinarilv forbid! the direc('i'. to declare a divi(i'nd to
the shareholders where there is a delicit (ir i, waiiii' in th(, capital
of the corporation. But. you will jw,,bal, v find somiie (iitrCennccs in
the interpretation of the statutes in ,iiflf'r,,ii- States.

Senator (;.Rr. If the directors disobey that, they are per.-oiallv
liable :

Mr. KENT. That is sometimes true, Seniato.
Senator (ERRY. There vo1 have the sit latio)n whwre they declaro

the dividend they would have a personaIi lialilitv. and the ',.-,,Ilt
would be that in those States they w,,ld 1,1)t hecare the divilenil,
they wouildi pay whatever the exira tax was. and vo, would have
tile case of the Federal (overnilunt coercing tile State gov,rn,,te.
on how the v( l)rpoations iii that State should e rn.

Mr. KENT. I believe that section 14 of [ihe hill as drawn will take
care of the meritorious cases.

Senate (ERRY. )oes that comie later (,i e 1 (1() not want to bring
it utp) if it ('ines later on.

.1fr. KENT. That is in Section 14 that we ,discuissed yesterday. "th
section on page 25. That section is aimed to take care of anv 'a.-,
where tie (livilenld could not be declared, becau.-, there is a real
deficit, a real impairment of tit, capital of the t' ,rorat ion. but
there may be some cases where there is what you might call a paper
deficit . or a paper imlairment. which would not he taken care of by
this section. but. as Mr. Parker said, it is very doubtful whether it
would be wise to make any provisions for such cases. because such
paper deficits can be readily taken care of in other ways.

In the case Mr. Parker has stated. if they have unwisely increased
their paper capitalization by reason of stock dividends in the pau.
they can easily take care of the situation by writing d(own their paper
capitalization as much as is necessary.

Senator CouzENs. In other words, they ('ain. by arrangement with
their States, reduce the capital to l)rotect themselves?

Mr. KENT. That is right, Senator.
Senator GERRY. Of course, I do not. know the particullar case. The

thing I was getting into was whether we have got a conflict between
the Federal statute and the State statute whereby you are really
coercing the State to ,irolp legislation because the Federal Govern-
mnent wants it in a certain way. and tile State may not want it. We
are interfering with State rights.

Mr. KExT. Of course there is a great lack of uniformity in the
State statutes with regard to this matter. Some States are of course
notoriously loose in their corporations laws, and other are much more
strict.

Senator GERRY. Of course, that is up to the States.
Mr. KENT. I do believe. Senator. that section 14 will take care of

all the meritoriouis cases where there has been real impairment of the
corporation's capital by reason of business adversity and operating
lo.ses.

Senator Gmriny. Well. now. you have a memorandum on this sub-
ject. you say, or the Treasury fias?

Mr. KENT. Yes. sir.
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Senator GMRY. I do not want to take up the time of the committee
if they have been over it. I would like to see the memorandum and
later. Mr. Chairman, possibly I might want to ask some more ques-
tions in regard to that.

Mr. BE.. The Wnys and Means Committee, in their considera-
tion of this matter, started out with the same idea you had in mind,
namely. they approached the thing from the standpoint of granting
relief wherever the State law prohibited the payments of dividends,
but they found out, in the first place, along the line that Mr. Kent
said, that this method gives reliefin practically all the cases where it
seemed right and jut that i-elief should be granted, and, secondly,
they ,mnfronted tihe' .ituation that the corporations would inimedi-
ately go over to thcir State legislatures to rig up their laws so the
corporation woill unot pay any taxes, and practically turn over to
the State the rights (if the Ft:,heral Government in an income tax.
If vou leave it to, the State. any" tim(e the State law prohibits the
laniynent of dividends, it siniply leaves it up to the States, and the
corporations the,, will fix Ul) their laws so they will not pay the
income tax. That is a very serious danger that you run into. I
think if you lo(k into this vo will find this gives relief in cases
where you think relief -Iould be given.

Svjator (ijwv. Ihis is all covered in the ineiiorandui ?
.MIr. BEAM.%N. The onlv iijueoranduni that I have ever seen on

tie one Mr. Kent refers to is simlv a summary of what the State
laws are.

Mr. Krar.. That is right.
Senator Griny. That is a rather difficult thing to delve into hastily,

unless you have got something nlwe til that, accor-iing to the state-
ment that Mr. Beaman made.

Mr. KENT. I will IN -1ld to I)rvide Von col)i(s of it. and, if youdte- irv, SUplehmtejital iKO-niati( nl.

Senator Gtamy. Can Mr. IWainan give ine the memorandum in the
House hearin'r. I io not wa;lit to hold up the conmmiittee.

Mr. KENT. I think I was lrobably mistakeni when I sa.id it went
into the record of the formal hearings. I believe that it was pre-
sented to the subcommittee during the preliminar-y discussions of
the matter.

Senator Gjuur. Mr. kaian, have you got any memorandum on
this. or any reference on this?

Mr. BiE.rA,. No; not a thing ini the world, Senator.
Senator GrMRY. You were speaking of the House hearings.
Mr. BELAINMAN. I did not say the House hearings, I said the dis-

cussion in the executive session of the committee. The way I look
at it. the way the Ways and Means Committee looked at it, there is
no memorandum of any use. When the State law prohibits the pay-
inent of dividends it is obvious, without any memorandum, a
moment's reflection will show, that it leaves it up'to the State to pass
any kind of law it wants to to )r(hibit the l)ayimment o)f dividends.
under any kind of circumstances.

Senator Gmty. Unless the State statute now existing prohibits it.
Of course, that would obviate the future.

Mr. BEAMAN. Even then the same thing would apply. If some
States. in their anxiety to attract corporations. made some foolish
laws, the question is whether we should let that interfere with the
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proper collection of Federal revenue. It will just take a minute to
study this rule. It seems essentially fair. You see, tile starting point
of it is that in order to get the dividend credit the dividends dis-
tributed must be taxable. If it is a dividend that is not taxable to
the shareholders, the corporation gets no credit. In order to be a
taxable dividend under the income-tax law. it must be a distribution
of earnings and profits. If the corporation has earnings and profits,
tie distribution may be taxable. 'T'herefore, if the net income of the
corporation for the year is greater than the accumulated earnings
and profits at the end of the year. obviously they cannot distribute
an amount equal to the whole net income as a taxable dividend. If
their net income is $100 for the year and the accumulated profits at
the end of the year are $80, it is obvious they cannot distribute more
than $80 of that as a taxable dividend. The other $20, even if they
distributee the $20, would not be a taxable dividend; they would not
gret any credit for it. Therefore this law says that the amount by
which their income for the year exceeds the accumulated earnings
Wid profits, for that much they can get the lower rate.

Senator (GRnr. Does not that go into tile question of what the
requirements are in regard to the accummilation of profits. and what
is allowed to be charged off and what the general practice of tile
State is? I am not taking an extreme case, but where you have
got the usual practice. Are your bookkeeping requirements, for
example. in the Treasuiy the sane as in most of the States?

Mr. PARKR. Well, tht State laws are verv loosely drawn, they are
just in general terms. The State does not try to enforce the laws
actively unless some of the minority stockholders make a kick about
it. That is, in a great majority of the States the State does not go
out and examine the books of'the corporation to see whether they
had declared a dividend or had a deficit or not. If the stockholders
start a suit or something, then the State comes in.

Senator Gsi-Y. I do not want to hold up the committee. Mr. Chair-
man. I will just talk with Mr. Parker about that.

The Cu AlnAN. All right, Mr. Parker.
Mr. PARKxER. We were on page 51.
Senator ING. Mr. ParkeK:. I should be glad to have the experts

here to prepare a statement based upon the obtaining of a billion
dollars' additional revenue, a billion dollars of revenue from income
taxes and from corporate taxes, such as you expect to get revenue
from. or taxes under your bill. I would like to increase it to a billion
dollars and then obtain that billion dollars from lowering the exemp-
tions and increasing the income tax, particularly in the brackets
from $10,000 to $50.000, and then on up, and then, of course, the
corporate taxes, perhaps 1 percent on each one. from 121/2 up to 15,
and see what the result would be under that schedule, or that plan,
with the statistics which you have, using the basis which you have
for computing the revenue to be derived under this bill as the basis
for the computations, to raise a billion dollars.

Mr. Commissioner, I would like to have the experts prepare a
statement along that line.

Mr. PAaRKa. If I understand you, Senator, you mean an entirely
new plan, not this plan f

Senator KINo. Not this plan at all.
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Mr. PARam. For a billion dollars instead of approximately $800,-
000,000?

Senator KING. Increasing the present income from the corporate
tax, to raise a billion dollars.

Mr. PA RKER. We would have to get that into shape.
Senator KING. Do that please. I may offer that as a substitute.

Mr. Chairman, in the committee.
The CHAIRMAN. Your idea now is to merely get the picture?
Snator Kix-. Oil, sure.

le CH.uRMAN. All right. Mr. Parker, you may proceed.
Mr. P.ARKE. Page 51, line 19, subparagraph (e), dividends in

Obligations of the corporation.
If at dividend is paid in obligations of the crporration, the amount of th.

(Jividenii (re(iit with respect thervto shall We the fact value of the obligations,
or their fair market value at the time of the payment, whichever Is the lower.
If the fair market value is lowi-r than the face value, then when the obliga-
in ik redetmd by the coriratio, tia.' xeess of the :amotunt for which re-

dt.ieed over the fair market value at the time of the dividend payment (to the
extent not alnowable as a detduction in computing net income for any taxable
year) shall be treated ats a dividend paid in the dividend year in which the re-
demption tK.-curs.

That simply mneanis if a corol)Orlation makes a dividend l)aynent in
bon(s or interest-l)eariig -ript, or what not. that such payment will
I, considered a divi(lenl. That lays down the rule of taking tile
.re, li. either the face value, or the fair market value. whichever is

lower.
The se (oIl lvar. of the section gives the rile where you take the

fair njarket vaiue and thent when it i:s re(eenled you pay more than
yoii h-e I),ell allowed as a lividlend credit. youi get that excess
aminoint in the year in which it is redeemed.

That. pamticilar form of dividends may be used to a considerable
extent if this bill passes. because if the corporation desires to keep
their earnings for some important purI)se they would be able to
lower their tax by distributing these bonds, but of cmrse the stoc-k-
holder would have to take those up in his income just the same as if
he had received cash. So that the Government doe.s not lose any-
thing )y that method.

Pagre 52. paragraph (f), taxable stock dividends.
Senator KiNG. Just before you leave that. see if I understand it.

Under that plan the aggregate amount (f tax would he paid whether
it is paid in stock dividetmis or in cash. tile (Governmnt would get
Ol~e sZame 1111olint?

Mr. P.%RKFR. Yes: the (wovernnent would get practically the saini
aniou:nt. Of coUrse. whether vou are dealing with the face value or
tile fair market value, the stockholder would take it tip at the lair
market value.

Senator KiN,. At the time of the declaration of the dividend?
Mr. PARKER. At the time of payment of the dividend. For

in-tance. )ere i; a corporation ti at makes $1(KU.N ,4: it needs that
nioney to pUt up a new plant; instead of giving a cash dividend to
the stockholders it might give the stockholders notes for a year, in-
terest-l)earing notes. No)w, the corporation woluhl he entitled to use
these notes as a dividend credit at their fair market value. If they
bore no interest, probably the fair market value would be 94. or
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something like that, and the stockholder would take it up at 94 and
pay a tax on it. Then when the corporation redeeiled it they would
get the other $6 as the dividend credit when they redeeined it. and
the stockholder, if lie got more than the value which he had reported
,in his return, he would have to report $6 additional on his return.

Senator GERRY. In other words, that would apply to notes, bonds,
and stocks, anything of that sort?

Senator KINo. Any obligation.
Mr. PARKER. Any obligation. It would not apply to stock. The

stock proposition is taken care of hereinafter.
In case of a stock dividend or stock right which is a taxable dividend in the

hands of shareholders under section 15 (f), the dividend credit with respect
thereto shall be the fair market value of the stock or the stock right at the
time of the payment.

It appears from a recent case that there are certain kinds of
stock dividends that can be taxed, and others that cannot. We are
still prohibited, under Eisner v. McConber from taxing a straight
stockk (livi(lend. where you have common stock and issue two shares
for one prorated among all the stockholders. You cannot tax that.
But one of the court decisions leads us to the conclusion that if ou
pav a stock dividend on common stock in another class of stock,
ike preferred, you might be able to tax it, and there is a provision in

here later which says in so many words that all stock dividends are
taxable to the extent that it is possible tinder the sixteenth amend-
iuent to tile Constitution. So that the bill attempts to tax every
stock dividend it can. Of course, it cannot tax what we might
designate as a true stock dividend.

Senator BARKLEY. One difference between (f) and (e) is that one
taxes bonds and the other is simply a stock dividend. In that case
the fair market value is the measure instead of the face value, which-
ever is the lower.

Mr. PARKER. That is true, because the stock having no definite
time of re(emiption is a different proposition, andi of course, there
Jii,_ht be no par stock, so the be.t thing to do is just take the fair
market value in that case.

Senator CorzENs. In other words, when the stock dividends are
issued, if the corporation takes no credit for them, then they would
not be taxed.

Mr. BEAMAN. It works just the other way. If it is taxable to the
stockholder. the corporation gets the credit. If it is not taxable to
the stockholder, the corporation does not get the credit.

Senator COUZENS. I understand. When the corporation makes its
report it takes credit for these stock dividends.

Mr. BEAMAN. If they are taxable to the stockholder.
Senator Couzra's. Then, of course, they are taxable to the stock-

holders, are they not?
Mr. BEAMAN. Not necessarily. That is a matter of law. The cor-

loration gets the credit only if the dividend is, as a matter of law,
taxable to the stockholder.

Senator CoCzss. So in that event there could be no evasion by
the issuance of a stock dividend.

Mr. BEAMAN. That is right.
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Mr. PARKER. Page 52, subsection (g), Distributions in Liquida-
tion [reading]:

In the case of amounts distributed in liquidation the part of such distribution
which is properly chargeable to the earnings or profits accumulated after
February 28, 1913, shall, for the purposes of computing the dividend credit
set( thio, be treated as a taxable dividend paid.

In other words, if the corporation liquidates a total amount of
$100, and $50 represents capital and $50 represents earnings and
profits, the dividend credit is $50.

Senator GERRY. How do you compute your capital in that case?
You say February 28, 1913.

Senator COUZENs. 'hat is wheen the sixtec'iith aniendment be-
came effective.

Mr. PARKER. The day before.
Mr. KE.N;T. This provision would not create any new difficulties.
Senator GERRY. What I have in mind is, where a corporation. for

example, was liquidated, how would the capital in that case be
computed?

Senator CoUzENS. Would not that be a matter of record in tile
Internal Revenue Bureau?

Senator GERRY. No; it is a question, I should say, of interpreta-
tion of this section.

Mr. PAnm. We have to go way back to the beginning. In all
these sections you find numerous references to earnings and profits.
The determination of earnings and profits of course is an accounting
proposition. The earnings and profits account may be built up
from the time of the organization of tlie company. It, is not an easy
task to compute this account, but it has been done all through th'e
war period, and it is generally done now.

Senator GmRY. What I am trying to get at is what your rate of
tax would be. For example, supposing the corporation had made
a valuation of the capital and it was a certain amount less, accord-
ing to the appraisers, in February 1913. than it was when it was
liquidated, then they pay a tax on the increased amount; is that it?
They pay a tax on the capital?

Mr. PARKER. They would not pay a tax on the capital, they would
pay a tax on the appreciation, if it is worth more.

senator GE RY. But they pay a tax on the capital.
Mr. BFAm.. N. You are going at this from the wrong angle. The

general rule iii computing the dividend credit is that you are only
allowed credit for dividends paid which are taxable io the stock.
holders. Now, in the case of liquidation the amount received by
the stockholder in liquidation is not taxable as dividend; it i's
taxable as capital gain. If the stockholder paid $100 for the stock
(and the basis has not been adjusted. it still remains $100) he gets
something in liquidation of that stock, lie does not take that whole
amount subject to normal and(l surtax. He compares what he gets
for $100. If he gets $110 for his $100 stock, that $10 is capital
gain; that is all he is taxed on.

This section is giving the cor;.oration something that it would not
get. if vou took out this subsection, because you are giving them as
dividend credit a certain portion of the amount distributed in liqui.
dation, although it is not taxable dividend to the stockholder. So
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you are giving them something they would not get if you took this
out.

Now, it seems apparent you do not want to give them a dividend
credit for something that is not out of earnings, at least the part of
tile distribution which is not out of earnings and profits. To the
extent that the distribution is out. of earnings and profits, they can
take it as a dividend credit even though it is not taxable dividend.
In other words, it is giving them a favor.

The question you asked as to how they determine what is capital
g ain and what is earnings and profits, that is an old question that has
been floating around in the Bureau and the courts for a good many
years, and will probably continue to do so.

Senator GERRY. Now, that goes under your capital gain and
profits?

Mr. BEAMAN. Personally, I do not know how they do it. I know
they do it and have done it. That is not anything new. The thing
I want to emphasize is this thing is a boon to the corporations, to give
them something in order to be fair to them.

Senator KINo. So that I will understand it, I will give a concrete
example. Take a corporation organized say, in 1920 or 1924, the
stockholders each paid in $100 and they had a corporation of $100,-
000; in all these years since its organization no dividends have been
paid. Some years there were profits, but they were plowed back into
the concern to make it a going concern. In the meantime, in some
years, in lean years, they had to levy an assessment, as many corpora-
tions did, upon their stockholders. Now they liquidate. How are
you going to determine the value of the stock, based upon the fact
that in all those years not a cent of dividend has been distributed
and assessments in considerable sums have been levied upon the stock-
holders, how are you going to determine whether it has losses or
gains?

Mr. BEAMAN. That hasn't anything to do with this particular thing
here. The question you asked is what is the tax to the stockholder

Senator KING. We are talking about distribution and liquidation.
Mr. BFAAN. All you are talking about here, Senator, is the divi-

(len( credit to the corporation. This does not affect in any way
the tax paid by the stockholder. I will be glad to go into the ques-
tion, but it has no bearing here.

Senator KIrNG. It would seem to mime to be germane to the question
of distribution and liquidation.

Mr. BE.AMAX. This simply means that it deals with what is
credited to the corporation. not what is the tax on the shareholder.

Senator KIiO. We will come to that a little later. Then I would
like to find out how you would treat that.

Senator GEORGE. Mr. Parker. would this be giving the corporation
full credit in each instance? Has some of the accumulated surplus
already borne a tax?

Mr. PARKER. It will be giving it full credit under the new plan.
They are getting full credit for the dividend paid.

Senator GEOR(. In some instances has it not already borne a tax?
Mr. PARKER. Oh, yes. Of course, when they get the credit upon

complete liquidation, they never would pay a tax really. Under
complete liquidation under this bill everything has gone out, every-
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thing the corporation earned. If they really make it a complete
liquidation and not a partial liquidation and pay everything out
they could not pay any tax under this bill.

Senator GEORGE. You give them credit only for the original invest-
ment?

Mr. PARKER. We give them credit for the earnings and profits, and
that is all they need, because the distribution of capital would not
bring about any tax. You see, they might have some earnings and
profits during the year. They might have had a capital at the
beginning of the year of $100, and they make $100 during the year;
that $100 would be income, would be subject to taxation, and it would
be taxed if we did not give them this dividend credit. Now we liqui-
date at the end of the year and distribute the whole $200. The cor-
poration does not pay any tax, but it would if we (lid not give it this
dividend credit, because it had earnings and profits of $100, and it
needs that dividend credit. That is the thing that takes it out of
the tax.

Senator GEORGE. This simply affects the corporation here?
Mr. PARKER. That is all, only the corporation.
Senator GEORGE. It does not affect the taxpayer at all?
Mr. PARKER. That is right. The taxpayers, the stockholders, may

all be in different situations. On a liquidation it is impossible to
have an entirely consistent rule. You may pay $50 for your stock,
and Senator Harrison may pay $150 for his stock, and you both may
get $100. Of course, one has got a profit and the other a loss. We
cannot follow the earnings and profits of the corportion through to
the books of the stockholder, because every stockholder's situation
may be different, on liquidation.

The CHAIRMAN.. All right, Mr. Parker, you may proceed.
M1r. PARKER (reading):
Preferential dividends : No dividend credit shall be allowed with respect to any

distribution unless the distribution is pro rata, equal in amount, and with no
preference to any share of stock as compared with other shares of the same
class, and each of the shareholders of that class, who are subject to taxation
under this title for the period In which the disturbance Is nmde, receives a
taxable dividend as a result of this distribution.

Now, we were informed that, in some States at least, it is pos-
sible for a corporation to make a dividend that is not prorated, and
this is to stop a possible loophole. For instance, if we had two or
three rich men in the corporation that were up in the 75-percent
bracket, of course, they would rather have the money stay in the
corporation and pay even the high mte of 42.5 percent, but they have
some small stockholders, and the few big stockholders-will say:

We will waive our dividend. We will pay a dividend to the small stock-
holders and we will get that dividend credit. They will not have to pay much
tax. We will walt for our dividend a couple of years.

That will upset the whole plan, it will make a loophole there.
(i) Nontaxable Distributions: If any part of a distribution (including stock

dividends ad stock rights) is not a taxable dividend in the hands of such of the
shareholders as are subject to taxaton under this title for the period In which
the distribution Is made, no dividend credit shall be allowed with respect to
such part.

That is what Mr. Beaman touched on. If there is a distribution
made and it is not a taxable dividend in the hands of the share-
holders, then the corporation does not get the dividend credit.
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Senator CouzENs. That is the part that Mr. Beaman explained
which was reverse to the position I took a while ago.

Mr. PARKER. That is right.
Senator GEORGE. So it may get a credit, so far as its distribution to

A, B, C, and D is concerned, and it may be denied to F, G, H, and I.
Is that what it is?

Mr. PARKER. No; that will not generally occur.
Senator GEORGE. I am thinking, though, in the case of the admin-

istration of it.
Mr. PARKEJ. It does not mean it is taxed, it means it is subject

to taxation.
Senator GEoR(E. I understand.
Mr. PARKER. For instance, the corporation would still get its

credit, even though the dividend would be paid to a charitable
organization that was exempt from tax, or it would get its credit if it
pai(I it to a mau whose btisiiess losses exceeded this dividend and
he would pay no tax, but the corporation wouhl still get its credit.
Of course, it' woull be iinpossible for the corporation to go to each
shareholder and find out whether or not they were taxable. This
simply means subject to taxation, it does not mean the shareholder
has to pay us a tax.

Senator BARKLEY. In other words, if the corporation makes a
distribution to its shareholders upon which the shareholder does not
have to pay a tax, then the corporation will pay the tax, because it
gets no dividend credit for that, is that correct?

Mr. PARIUR. I think You could misunderstand it the way you
stated it. It is a question of whether the dividend is subject to
taxation.

Senator BARKLEXY. Yes.
M-. PARKER. That is different from paying an actual tax.
Senator BARKLEY. It may be subject to taxation, but the situation

of the individual may exempt it.
Mr. PARKER. Yes.
Senator BARKLEY. If it is a taxable distribution the corporation

gets the credit?
Mr. PARKER. If it is a taxable distribution the corporation gets

the credit.
Senator BARKLEY. If it is not a taxable distribution, whether it is

actually taxed or not, they get no credit?
Senator GERRY. I do not think I got that clearly, Mr. Parker.
Mr. KENT. I was thinking of this case: Suppose a corporation

makes a dividend, a part of which is in cash and the balance of
which is, under Eisner v. McComber, a stock dividend ? That might
happen. They might declare a dividend to their common-share
holders of $50 in cash and one share of common stock for each three
shares of common stock that the shareholders already held. Now,
uider this section, since the $50 dividend is generically a taxable
dividend in the hands of the shareholders, they would get credit for
that, but since the stock is, wider Eisner v. Mc6omnber, not a taxable
dividend to the shareholders, they would not get any credit for that.

Senator BYRD. Mr. Parker, then a stock dividend is not taxable
in the hands of the shareholder?
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Mr. PARKER. Not a true stock dividend.
Senator BYRD. I would like to understand clearly what kind of a

stock dividend is taxable to the shareholder.
Mr. PARKER. It is only a special kind of stock dividend that we

think is taxable to the shareholder, that is, where you get a stock
dividend, say, on common stock and get paid in preferred stock, or
another class of stock, or where the dividend is not prorated, or some-
thing like that.

Senator BYRD. Suppose a corporation has $100,000 surplus, that
is a book surplus, an(l they issue a stock dividend equally to the
present stockholders, the common-stock holders of common stock, is
that taxable?

Mr. lAfRf.R That is not taxable. We cannot reach it. The Su-
preme Court decided that.

Senator Co..LLY. If they pay that out in cash you would reach
it?

Mr. PARKER. We would reach it.
Senator LA FOLLEW'rE. Or if they paid it in preferred stock, as I

understand it, under some of the recent decisions, that may be tax-
able. You have attempted in this bill to reach them?

Mr. PAIIKEC. We have attempted in this bill to reach them as far
as we can; yes. Of course, that is not a loophole under this plan,
because if they pay out one of these stock dividends that is not
taxable to the shareholder they do not get. any dividend credit.
They make $100,000 during the year and they pay out $100,000 in
stock dividend. We do not consider that as a dividend. We tax the
$100,000 at 42.5 percent.

Senator BYRD. That would be no relief to the corporation.
Senator CONNALLY. Of course, the stockholder would not pay it.
Mr. PARKER. No: he would not pay it.
Senator GEOROE. In other words, if it is not taxable to the stock-

holder the corporation gets no credit. for it.
Mr. PARKER. It gets no credit for it.
Senator BAmILEY. In other words, this is in harmony with the old

plan, this part of the bill, to tax these earnings in the hands of the
corporation if they are not taxed in the hands of the distributee?

Mr. PARKER. That is right. On page 53, subsection (j). I have
already described that. That is where we have a chain of holding
companies that is just a special provision to prevent tax avoidance.

The CHAIRMAN. All right.
Senator BARKLEY. What was it you said about (j)? I was inter-

rupted.
Mr. PARKER. I explained that the other day. It was to restrict

the dividend credit in case of chain holding companies.
Senator BARKLEY. Yes; I see.
The CHAIRMAN. That was necessary because of the change in the

philosophy of this corporate tax?
Mr. PARKER. That is right.
Senator GEORGE. I do not know as I understand that at all, but

I do not think it will be necessary to go into it now.
Senator BARELEY. Maybe it would be better to have him explain

it again.
The CHAIRMAN. All right. Explain it briefly again, Mr. Parker;

exl)lain that intercorporate dividend.
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Mr. PARKER. We were afraid of two things in connection with
these chains of holding companies. One was that each corporation,
going up the line, might keep 10 percent, and if you had 10 corpo-
rations, of course, they would either pay a 1-percent or 4-percent
tax, according to the size of their net income. They would keep
practically all their earnings in this group of companies. By re-
taining a very small part in each member of the chain the tax would
be very substantially reduced.

Senator GEORGE. I understand that part of the problem.
Mr. PARKEI. Yesterday I showed exactly what was done about

this.
Senator GEORGE. Yes. If the dividends received by the subsidi-

aries were all paid to the parent corporation and the parent corpo-
ration in turn paid out all of those dividends, would it be entitled
to full credit?

Mr. PARKER. Not if there were more than one holding company.
This is a very severe l)iOVision 11(d you 11doulbtedly want to give it a
lot of thought.

Senator GEORoR. It does not seem to me that we are taking into
consideration a vital fact.

Mr. PARKER. It should be kept in mind that we have got to have
more than one holding company. We have got to have two, we
have got to have a chain. If we have got one holding company
andl an operating company, that is all right.

Senator GEORGE. Then they get full credit?
Mr. PARKER. Then they get full credit.
Senator G RFO,. If everything is paid out.
M1r. PARKER. If you have an intermediate holding company then

that intermediate holding company gets no credit for the dividends
it pays to the holding company which owns all the stock.

Senator GEOROE. That is what I asked yesterday. That is built on
the theory that all the holding companies have some insidious or sin-
ister purpose in their formation. We have got in this country a large
number of holding companies that represent nothing in the world but
the normal expansion of a growing business. For instance, a corpora-
tion starts out and acquires other corporations directly in its line,
and it goes on; we have got two or three holding companies, and yet
where the dividends are passed back from the sub to the first and on
to the second, the intermediate company gets the full credit where
they are all distributed, completely distributed, where there is a
complete distribution.

Mr. PARKER. This particular provision was put in at the last min-
uite in the House. It is too strict in some cases and then again it does
not close the loophole. I think there will be several suggestions
made later on on this particular point.

Senator GEoRoE. I just want to see that I understand is opera-
tions. I think I do now.

Senator KINo. Take a case like this: I do not quite apprehend it-
I have in mind a banking situation. During the depression a numn-
ber of banks in a certain area were very weak, two or three of them
were on the eve of failure; there was one very strong bank that had
great credit, and it was importuned to take over these other organi-
zations, take them under its wing; that bank organized a sort of
a holding company and then issued stock to the owners of the small,
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weak banks, where some of them were on the eve of failure, and the
big bank had ample funds and ample capital to protect them. Now,
those banks that were so protected were resuscitated and going con-
cerns, but a large part of the stock, the majority of the stocI was
held by the holding company, which, in turn, was controlled by the
big bank. Now, how would you tax those small corporations and
that holding company, and then the big bank that extended the
credit?

Here is a big bank organizing a holding company; here are six
or seven or a dozen small banks; this big bank's credit was the basis
of the holding company and was the basis of the security and the
protection of these small arms that projected out from the holding
company.

All'. PARKER. And the big bh'ik owns more than 50 percent of the
stock of the holding company?

Senator KING. Yes; but the holding company issued stock, it
bought bank aid and took control; that is, it got control of every
stock in banks A, B, C, and D, so that the holding company really
controlled all of the banks, but the big bank held the control of theholing company.Mi. PAmnE. Well, if 80 percent of the income of that holding
company comes from dividends. they are going to be caught in this
case.

The CHAMIA-N. Well, you experts will give further consideration
to this proposition.

Mr. PAuRKER. We were not satisfied with that proposition.
Senator LA FOLL'I"'E. As I understand, Mr. Parker, this does take

care of the holding companies in the first degree?
Mr. PARKER. Yes; if you have only got one holding company there

is no trouble, except in a case like he mentions.
Senator KiNG. Where other companies are superimposed, one on

top of another, this provision will reach them?
Mr. PARKER. Yes; where the holding company is in a chain be-

tween parent and subsidiary.
Senator Kno. But they do continue as a functioning company.
Mr. PaKER. Yes, Senator.
Mr. BEAMAN. I am just thinking out loud here. I think you are

wrong. The holding company gets the full credit.
Mi'. PARKER. The bank owns more than 50 percent of the stock.
Mr. BEMAN. The holding company pays dividends to the bank.

Under section 104 they get credit for all dividends paid the bank.
Mr. PARKER. Oh, yes; that is right, it is a bank. If it had not

been a bank my answer would then have been right. I was thinking
of the general case.

Senator GERRY. Is not that just the exception, that it is a bank?
You put a bank in a separate provision. There is a weakness in the
section there.

Mr. BEAMAN. That is the trouble. That is what was intended to
be done. It is just that situation that creates the loophole. That is
the trouble. This is one of the things Senator Harrison asked about,
whether we would give it further consideration. We certainly will.
We will give it further consideration. Ever since the President's
message came down we have been considering it, and have not found
the solution yet. It is one of the situations where you cannot plug
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a loophole without being rough. That is the thing. You will never
find a solution to plug up the loophole just enough to stop the bad
man and not enough to stop the good man.

The CHAI MAN. You may proceed, Mr. Parker.
Mr. PARKEa. Now on page 78, section 102, surtax on corporations

improperly accumulating surplus. That is old 220 that we had in
the law, then it was changed over to 104, and in this bill it is 102.
When the subcommittee made its report to the House Ways and
Means Committee they recommended taking out this section, as well
as section 351, which is the one dealing with personal holding com-
panies, which I am sure you remember.

The CHAIRMAN. That is the present law?
Mr. PARKFR. The subcommittee of the Ways and Means recom-

mended taking both sections out for the very obvious reason that
this plan is so designed as to put a heavy tax on a corporation if it
aectimulates, and both of those sections are designed, especially 102
to take care of the case where the corporations accumulate beyond
the reasonable needs of their business.

The CHAIRMAN. Would the tax that we are supposed to put in
this bill be higher than the old law with reference to these holding
companies on accumulated surplus?

Mr. PARKER. No; it would not be quite as high, but it would be
42.5 percent. In the old law it was the normal rate of 15 percent.
Then there were two bracketed rates of 25 and 35, respectively. So
the rate would be from 40 to 50 percent under the old law. It is
very nearly as much.

Senator GrEoRoE. Mr. Parker, why did you keep this in?
Mr. PARKER. We kept it in just for certain classes of corporations.

The general class of corporation does not come under section 102.
We do not have to bother with them any more, on account of the
nature of the general plan. lut there are sonie corporations that
take a flat rate, therefore we kept section 102 for those. For instance,
"This section shall apply only to banks", which take the flat rate of
15 percent; "insurance companies", which take the flat rate of 15
percent; "foreign corporations", which take the flat rate; "corpora-
tions organized tinder the China Trade Act, corporations entitled to
the benefits of section 251"-that is, corporations where 80 percent
of their business is in the possessions of the United States; "and (6)
personal holding companies as (lefine(d in subsection (b)."

Now, I think it is obvious as to why we kept it. for the banks, in-
surance companies, and foreign corporations. Of course, it is not
very likely that this section is going to be very effective as to the
banks because they, can always show the need of accumulating sur-
plus, providing it is a legitimate banking business. If it is a fake
bank, then it may do some good, but it will not hit legitimate busi-
hess. And the same way with an insurance company; unless it is
more or less a faked insurance company and the main part of
its business is in investments for the benefit of a few of its steck-
holders.

Now, we also put in there the l)ersoi.ial holding company. That
is the one where 80 percent of the gross income comes froni royalties,dividends, interests, rents, annuities, and capital gains, and 50 per-

cent in value of its stock, or more, is owned, directly or indirectly,
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by not more than five individuals, certain close relationships count-
inio as one individual.

Il'he CHAIRM~AN. That does not c'iiu,_e miuich from the )resent,
([(),s it ?

Mr. PARKER. rhe definition is the ()Id (lefinition. with one ih-
l)ortalt. exception. that is that the word &'rents" has been added.
I think Senator Couzens will remnenibtr that.

Senator COUZENS. Yes. That is a very (iificult situation. it seems
tt, )e. with respect to the holding of thies.e big office buildings, or
51li(' as that, and I think that is ()le ()f tlie ques,,tion.s that was raised
(11iin1g the Colisid('rat iol of tihis ulnatter ill the first int ance.

mr. l).llKER. tWl1a(ord "I'rV'i1" does not a ))ear in section 351.
StIlator COUZENs. Did we t ike it out for it sjecitic reason.
Mi. I)ARKER. Yes. Section 351 has (e radical difference front this

secti()n. Section 351 operates under certain facts, there is no ques-
tio)n of proving any pUrl)ose to evade taxes. Now. this is like ol
section 220 and like I)resent 10"2. The Government, in order to imi-
pose thisi surtax, has got to prove a purpose to evade siir-ax. We
thought, or rather the. Ways an l Means Conlnuittee thought, that if
a real-estate coiaany could prove a legitimate need of its earnings
in business, that is all that is necessary; it is out. But if it accumu-
lates it when it does not need it, then it is not out.

Senator COUZENS. What is the yardstick required t( l)rove that it
is not ani atteml)t to evade?

The CHAIRMAN. What is the language there in this bill on that?
Where (10 you find that, about this proof ?

Mr. PARKER. It is over on page 80, line 17:
Ther, slmll be levied, collected, amd paid for each taxabI~le year under the

net income of every corporation specified in subsection (a) if such corporation,
however created or organized, is formed or availed of for the purpose of pre-
venting tlhe imposition of the surtax upon its shareholders or the shareholders
of any other corporationi, through the medium of v)erinitting gains ain(l profits
to accumulate instead of being divided or distributed.

The CHAIRMAN. That is the present law?
Mr. PARKER. Yes; that is the present law. Well, that is retained.

That is the yardstick.
Senator CONNALLY. Mr. Parker. is it not very liffictl, though, for

the Government to prove that? ' ( c t

Mr. PARKER. It is very difficult. If the Corporation can show a
reasonable need for money it is out, that is all.

Senator CoNNALLY. It is almost impossible to prove the motive of
a man or a concern when they (10 a thing of that kind, you have got
to prove that they did it for that purpose.

Mr. PARKER. It is easier in the case of a pur' personal holding
company that simply has a lot of stocks and bonds down in the
safety-delpsit box. It is not iil 1)possible to catch them in that case.

Senator CONNALLY. No; it is not impossible.
The CHAIRMAN. Has the Treasury found any such cases and

proved any such cases?
Senator' CouzENs. Very few.
Mr. BEAMAN. l ay I say this, gentlemen" I think this is one addi-

tional advantage tlat w do not have under the present law. If
you find one of these incorporated companies is making a substantial
income and you find it is not distributing the income and paying a
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tax of 42.5 percent, and you find in addition a number of the prin-
cipal stockholders are gentlemen who fall into the 55. 60, and 70 per-
cent surtax brackets, there isn't going to be much tro')uble in proving
the purpose. Of course, if that tax has been availed of for the pur-
pose of evading the surtax why in the world would they cheerfully
sit there and pay 42.5 percent unless it was for just such a purpose?
I mean, you have got that element here.

Mr. K&-T. I might say our difficulties um er section 102 in the pa-st
have been due largely to the fact that in most of the cases in which
tile section was involved it is very hard to convince the Board of
Tax Appeals that there are not some legitimate bwmsiiness reaso., for
retaining a substantial portion of the earnings and surplus,. We
have in tile last couple or years met with a considerable degree of suc-
cess in one line of cases. We collected several million dollars of reve-nue in cases of this type, where large accumulations were made out of
earnings, and then tie corporation would turn around an1d make
what purported to be loans out of it, surplus to large stockholders of
lie corporation who occupy a (loililant io.sition in its affairs.

i would anticipate that in time case of these personal holding coim-
panies we would meet with a very high degree of success. because we
have at least a prima-facie presumption in our favor timder the
statute, and I think it would be extremely difficult for personal hold-
ing companies to show a sufficient reason for the accumulation to
overcome the presumption. So I believe it will be reasonably effec-
tive with respect to companies that are now covered by section 351.

The ('HAmANfAx. That is where they are loaning their '-tr)lues -o
their own stockholders?

Mr. KENT. Yes, sir; and where the corporations are of the personal
holding type.

Senator GERRY. Has that section been changed from the existing
law?

Mr. PARKER. The existing law refers to every corporation except
the personal holding company. It affects every corporation except
the personal holding company.

Senaor (;EmuY. It just affects the holding companies. does it not?
31'. PARKER. There is no holding company referred to. These

other corporations pay a flat-rate tax.
Senator GERRY. It refers to benefits in section 251. What does that

mea n ?
iM'. PAmIKEu. Those corporations doing business in the possessions

of the United States, like I'verto Rico. if they (1o 80 percent of their
business there, they come under this classification.

Selnator GEmY. Otherwise the statute is good, with those excep-
tions?

Mr. PRKE:N:. It has been difficult to meas,ure, but I think it has(lone more good than what you can ieally figure by way of money.

The joint subcommittee male an investigation and report on it in
1.927. At that time the Treasury had only collected $75,000 from it.
Two years later they collected $6,000,000 under section 102, not
usually in the courts, but often by coinproinise, and a couple of years
after that the collections increased to $11,000,000. There have been
substantial sums collected, but the greater part of the income comes
in a way that we cannot measure. The corporations, finding that
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the Treasur" is enforcing that section, declare more dividends, and
of course we get additional taxes from stockholders, but we cannot
measure that.

The CHAIRMAN. What is the next proposition ?
Senator ('vzENs. Just before you conclude that, Mr. Parker, do

you think the inclusion of -'rents"' in there does not affect an honest.
1n1 legitiiatp operating building company that relies solely oua

rents?
Mr. PARKER. What dispisition do they make of the rents What

do they use the rents for, Senator?
Senator COuzENs. 1 do not know. We went through that before.

MV recollection i.- not exactly clear as to why we took the vord
b'rents" out. I reniemner they made a pretty good case, sufficient

any way to permit then to take, it oit.
Mr. PARKER. If you have a real-estate company that owns a nmn-

her of apartment houses and they get thes-e rents, and they use those
rents in developing their prolprty. or developing other property such
as building streets, making replacements, tearing down old houses.
building new ones. -where the capital was used. I do not think this
se.ti ,t wouliI ate't blit-i at all, but if they take those rents and
hold them in connmon stocks and bonds, it would affect them. If
they kept the nmney and used it in the real-estate business I do
not see any lxsibility that the Commissioner would be able to get
t11xe under thil, .-ection.

Mr. BEAM[AN. You do collect the 42.5 percent.
Senator (G'1,:.rNs. That is the protection that the (Government

has that it did not have before?
Mr. BEAMAN. Yes.
Tle .'uAIRIN N. IV' there all?" (olveA1t4i1 rai-ed before the Ways

an(d Means ('oninottce on this "6rets proposition by the real-estate
poileo .

XIr. IPARKIR. No, sir: tlhe did not know about it at the time of the
hearings. At the time of the hearings the siuconmuniittee report, on
which the hearings were held, as I pointed out in the beginning,
reconnended the eliuimation of section 102. If it was not for the
fact that our sur-tax rates went to 75 percent and we could eliminate
this personal holding company there would not be any need of it.
Our surtax rates were a little too high to allow the differential to
exist between 42.5 percent and the surtax rates.

Senator CovzE.s. In other words, if it ran up to 75 percent they
would rather sit by and pay the 42.5 percent and let the re.t
accumulate?

Mr. PAIRKE. That is right.
The CIIAIRMAN. What is the difference between this bill and the

old law in respect to the banks and insurance companies?
Mr. PARKE. As far as the banks are concerned, they are treated

just the same as in the old law, except they pay a flat rate of 15
percent, instead oi the graduated corporation tax, graduated from
12.5 to 15 that was iinposed last year.

The CHAIMAN-. What is that
Mr. PARKER. You will remember that last vear the Revenue Act

of 1935 imposed a graduated corporation tax, graduated from 12.5
to 15 percent. All of the net income over 140,000 took the 15-percent
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rate. So, practically speaking, except for taking away that gradua-
tion, the banks are treated just the same as they were before. The
stockholders, though, do have to pay their normal tax on the bank
dividends, just the same as anybody else. So the stockholders are
affected to the extent of 4 percent more on the dividends.

Senator Gmonm. Mr. Parker, did you do anything in this act to
make it easier for the personal holding companies to dissolve I

Mr. PAMMrz. Yes, Senator.
Senator GzoaoL What is that ?
Mr. PuAii . We did something on that. We changed the rule on

liquidation.
Senator GEoRGY. Where they received the property in liquidation?
Mr. Pmm The stockholder is taxed on the gain, but instead of

being taxed on 100 percent of the gain he is entitled to use the
bracketed rates of section 117, the capital-gain-and-loss section. For
instance, if the stockholder held his stock for over 10 years, he only
takes account in his income of 80 percent of the gain that he realized;
and that encourages, I think, to a sufficient extent, the liquidation of
these holding companies. I think it will bring in more money,
because they will not liquidate if the tax is so high that they have
to pay on 100 percent of the gain. They just will not liquidate.
But if they can include 30 percent of the gain, or perhaps 60, if
they haven't held it that long time, I think that is a sufficient
encouragement. That is all the Governnient can afford. It must
have some tax.

Senator GEoail. I have in mind where the holding company has
completely liquidated.
Mr. PAIRKM. We only give them that right where there is a com-

plete liquidation. iot where there is a partial liquidation.
Senator GERAGE. Do you treat them there as you would a subsidiary

corporation ?
Mr. PARKIa. Of course, this provision just affects the stockholders,

so the stockholders can liquidate the corporation. What we did
last year in the Revenue Act of 1935 was to permit one corporation to
liquidate a subsidiary. That section did not rell, e the individual
at all, but it permitted corporations in certain cases to simplify their
corporate arrangenerts by dissolving some of the subsidiaries.

Smator Gmoaor. And we permitted them to dissolve tax-free did
we not?

Mr. PAKi. Yes, Senator.
Senator GwouW But we did not permit the personal holding com-

pall? to dissolve tax-free.
MIr,. PAR I do not think we can do that. Senator. That would

be too much. Those gains have been accumulated; they have only
been taxed either 15 percent or not at all where the income haa
come from dividends from other corporations. Certainl on liqui-
'lation, if we do not get the tax, then we will never get it, because the
man will just hold that stock until he dies.

The CHAiRMAN. Was there much liquidation under the last pro-
vision that you mentioned in the 1935 act?

Mr. Pa . I could not state as to that. We heard a good many
complaints, that they are unable to comply with that provision for
one reason or another.
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The CHAIRMAN. Then it did not do much good.
Mr. PARKER. I think it took care of the worst ca-.es. I think it

did some good: yes.The CHAIR1AN. All right, Mr. Parker, proceed.
Senator (GoR_.. I do not want to go back again. but I do wait to

ask you oiie other que.stiml, to se'e what you are thinking F about it.
Going back to the blackboard illustration that yom inade on that
question, di(l you d, aINtlintr with tiat to get the.'e ilternediate
holdir/ commies to dlb.-,lvef

Mr. ARKU. I think, in some ca("es at least. they call ue tle sanue
provision that we put in the Revenue Act of 1935.

Senator Gww.r. Can they do that in all case ,
Mr. PARKER. I do not imagine they can.
Senator GEa;E. I would not think so. It looks like we are going

to impose a very harsh remedy on a type of corporation that occu-
pies a particular imsition. We ought to make it easy for them to
get out of the situation. Of course we want revenue, but then we do
distinguish in our levies in the character of the corporate organiza-
tion, and it strike. me we ought to give some consideration to those
corporations that are going to find that they are .-,terly dealt with.
We should uiiake it at least advantageous for themi to li.-olve. to get
out of the picture as So(oll as possible.

Mr. PARuinJ. I think the first thing i- to see what 'ain be done with
that provision that we have already c'ritivized, section 27 (j), but
we will have to work mn that first. Po:,sibly it will be di.,carded alto-
gether, if we ean find some other means of closing the hphlh.

Senator LONERGAN. Mr. Parker, do I understand that the tax on
life-insurance coin panies will be 15 percent?

Mr. lPA.RK. Fifteen percent on all insurance companies .
The CHaMMAN. I asked you a question alout that. I askei you

about insurance companies and banks and you told ine that the'in-
surance company is the same as the batk proposition.

Mr. PAtIMz. The insurance company is the same thing. 15 per-
cent.

The CHAIRMAx. The sane as the bank proposition t
Mr. PARKER That is right.
The CHAIMAN. That is life insurance that you are talking about .
Mr. PAIKER. All insurance companies. The next thing we are

o0,nuing to on page Ni is banl.
The CHAIRMAN. Did they deal with the question of the difference

between mutual fire-insurance companies and the other insurance
conl)anies over in the House?

Mr. PARKER. Well, that law ha,, been left the same as it is now.
Of course a great many of the mutual insurance companies are tax-
exempt under section 101. In the wcond place, those mutual insur-
axice companies that do not qualify for complete exemption get a
very liberal treatmuet ill the method of com)uting their net income.

Tfhe (HAIRMAN. It has been brought to mv attention that these
mutual insurance somuita~iie. solue ()f theiim.'have grown so large
that they are competing absolutely with the others, being tax free.

Mr. PARKIER. I do not d ubt that that is so. The Bureau has had
no successs in gtti~g I v ax froil those insurace coiulmalie-.
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The ('IIAIRMA. Have you given any thought to that prolm)sition.
Mr. PARKER. Yes. The Bureau had a menmorandun on that. I

think Mr. Lusk had a memorandum on that.
Mr. K2NT. The princi pl difficulty with certain of these mutual-

insurance companies is this: To the'extent that a tnutual-insurance
company uses all the premiums which it receives either for the pur-
pose of covering Iosses or of making refunds, that is what it amounts
to, to the lpolicyholders of a l)ortion of the premiums which they
have previosly paid in. there isn't any real tax problem )reselte(l,
but there is a considerable group) of these conipailie. which 1 have
accumulated large surpluses. The figure that I have in mind runs
around $20otSJ.(A)) at the present time, 10hich is invested in securi-
ties of various sorts. and on which a substantial income is being
received. Now, under the law as it stands at the present lime, we
simply have not beTui able to get at that time, and I think that is
the weakness ; in the re.,lit structure. That really needs to be
taken care of. There is an income there uipon which the governmentt
is entitled to some revenue. anuI I think the proper approach would
be to find some method of getting some revenue out of that sort of
income.

Mr. PARKERI. You are not referring. Mr. Kent, to life-insurance
companies at all, you are referring to mutual-insurance companies
other than life-insurance companies?

Mr. KENT. That is right.
The ('II.%IRMAN. All right. pit your ljemik together in working on

that pr oposit ion.
Mr. KE.NTr. We shall (d4) so., Stnator.
Mr. PARKIX. Page M%3. 1ti1n I4. Tax otn banks and trust comit-

l)all les.
As used iii this m.vtion the term "limk" meam a hank or trust volll"y

ln',rlmratt under the laws (if the 'nitti stuint.. or of any state or Territ )ry,
a substatitial part 4of whose b~usin( s is the re(,ipt f deposits and the making
of loans and discounts.

Senator ('()zvyys. Why should there not he an addition to that
rovimion requiring that they shall have a banik charter under the
federal laws or under the State laws rather than just a que.,tion of

reeiving delosits
The ("HAIRMAN. It says "incorl)oialed 1inder the laws of the Uinited

States or of any State or Territory."
Senator ('()t zEN8. Yes; but it may 1Kb incorporated under some

other law, not under the binking Ia i,,.. I just wondered whether it
would not bw better to define that.

Senator (Gix)H.. Senator ('ollzen., hllean, where they are incoris,-
rated for certain lrpo -es al'd vet the substantial business is the
banking business.

Senator Couz.t.s. I think they uught to be chartered under the
State statute for banking IurilJ)o4e.S anMi nt have -- n4m other charter
and ('ome within the , bank exceptions.

Senator (h;oa(;E. One of the oldest institutiis in ly State wa!,,
organized under a railroad charter.

enator BARKLEY. Well, it i- a hank if the :-tib-taitial part of the
busine.,s is receiving deposits and making loans, no matter what
other J)urposes they were incorporated for.
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Senator CoUZENS. In other words, if two or three men organize
under this provision, as I see it, they can do a large part of the

business in some other way except accepting deposits, then they
come under the' law.

Senator BARKLEY. If these shall be incorporated under the bank-
ing laws of the State then all those who are incorporated under
some other law of the State and do a partial banking business would
be left off.

Senator CoUzr~is. They should come under the provisions of the
law.

Senator CONNALLY. This language, though, says "a bank or trust
company."

Senator Couzr~s. Yes incorporated under the laws of an State.
Senator CONNALLY. Still it has got to be a bank or trust company,

no matter how it is incorporated, under this language, in order to be
exempt under the provisions of this bill.

Senator COUZENs. They might get a charter under some other pro-
vision of the State law.

Senator CONNALLY. I understand that. We cannot regulate as to
how they should get their charter.

Senator CoUzENS. I do not know why we cannot. If we make an
exception as we do here, I do not know why we cannot regulate it.

Senator BARKLEY. Suppose they organize a grocery company
under the general incorporation laws of the State and suppose they
branched out as a grocery company or lumber company or any other
kind of corporation, and started up a banking business and did a
substantial business, they would not be banks under the laws of the
States; they would be taxed according to our corporation tax laws.

Senator COUZENS. Maybe your proposition is all right.
The CMAnIAN. You gentlemen look into that, will you?
Mr. PAnRKE. That bank definition is not an easy proposition at all.

We had a lot of discussion on that. I do not know whether it can
be improved or not. Perhaps it can be.

The CHAIRMAN. All right.
Mr. PARKER. Of course, under subsection (b) it provides for a 15-

percent flat rate of tax.
Senator CONNALLY. This provision relating to interest on certain

obligations, you mean tax-free interest?
Mr. PARKER That is an interest on Government obligations which

are subject to surtax.
Senator CON.ALLY. But they deduct that?
Mr. PARKiR. They deduct that.
Senator CoNNALLY. Before they compute their net return?
Mr. PARKER. That is correct.
Senator CONNWALLY. On the theory that if it were in the hands of

an individual he would have that right; therefore you ought to tax
it in the hands of the bank; is that right ?

Mr. PARKER. That is right. Those obligations, of course, were is-
sued free from the normal tax. free from income tax except for a
graduated income tax that is called a surtax.

Senator GEoRGE. You treat domestic corporations in the hands of
receivers in the same way?

Mr. PxRER. We impose a 15-percent tax, under section 105, on
domestic corporations in (he hands of receivers.
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The CAmumKA. All right. The next is "Tax on domestic corpora-
tions in receivership."

Mr. PAEmr. We just discussed that.
Senator GrinY. Are you going into that domestic corporations in

receivership sectionI
Senator Couzm's. They have just explained it; yes.
Mr. PARKER. What did you ask, Senator?
Senator Gmayr. I asked in regard to section 105.
Mr. PARKER. That is to allow a corporation in receivership to pay

a flat 15-percent tax on its net income. In other words, its tax is
the same as it is now, practically speaking.

Senator Couzxiws. What is tle next section?
The CIIAIRMAN. Page 106. There is an amendinent there. What

is that now?
Mr. PAsiKE. That is in respect to the 1934 act. We made certain

changes and we gave a new election in respect to percentage deple-
tion in that act. The committee did not want to give a new election
in this bill. The committee was afraid if we did not put something
in there that the wording of the statute would give them a right to
a new election.

The CHARMAN. In other words, you want to let it remain in
status quo ?

Mr. PARKER. They mean they want to give no new election.
Senator CouzF~s. That does not refer to amortization or obso-

lescence at all, just depletion?
Mr. PARKZR. Just depletion.
On page 108 is a provision which we have referred to before,

which allows the stockholder, upon the complete liquidation of a
corporation, to be taxed under the rules laid down in section 117,
capital gains and losses, on whatever gain hle may have. The old
rule was stricken out there, in lines 6, 7, and 8.

Despite the provisions of section 117 (a), 100 percent of the gain so recog-
nized shall be tvken into account In computing net Income, except in the case
of amounts distributed in complete liquidation of a corporation.

Then it goes on here to define what the complete liquidation is.
So that if there is a liquidation and you have only held your stock
1 year, of course, you would be taxed on 100 percent of the gain.
If'you had it 10 years, then you would be only taxed on 30 percent of
the gam.

Tie CHAIMAN. We do not change that law?
Mr. PARmKn. No; as Senator George said a minute ago, the present

law is simply preventing transactions from taking place, andi we are
certain, from certain cases that we know about, that there is going to
be a substantial amount of liquidation, if we make the change sug-
gested. This will result in more revenue.

Senator Grmy. If a corporation reduces its bonded indebtedness,
how does that come in?

Mr. PARKER. That would not be liquidation. Of course, there is
not very much gain or loss in such a case unless the bonds have been
very low.

,Senator GmRy. And that simply goes in the other section in
regard to indebtedness, does it not?
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Mr. PARKER. When v,, liquidate a corporati,,n, of course, you
surrender your stock. It is on the question of ,ain or los i the
stock of the corporation that you hold.

Senator GERRY. This refers to total liquidation?
Mr. PARKER. This refers to complete liquidation. We have been

informed that a number of holding companies have been set up, both
in this country and in Canada, and in other countries, where people
want to liquidate, but they will not liquidate if they are taxable on
100 percent of the gains.

Senator GERRY. They are referring to partial liquidation?
M'. PARKER. We do not take care of partial liquidation.
Senator GERRY. You do not take care of that at all?
Mr. PARKER. No, sir.
Senator GERRY. That, is clear under the old law, is it?
Mr. PARKER. In regard to partial liquidation, of course, it is a

question of getting the gain first. If you get a partial liquidation
and it is not equal to whaty ou pil for the stocks here is no tax.
If the partial liquidation is more than you paid for the sttk,
then there begins to be a tax. Under this bill, if there is a partial
liquidation and it is more than what the stock gives you, then you
pay on the amount of the excess just the same as if it were interest,
ort any other form of annual income. You will not be entitled to
any reduction on account of the length of time for which you held
the stock.

Senator COUZENS. Is there anything in this thought, in connection
with the "purposes of the preceding sentence", that among the other
things that have to be accomplished to secure the benefit of that
provision, whether the surrender of its charter is not a factor? I
kmmw some corporations, even though they canceled their stock, value
their charter. It seems to me if you are going to have complete
liquidation that not only the provisions provided in this particular
section should be brought about, but the surrender of the charter
ought to be a part of the liquidation.

Mr. PA\RKR. Of course, I do not know just what troubles we will
run into. We are going to have to make an examination of the State
laws. As I recall the laws in some States, it takes quite a long time
to actually surrender the charter.

The CHAIRIANT. Would there be any legal complications in that,
Mr. Kent? I mean so far as abridging the right of the State and
State laws with reference to the issuance of charters.

Mr. KENT. There might be. I would be glad to look into that,
Senator. There are a good many differences, of course, in the State
laws. Some State laws will provide in cases of liquidation for the
appointment of trustees for a certain period; for instalice, against
whom creditors of the corporation can enforce their rights. That is
the point I would have to check up on. Other laws may differ as to
the actual status of the charter during that period.

The CHAIRMAN. Some States have different laws with reference to
giving up the charter of the corporation?

Mr. KENT. That is right. I will be glad to look into that.
Mr. PARKER. On page 110, the top of the page, stock dividends.

Here is the general rule that we were talking about earlier:
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General rule: A distribution made by a corporation to Its stockholders in
stock of the corporation or in rights to acquire stock of the corporation shall be
treated as a taxable dividend to the extent that such distribution constitutes
Income to the stockholder within the meaning of the sixteenth amendment of
the Constitution and represents a distribution of earnings or profits accumulated
after February 28, 1913.

The CHIRnMAN. That is the general rule you are putting in to
take care of the decision?

Mr. PARKEI. The general rule. The intent is to tax every stock
dividend that can be taxed under the Constitution.

Senator GEORoE. How many do you think you are going to get
under that?

Mr. PARKER. I do not think we are going to get very many.
The CHAIRMAN. It sounds good anyhow, (loes it lot?
Mr. PARKER. Yes.
Senator BYRD. Your opinion is that the preferred-stock dividend

would be taxable?
Mr. PARKER. To the common shareholders?
Senator BYRD. Yes.
Mr. PARKER. I think so, because I think the argument of just

having a certain number of pieces of paper to represent the same
thing does not apply. When you get another class of stock your
proportionate ownershi) may change. It miglit be, in some cases,
that would be all right. That is, if you had all common-stock hold-
ers and you give them all one share ot preferred, maybe we cannot
tax it. 1 do not know that that can be sttled.

Mr. KE1NT. That would be a clear casi, Senator Byrd, in which
the Board of Tax Appeals, and one or two of the circuit courts of
appeals, have held that the common-stock dividends are taxable,
as long as the common stock is issued as a dividend to the holders
of preferred stock, where you have a different group of persons
holding the preferred stock than hold the conilnon stock of the
corporation. There is a case coming up in the Supreme Court
Which will be argued next week, that involves one of the situations,
but it is quite possible that that case will be decided not on the
constitutional ground but simply on the ground of the proper inter-
pretation of this old provision of the statute that stock dividends
shall not be subject to tax. Whether Congress, in putting that into
the law, after Eisner v. McCowmber, attempted simply to exempt
those stock dividends that under Eisner v. McConbber would be
constitutionally beyond the reach of the taxing power, or whether
Congress intended to go further than that and extend the exemp-
tion to all stock dividends, that case may throw some light upon
this question.

Senator Byn. Suppose a common-stock holder received a dividend
in common stock, and that the value of the stock remained the same
after the dividend was paid, would he have to pay anything then?

Senator CotTZENS. Oh yes. because they would come under the
capital gains in any event.

Mr. PARKER. Yes; he pays a tax on the gain..
The CHAIRMA.. All right, Mr. Parker, you may proceed.
Mr. PARKER. Now. on the same page, under paragraph 2, is a pro-

vision to take care of a special case. I think I will ask Mr. Kent to
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explain that, because I never read that case. That is a court case.
I know what it does in general, but. I am not familiar with it.

Mr. Kmr. There have been several decisions to the effect that if
a corporation declares a dividend of so much in cash, or in lieu there-
of, at the option of the shareholder, one share or two shares of com-
mon stock, let us say, that is a taxable dividend. The question has
never been passed upon squarely by the Supreme Court of the United
States, but the Supreme Court did deny a certiorari in one case
where the lower court held such a dividend should be taxable.

The theory of the decisions in those cases was simply this: That
if the shareholder were given the option to take cash or stock and he
decided to take stock, it was just as though the dividend had been
paid in cash, and then the shareholder had turned around and had
taken advantage of a stock right and had purchased additional stock
of the corporation. We feel pretty confident of our ground on this
particular provision.

Senator BYiRD. Supposing he only had the option as to a fractional
share to take cash, or buy tfe full share?

Mr. KENT. Let us take a concrete case. Suppose you have the
declaration of the dividend of $200 with an option to pay $100 in
cash and one share of stock, it would still fall within the provisions
of this section. On the other hand, if the dividend were $100 in
cash and one share of stock, with no option-

Senator BYRD. That is not what I mean.
Mr. KENr. Pardon me, Senator.
Senator Bin!). Suppose, for the purpose of convenience, you would

issue a stock dividend of one share of stock for each four shares out-
standing, and then the fractional shares, the stockholder would have
the right to a full share or to receive his fractional share in cash
from the company. Many companies do that, because they do not
issue the fractional shares.

Mr. KENT. Yes, sir.
Senator Couzis. That would not involve a great deal of money,

would it, because it is a fractional share?
Mr. KENT. It would be a cash dividend to the extent of the amount

of cash that could be applied to the purchase of a share.
Senator BYRD. What I was getting at is that if he had a right to

exercise that option to the extent of the fractional share, would that
change it?

Mr. KENT. I do not think so, Senator. That would not apply in
that case.

Senator BYRD. The same principle would apply only in amount?
Mr. KENT. Yes, sir.
Senator BYRD. It would be a very inconsequential amount?
Mr. KENr. Yes, sir.
The CHAMMAN. All right, Mr. Parker.
Mr. PAimma. Now, there is a change in another provision.
Senator CouzENs. We cut out certain language on page 11l. What

is the purpose of that, on page 111, subsection (h) ?
Mr. BEAMAN. That is probably more or less a current amendment,

Senator. Several times in the old law they said something should
not be considered distribution of earnings in property. That is the
meaning of the section, for the purpose of determining the tax, for
the purpose of subsequent distribution. That was in the old exist-
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ing law. That is the only purpose for which it would have any
bearing.

lTnder the new law the status of the earnings and profit account
becomes important in other respects, as, for instance, in determining
whether or not this relief provision on debts, where the income is in
excess of the accumulated earnings and profits, it becomes important
'u have these rides apply in all these cases, as well as in this case.

The CHAIRMAN. All right. Mr. Parker; proceed with page 112.
Mr. PARKU. Well, the next change, I think, is on page 112, valua-

tion of dividends.
If the whole or any part of a dividend is paid to a shareholder in any

medium other than money the property received other than money shall be
Included in gross income at its fair market value at the time as of which It
becomes income to the shareholder.

Senator COUZENs. That is understandable.
Mr. PARKER. In the case of the corporations, in dealing with divi-

dends in kind, bonds, and so forth, we took the market value, or the
face value of the obligations, whichever was the lower, but in the case
of the stockholder there is only one rule, the fair" market value.

The CHAIRMAN. All right.
Mr. PARKER. Page 125. I think we better omit that. This foreign

corporation system will have to be described as a whole and in &
different order from what it comes in the bill, so we will pass that
over for the time being.

The CHAIRMAN. Page 141.
Mr. PARKER. There is a little change at the top of page 139 that

I want to call your attention to. You remember that railroads are
the only corporations which are permitted to file consolidated re-
turns, and they had to pay, under the Revenue Act of 1935, three-
fourths of a percent more; they paid 153/ instead of 15 percent.
The committee, in view of the condition of the railroads. did not
make :ny differential in rate in this bill. The railroads simply come
under the imn(istributed-profits plan. There is no differential in rate.
They can still file the consolidated return.

The CHAIRMAN. We do not permit any other consolidated returns
except railroads?

Mr'. PAJRKE. Except railroad companies. There has been an
amendment made here on account of a doubt as to the intention of
Congress at the last session. The word "railroad" on page 140-

As used in this paragraph, the term "railroad" includes a street, suburban,
or interurban electric railway.

The Treasury ruled, under our railroad definition, that when we
Eaid "railroad'5 we did not include electric railway. I think it was
rather a close question.

Senator Couzzws. Now you intend to include them ?
Mr. IAainER. The committee think they should go in as well as

steam railroads. They are not in very good financial condition.
Senator LA FouLrrE. Just a minute. What is 'hat going to do

to these utilities that go out and buy a street railway ? Is that going
to permit them to file consolidated returns?

Mr. PARKE. No, no; they have to be railway companies. A
waterworks company cannot file a consolidated return with a street
railway. They have to be street railways.
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Senator LA FoLLEtrE I wanted to be sure of that.
Senator COUZENS. They would not have a railroad charter, wouldthe y?

Senator LAFota rnr. I do not know.
Senator Couzzms. There are special charters issued for railroads.
Mr. PARKER. On page 139, in paragraph (3) it describes them.
Each of the corporations is either (A) a corporation whose principal business

is that of a common carrier by railrad or (B) a corporation the assets of which
consist principally of stock in such corporations and which does not itself
operate a business other than that of a common carrier by railroad.

Senator LA FoLm'r. That is all right.
Senator CouzENs. While you are on that question, Mr. Parker, the

question has been suggested to me, under the holding company provi-
sions of this bill railroads might be able to escape because, under
the Interstate Commerce Act, we attempted to reach the holding
companies, put them under the jurisdiction of the Interstate Com-
merce Commission, but we have not been very successful at it. Do
you know anything about that? Do you know whether the railroad
holding companies would receive any different treatment because,
they were railroad holding companies rather than any other holding
companies?

Mr. PARKR. I think if they are holding companies, with the strict
provision we were talking about in 27(j), if they had a chain of
holding companies, it would pretty nearly put them out of business,
all of them.

Senator LA FoLLE'rE. Then, when you consider a revision of that
section it would also include a consideration of the railroad-holding
companies?

Mr. PARKER. That is right.
Senator BARKLEY. You struck out the language on page 139?
Mr. PARKER. That is just the differential in tie rate.
Senator BARKLEY. You just eliminated that?
Mr. PARKER. Yes, sir.
Tihe CHAIRMAN. They made it straight 15 l)ercent.
Mr. PARKER. Now, on page 141 there is a special rule to take care

of railroads in receivership:
If the common parent corporation of an affiliated group is taxable un(ler

section 105 (relating to the tax on corporations in receivership), the atfiliated
group shall for the same period be taxed under that section Instead of section
13. In all other cases the affiliated group shall be taxable under section 13
regardless of the fact that one or more of the corporations in the group are in
receivership or in bankruptcy.

In other words, if the parent corporation is in receivership it is
taxed at the flat 15-percent rate, but if the parent corporation is not
in receivership and there happens to be one corporation in the group
that is in receivership, why, the whole consolidated return comes
inder the undistributed-profits tax in section 13.

Senator COUZENS. So no exception is made?
Mr. PARKER. We either compute the tax all one way or the other.

We could not split lip the consolidated net income tax into the differ-
ent parts.

Senator COUZENS. I see.
Mm. PARKER. Section 143, on page 144, I want to pass over that

for the moment, because that is part of the foreign-tax problem. It
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ought to be considered as a whole, and we ought to start from the
question of what the tax is rather than starting, for instance, from
how much we will withhold, because you levy the tax and afterward
you withhold it.

The CHAIRMAN. All right; what is your next section?
Senator COUZENS. Does section 144 come under that same classifica-

tion that you just mentioned, Mr. Parker, on page 148?
Mr. PARKER. That is right. I thought we would clean up every-

thing but the foreign corporations. The next is on page 167, sec-
tion 201.

Senator GEiRY. What is on page 149 where you have stricken out
something there?

Mr. PARKER. That is the change we have made in the tax on for-
eign corporations and on resident aliens. We want to make one
consolidated statement on that.

Senator LA FOLIX-rrE. Page 161, at the top of the page, what
about that?

Senator CoUzENs. All that comes under the sanie classification.
Mr. PARKER. That is just a clerical correction.
The CHAIRMAN. That is all it is.
Senator COUZENS. The next is insurance companies?
Mr. PARKEI. Insurance companies, page 167.
The CHAIRMAN. What is your explanation as to paragraph (b)I
Mr. PARKER. All there is to that is that these insurance companies,

both domestic life insurance companies and foreign life insurance
companies, pay 15 percent.

ThO CHAIRMAN. I am talking about (b) on page 166, "Partnership
years beginning in 1933."

Mr. BE AMAN. That is just a clerical amendment.
The CHAIRMAN. That is clerical?
Mr. BEAMAN. Yes.
The CHAIRMAN. All right.
Senator CouzENs. Now under section 201 can you take into con-

sideration, by redrafting this section, the matter raised by Mr. Kent
of the profit of these mutuals other than the premiums?

Mr. PARKER. These are life insurance companies. As I under-
stand, Mr. Kent had no objection to the life insurance companies.

Mr. KEN T. It is a problem in connection with mutual insurance
companies, other than life insurance companies.

Senator COuzENs. Are there any mutual life insurance companies?
Mr. KENT. Yes, sir; quite a number.
Senator COuZENs. Are they taxed under this particular section?
Mr. KENT. Yes. There has not been any differential in the past

legislation between stock life insurance companies and i, utual life
insurance companies.

The CHAIRMAN. They are all the same?
Mr. KENT. Yes, sir.
The CHAIRMAN. But there is a. differential on fire insurance coin-

)anies?
Mr. KENT. That is right, Senator.
The CHAIRMAN. I think that grew up because there were some

local insurance companies in local places.
Mr. KENT. Yes, sir; there were a lot of small farmers' cool)erative

insurance companies covering fire and other risks.
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The CHAMbrAN. Why could we not work out something that might
exempt these purely local companies?

Mr. KE NT. They are largely under the present law, but some of'
them-that is a condition that Congress probably never contem-
plated-have grown very large, and some of them are really not
farmers' companies at all, and they have accumulated these very
considerable investment surpluses.

Mr. PAiRKiR. You see, we have an existing law in section 101 that
entirely exempts-
farmers' or other mutual hail, cyclone, casualty, or fire insurance companies
or assoiations includingg Interinsurers and reciprocal underwriters) the ill-
come of which is use, or held for the purpose of paying losses or expenses.

Senator LA FOLLETTF_ What page is that on ?
Mr. PARKME. Page 75. That is the existing law. That exempts a

gow many insurance companies.
Going back to page 169, of course, the insurance companies for-

inerli received dividlends from domestic corporations, and we just
allowed deductions for them. We have stricken out the deductions
because of the dividend credit allowed to the payor corporation. We
have to make the receiving corporation pay the tax. Of course, they
get just that much more in dividends since the payor corporation
has not paid the tax.

Here we come to insurance companies other than life insurance
companies on page 172. Insurance companies other than life or
mutual. They are taxed at 15 percent.

The CuuAN. We will take that u) hater.
Senator LA FOLLErrE. ThIait is just puttinig ti e stock and niutuai

companies on the same footiilg. 15 percent.
The CHAIRMAN. Yes. Mr. Parker, may I a k you, we have got

very much on that windfall tax, have we not?
Mr. PARKER1. We haven't described the sy3teim of taxation on for-

eign corporations.
The CHAIRMAN. With that exception, you have covered it?
Mr. KENT. And the capital-stock tax on page 228.
Th:r CHAA. IAN. What do you do to cal)ital stock? You reduce

that. (1o you not?
Mr. PARKER. YOU reiemiber we indl( a changee in the capital-

stock tax in the Revenue Act for 1935. We increased the rate froim
$1 per thousand to $1.40 per thousand. We made some changes in
the excess-profits tax and somewhat inlcrea.-4d thmo e rates. We gave
the right to nmk( a new election. Now tlat was prospective legis-
lation. It woidd come into clee't in the capital-stock tax paidl under
the Revenue Act of 1935, to bcomc due on June 30. 1936). The Pres-
ident's message suggested the repeal of the capital-stock tax, but the
Comnnittee on Wa's and Means extended it for 1 vear. There will
be one more cal)ital-stock tax-that is the tax due on June 30-but
they cult the rate in half. Senator: they cut the rate from $1.40 to
70 cents.

Ti' CHAIRMAN. For ihat I vear?
Mr. PARKEim. For that 1 vear.
Senator ByriD. How muc:h do you estimate we will get from that

ta x ?
Mr. PARKER. We have estimated that we would get about $80.000,-

00 from that tax instead of $166,000,000.
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The CHAIRMAN. I think we better put off this "tax on unjust en-
richrnent", because it will take some time to discuss that. As soon
as we get through with this. then we will take up this estimate.
Who is going to handle that phase of it?

Mr. Ht.',-ELVER . Mr. McLeod. the statistician of the Treasury.
The CHAIRMAN. We will meet on Monday morning at 10 o'clock.

The clerk will give notice that public hearings will begin on Thurs-
day morning at 10 o'clock.

(Whereupon, at the hour of 12 i., the committee recessed until
Monday, Apr. 27, 1936, at 10 a. m.)
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