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Would st theturbinesand g t

all of the hydto-.lochic plants in the Un“od
States make business worse? Certainly it
would. The 20 million horsepower dammed up in

REVENUE ACT OF 1938

hundredr of miles of rivers and lakes—and the
three billions of invested capital—would bscome
useless if the wheels were not permitied to go
round and round.

All Privately and Municipally
Owned Hydro-electric Plants
in the United States.

$1,800,000,000

Capital invested \J

Federal Owned Plants

Capital invested or to be
invested, about
$1,250,000,000

‘What happ to busi when
taxes on funds locked up inp

and investment companies (18% tax paid by
the corporation plus 70% or more, in many cases,
‘paid by the stookholders) stop capital transac-

prohibitive
1 holdi

tions and § tinvest

ts? Almost
twice as much cnplul is tied up in personal holding
and investment companies as is invested in all
of the bydro-electric plants in the United States.

’ FL‘t

Why not remove the bars and padlocks of prohibitive taxes from all corporations and
 let the wheels of active capital go round and round?
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REVENUE ACT OF 1938

THURSDAY, MARCH 17, 1038

Unitep StATES SENATE,
CoyMMITTEE ON FINANCE,
Washington, D. C.

The committee met, pursuant to call, at 2 p. m. in the District
of Columbia Committee room, Capitol, Senator Pat Harrison (chair-
man) presiding.

The Crairman. May I say to all of the witnesses who are in the
room that the time limitation placed on their testimony may appear
to be harsh, but the committee has available to it the %em’ings Reld
before the House Ways and Means Committee. We want to expedito
this bill just as much as we can, and we will ask all the witnesses
to be just as brief as possible, We have requested that briefs be sub-
mitted, so that they may be placed in the record, and when these ques-
tions come up in the committce, in executive session, we can then take
the various suggestions up for discussion.

All right, General Fletcher.

STATEMENT OF R. V. FLETCHER, WASHINGTON, D. C, REP-
RESENTING THE ASSOCIATION OF AMERICAN RAILROADS

Mr., Frercuer. My name is R, V, Fletcher. I am a lawyer and
live in Washington, and represent the Association of American Rail-
roads. That association comprises practically all of the class 1 rail-
roads of the United States,

I was given the privilege, Mr. Chairman, of appearing before the
House committee, and my testimony is found in the published pro-
ceedings of the Ways and Means Committee of the House. I would
like to show in the record just where that is, if I may. Page 219 of
the House hearings, a statement by myself, and page 345 of the hear-
ings, a statement by Mr. Trottman, who is a representative of the
Chicago & North Western Railroad and who spoke particularly for
railroads in bankruptcy, and Mr. Samuel O. Dunn, the editor of the
Railway Age. His testimony appears on page 342,

I am mindful of the statement of the chairman as to filing briefs.
There was put into those hearings a statement which we had pre-
pared in the form of a memorandum, and with the permission of the
chair I would like to file that here, without reading it, as containin
the substuntial m%guments which the railroads are making in favor o
being exempted from the provisions of the surtax on undistributed

profits. _
The CramrmaN, Very well.
(The memorandum referred to is as follows:)
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MEMORANDUM IN SUPPORT OF THE ProrositioN TiaT IRA1LROADS SHoULDd Not B
SuBJECTED TO THE SURTAX ON UNDISTRIBUTFD ISARNINGE

INTRODUCTORY

The Under Sceretary of the Treasury has kindly consented to receive and
review a memorandum submitted by the Class One rallronds of the United
States in support of the proposition that ruflronds should not be subjected to
those provisions of the Revenue Act of 1936 which impose a surtax upon undis-
tributed income. The memorandum is the work of a special committee of rall-
road lawyers and accountants. It Is understood that the oftleers of the Treas-
ury are engaged in making a careful and critical survey of the tax Inws, with a
view to making a recommendation to the Prestdent and to Congress providing
for their possible revision. In connection with thiy work of the Treasury
experts, this memorandum is submitted, In the hope that, in any general re-
vision of the revenue law, railroads will be exempted from the surtax on nndis-
tributed income, just as are now banks, fnsurance companies, corporations in
bankruptey, foreign corporations, nnd others mentioned In Rection 14, sub-
section (d) of the present Revenuoe Act.

In this memorandum we are not submitting the draft of any partienlar bills
which would accomplish the end advocated.  We shall content ourselves with
endeavoring to demonstrate the injustice of the law as it stands now. There
Aare a number of bills pending in Congress, the purpose of which is, in the
case of corporations, to allow credits for nmmounts expended in debt reductton
‘and in additions to the property. The railronds appreciate the fact that
ultimately the recommendations of the Treasury will be bused upon their
accurate and expert examination of the need of the Govermment for revenue
and the effect of nny tax levy upon business.

This memorandumn deals only with the situation of the railroands. While
ccrtain of the arguments may have general application, yet they are submitted
in the light of the work which the rallroads are cuiled upon to do and thelr

characteristic peculinrities.

THE ESSENTIAL NATURE AND IMPORTANCE OF THE RAILROAD INDUSTRY

- The railrond industry Is essentially a business affected with the publie
interest. Rallroads are quasl-public institutions. Almost all of thelr activitics
are subject to regulation. They are not permitted to expand thelr business
by the construction of new lines, except after having been so authorized by the
Interstate Commerce Commission and, in many case¥, by State regulating com-
missions. They are not permitted to issue capital stock or sell bounds or other
obligations except by public authority. It Is especially important to remember
‘that the rates of rallroads are controlled. They are not free, in the case of
incrensed expenses, to advance their charges to the public until they have
applied for and secured authority from the Interstate Commerce Commission
and from State regulating bodles, Their lines canuot be abandoned, except
a certifleate is obtained from the regulating authorities permitting this to
he done. Their accounting methods are all regulated by the Interstate Com-
merce Commission and this fact becomes important in considering certaln
Aaspects of the problem. They are thus differentinted from ordinary corpora-
tions by reason of the Intensity of the regulation which 18 applied to them.

It 1s admitted on every hand that the prosperity of the railroads is inex-
trically interwoven with the prosperity of the country. 'This industry con-
tributes more than any other dircetly to the prosperity of all industry. In
1036, which stlll felt the effects of the depression, the Class One railroads of
the United States spent §272,270,0600 for fuel, $76,683,000 for forest products,
'$£73,753,000 for fron and steel products, $180,715,000 for miscellnneons itemns,
making a total of $303,421.000 spent for materinls and supples. In the same
year, they spent $1,848,635,804 for labor and paid $310,752,721 for taxes. ‘Thesc
amounts may scem large, but it should be remembered that In 1920 $2,808,-
666,000 was expended for labor and $1,320,685,000 for fuecl, materlals, and
supplics. It is casy to visualize the loss to the general business of the country
by reason of the reductlion in the employing and purchasing power of the
raflroads. In addition to the value of the rallroads as purchasers of mate.
rial and employers of labor, the cconomic aspects of the railroad industry from
the viewpoint of the investor in rallroad securities cannot be Ignoved.

7
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RAILROADS ARB NOT WITHIN THE PURPOSE OF THE SURTAX

The surtax on undistributed profits was proposed by the President of the
United States. The President’s message, dated March 3, 1936, to Congress
suid: ‘

“The accunilation of surplus in corporations controlled by taxpayers with
large Incomes is encouraged by the present freedom of undistributed corporate
income from surtaxes. Since stockholders are the beneficlal owners of bhoth
distributed and undistributed corporate income, the aim, as a matter of funda-
mental equity, should be to seck equality of tux burden on all corporate income
whether distributed or withheld from the beneficinl owners.  As the law now
stands our corporate taxes dip too deeply into the sharves of corporate enrnings
golng to stockholders who need the disbursement of dividends, while the shares
of stockholders who can afford to leave earnings undistributed escape earrvent
surtaxes altogether,

L] * * L ] *

“A proper tax on corporate income (inelnding dividends from other corpora-
tions), which s not distributed as carned, would correct the serious twofold
ineguality in our taxes on business profits if accompanied by a repeal of the
present corporate fncome tax, the capital-stock tax, the related excess-profits
tayx, and the present exemption of dividends from the normal tax on individual
incomes, The rate on undistributed corporate income should be gracuated and
No fixed as to yleld approximately the same revenue as would be yiolded if
corporate profits were distributed and taxed fn the hands of stockholde ="

Leglslation in aecordance with the President’s reconunendations was itinted
by House Bill 12395 of the 74th Congress. Due to radieal differences of
opinfon between the Senate and the House, a compromlse il was enacted,
which did not adopt all of the Presldent’s vecommendations,  This compromise
bill retatined a flat tax, ealled the “normal tax,” of 15 per cent on corporate net
income in excess of S10,000 (with gradunated rates on less amounts), retained
the capital stoek tax at n reduced rate, vetuined the excess proflts tax, and
added to these taxes the recommended gradusted surtax on undistributed profits,
The v, s enacted, followed the President’s recommendation In subjecting all
dividend income of individual taxpuyers to full tax Hability.

The report of the House Conunittee on Ways and Means (Report No. 2475 of
the T4th Congress) at page 3 stated the purposes of the changes made by the
House bill in the method of taxing corporate income as follows:

' The major purposes of the change in the method of taxing corporate incomes
arc (1) to prevent avoldance of surtax by individuals hrough the accumula-
tion of Incomes by corporations, (2) to remove serfous Inequities and Inequali-
ties between corporate, partnership, and thdividual forms of business organiza-
tion, and (3) to remove the incquity as between large and small shareholders
resulting from the present fint corporate rates.”

The tax law, as enacted, abandoned the purposes numbered 2 and 3 in the
above quotation from the House Committee report, so the only purpose of the
President, or of the House bill for that matter, enacted into law was that of
preventing the accumulation of surplus by corporations, by means of higher
rates of taxation on their undistributed net income, and thus encouraging,
it not forcing, the distribution of net income to the fullest practicable extent
to the end that it might be subjected to the surtax liability of the individual
stockhiolders, '

The rallronds were not, at the time of the Iresldent's message, and had not
been within the whole history of the income tax law, “controlled by taxpayers
with Iarge incomes,” who used the ratlroad ccrporations as a means of nvold-
Ing surtaxes by accumulating corporate profits. Whatever nmay be sald of
industrinl corporations, {t fs not believed that our statement with respect to
control can be challenged.

It may be said that the general statement does not apply to certain so-called
short lines, some 1,42 in numbtor, While certafn short lnes may be owned by
i comparatively few stockholders, yet with rare exceptions, these companfes
are not sufficlently prosperous to have income beyond thelr barest necessitles,
In cnse8 where these short lines are subsldiaries of industrial corporations, we
arsert that they have not been used as Instrhmenialities for accumulating un-
distributed income. Any income over and above the lmit of bare necessity
would be necded in the treasuries of the parent companles. It seems to us
clear that these short lines are not within the scope of the purpose of the

.
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President or of Congress in enacting the surtax. With reference to subsidiary
companies owned and controlled by trunk lines, under the present law, their
return is consolidated with that of the parent company and what we shall say
on this subject, therefore, applies to them,

Generally speaking, each of the Class One railroads has many thousands of
stockholders. In a comparatively few cases, there may be holding companies
functioning as large stockholders but even in these exceptional cases, there is
no history of the accumulation of net income beyond the needs of the raillroads.
Certainly there {8 no account of net income being withheld from distribution,
either for the benefit of the controlling stockholder or for the benefit of the
thousands of minority stockholders. There could be no such history, obviously,
where the stock of one railroad company is owned by another, beeause, prior
to the enactment of the Revenue Act of 1936, dividend income of corporations
was not subject to income tax. The statement s true with respect to individual
stackholders, because the largest individual stock holdings, in the case of Class
One railroads, are an insignificant fraction of the very large amount of capital
stock which each of these rallroad corporations has outstanding.

We have examined, as illustratlve, the common stock holdings of one of the
most prosperous Class One railroads. The analysis was made as of April 20,
1035. Its largest stockholder was a Dutch syndlcate, with headquarters at
Amsterdam, serving as an agency for investment in American companles by
residents of European countries. Our understanding is that these investments
were in small lots. ‘I'his Dutch syndicate owned only 2.33 per cent of the out-
standing capital stock of this particular railroad. No other comron stock
holdings of this company approached in amount the holdings of this foreign
syndicate. The larger holdings were generally in the names of stock exchange
houses or the nominees of banks, indicating, presumably, holdings in behalf of
a number of clients in each case.

The common stock holdings of this company, other than lts so-called Brokers
Ledgers, were distributed among 36,800 accounts holding 100 shares or less
and 1,742 accounts holding from 101 to 499 shares, together aggregating 1,199,-
848 ghares. IFive hundred and seven accounts of less than 600 shares in the
Brokers Ledgers aggregated 61,6068 shares. The holdings of 500 shares or over
were distributed among 167 accounts in its Brokers Iedgers and 380 other ac-
counts, a totul of 547 accounts with holdings aggregating 961,866 common
shares. The last mentioned class of holdings In the highest bracket included
20 holdings of colleges, schools, hospitals, and similar institutions, 13 holdings
by life insurance companies and savings banks, 119 holdings by banks, trust
companles, security companies, investment trusts, fire insurance companies,
casunlty companles, ete., 50 holdings by trustees and 178 holdings of individuals.

We think the facts disclosed by thig analysis are typleal and it is interesting
to0 note, in this connection that the Statlstics of the Railways In the United
States, published by the Interstate Commerce Commission, reports, as of Decem-
ber 31, 1935, that the average holding of railroad stock is 39,501.

For 1035, the year prior to the Presldent’s message, all Class One railroads
together aggregated a net income, after fixed charges and other deductions, of
only $7,530,000 and for each of the three preceding years, 1934, 1033, and 1032,
the Class One railroads, in the aggregate, showed a deflcit. In 1935, 47 per
cent of the Class One railroads operated at a loss, Even at the close of the
year 1030, 33 Class One railroads, having a mileage of 67,800 miles. were in
recelvership or in bankruptey. The rallroad industry is far from prosperous
and it is struggling to meet the competition of new methods of transportation.
At the time of the President’s message and now, the problem of the country
is how to save the rajlroad Industry, not how to devise a new tax measure
avhich will appropriate a larger share of railroad income.

We arve confident that an analysis of the 10308 income tax returns will not
disclose that individual taxpayers in the surtax bracket have realized any
increased dividend Income as a result of the surtax, or that the Treasury, in
,ﬂn’sl' otger respect, has been benefited by the application of thig tax to the
xallroads. :

Because of the widespread distribution and the small holdings of the stock
.of rallrond corporations, the operation and result of the revised tax leglslation
of 1030 was the very opposite of that which the President contemplated, so far
:a8 rallroad stockholders are concerned. . The President said: o

“As the law now stands our corporate taxes dip too deeply into the shares of
-corporate %“"}'“E",, going . to stogkholders who need the disbursement: of

«ividends
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By retaining the normal tax on corporations, which the President recom-
mended be repealed, and subjecting dividend income of individuals to normal
taxes, the small individual taxpayers have had imposed upon them an increased
exaction. Any additional tax, efther on the corporation’s Income or on tle
stockholder's dividend income, resulting from the surtax law, imposes on them
a still further burden. This, to be sure, is true as to small stockholders of all
classes of corporations, but it falls with especial force on the small stockholders
of rallroad corporations, because of their general meager realization of any

dividend income at all. -

BAILROADS SHOULD BE EXEMPTED ON GROUNDS ANALOGOUS TO THOSE ON WHICH DANKS
AND INSURANCE COMPANIES ARE EXEMPTED

In the report of the House Committee on Ways and Mceans, Report No. 2475—
74 Congress, 2d Sesslon, page 9, it Is said:
. “Banks und trust companies are not brought within the new plan, but pay

a flat rate of tax of 16 per cent on their net Income and domestic corporations
in receivership are treated in the san}'g”mmmgﬁ,i This seems to be a wise
public policy, since the surplus of, k& must be buflt up for the protection of
the depositors and because regeiverships in the vast ma oﬁzY of cases canmnot,
of course, pay dividends. r slnilar reasons there is a flat tax of 16 per
cent on the net income ofall Insurance companies whether domesﬂo\or foreign.”
Honorable Fred M. Vipgon of Kentucky, a membher of the Commltfeewon Ways
and Meaus, in discussjng the bill on the floor pf the House (Vol. 80, Paxt 0, puge
0215 of the Congresponal Record) ssaldv: M . :

“Under section )4, a rate of A8 per cent of the gmount of net income of
banks is imposed, - A bank is defined ag a bank or trust company incorporated
under the laws of the United States or .of any State or 'l‘erd(lury, a substaptial
part of whose Qusmess Is the receipt of dcposits and the making of lagns

and discounts, & & o N o ] :

“The argumept has been used that 'cattge we make a ﬂnz rate for sugh
corporations, tt%‘nt it 1s an admissign ;that surplus, should be permitted to
be built up without restrictions. Howaever, banks and trust cuppanies occupy
a peculiar situation in our cconomie strycturg, They are under supervisign
of elther the Sinte or Federal Govergment, They are required by law and py
regulations to muintain cebtain reserves and becausa of such restrictions they
are unable to pay out diviilends and consequently they would be injured. it
they were subjeated to the maximum rate, S ‘ 5

“Again if thew.were to pay out in dividends their earnings and proflfs, it
might be only the next day thercafter the bank ingpector, either State or
Federal, would require them to strengthen thefr finanefal structure In gusess-
ments upon the stockholders involved:~ " s 5

“There {8 anothergngle to it—the.deposits fn most of the banks of the
country are insured, ang it is thought necessary not onliy for the bepefit of the
depositors and stockholders, but for the Government as well, that the reserves
provided for by law and regulations be securely and strictly maintained.”

One of the exempted classes . 1s domestic corporations in bankruptey or
recelvership. This exemption will take care of a largg.proportion of the rall-
road industry at the present time. However; unlesy exemption is extended to all
rallroad corporations, thig surtax will tend to prevent many raillroad corpora-
tions now in bankruptey or receivership emerging therefrom, a fenture which
will be Iater somewhat elaborated. .

It appears that the exemption of banks and insurance companies was granted
a8 a “wise public policy,” in order that they might build up a surplus for the
protection of depositors and polley holders. 'The same wise public policy
should dictate the exemption of rallroad corporations, In order that they may
build up a surplus for the protection of their security holders. State laws
recognize rallroad bonds, within appropriate restrictions, as lawful investments
of trust funds and they are very large and lmmportant class of investments
of saving banks and insurance companies. We know of no estimate of the
aggregate amount of railrond bonds held as investments in private trusts
created by willa and otherwise, but the amount 18 very large.

According to Poor's Manual, the Metropolitan Life Insurance Company, at the
close of the year 1036 held 605 million dollars of railroad bsnds, however
valued, and this holding was the largest of any class of investments of.that
fnsurance company except 738 million dollars of United States Government
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bonds and one billion dollars of renl estate loans—the foregoing out of a totul
of 4,620 million dollars of gross assets,

Obvlously, there {8 a very important public policy involved in promoting the
soundness of railroad bonds as investments, an objective which is of much
grenter importance than the securing of such small increase in the Govern-
ment's revenue as may be obtained as the result of subjecting the railroads to
the surtax on undistributed profits. If the railronds can retaln any surplus over
fixed charges and dividends as insurance of the payment of fixed charges for
future years only at a prohibitive tax cost, the investment standing of their
bonds will be impaired and, to an extent which cannot be adequately measured,
destroyed. Only those rallroands which have a sufficient margin of net income
to pay substantinl dividends will be able to show any margin of enrning capac-
ity which the investor can consider as affording assuriince of the continued
payment of fixed charges.

If it were possible for railroads with net fucome to avoid the surtax by
distributing as dividends their entire net income In excess of fixed and other -
charges, such actlon would immediately destroy the investment standing of
thelr bonds. It would probably result in the elimiuation of their bonds from
the lists of legal Investments for trust funds under the laws of many of the
States.  Should their obligntions be removed from the legal list, rallroads
would be barred from an important source of low cost money for refunding
maturing obligations and obtaining new ecapital.  Inevitably, this would .lead
to increases In fixed charges, which could be met only by the public paying
increased rates for their transportation.

But it is not possible, for reasons which will be advanced later, for raiiroads
to distribute thelr entire net income, and any income which cannot bhe dis-
tributed beeause of the need for plant improvements and reserves necessary
to maintain a solvent status is, under the aet, “retained” and, therefore, sub-
Jected to the graduated surtax, ranging from 7 pereent to 27 per cent, and this
ir superimposed upon their normnl tax of 15 per cent, their capital stock tax
and thelr exeess profits tax,

Banks and insurance companies, which, as a matter of wise publie poliev,
are exempt from the surtax, have no such standing as public servants as have
the railroads. This fact differentiates the raijlroads from nll other corporations
and puts them, so to speak, in a class by themselves, Presldent Roosevelt, in
his pre-election speech delivered on September 17, 1932, at Salt Lake City, sald:

“The rallroad, that was firet a miracle, next a sinister threat, has now be-
come a part of our national economie life. We are now concerned about their
preservation. The problem of the rallroads is the problem of cach and every
cne of us. No single economic activity enters into the life of every individual
as much a8 do these great carriers.”

We cannot regard it as other than an oversight that the investment standing -
of railroad securities was jeopardized in the enactment of the 1930 tax law by
subjecting railronds to the surtax on undistributed profits.

THE NEED FOR DEBT REDUCTION

Section 14 of the Revenue Act of 1936 provides in parvagraph (a) (1) for
the ascertainment of “adjusted net Income” by the deduction from net income
of the normal tax on corporations and interest on certain obligations of the
United States and Government corporations. No other adjustments are por-
mitted, so far as railroads are concerned. Paragraph (a) (2) provides that
the “undistributed net income” to be subjected to the surtax is the adjusted
net income, minus the dividends paid and minus the credits provided in
Section 25 (c¢). This section defines ad credits, in its sub-paragraph (1), any
amounts of income which cannot be distributed as dividends within the year
without violating n contract made prior to May 1, 1036, and in its sub-para-
graph (2), any amounts of income required by a contract made prior o
ngbl, 1036, to be paid or set aside within the year for the discharge of
a debt.

The rellef afforded by Section 26 (c) is negligible, because such contracts
have not, in the past, been made to any considerable extent. As a matter
of fact, the few existing contracts requiring payments in reduction of debt do
not, in all cases, afford relief from the surtax for the amount of such puymeuts.
becuuse of the harsh terms of the Act and regulntlons applying lt.

'
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Probably there is no industry about which there has been go much comment
with respect to capital obligations and fixed charges as the rallrgad industry.
In the Salt Lake City speech of the President, herctofore referred to, Mr.
Roosevelt sald:

“Concretely, I ndvocate:

“Ilpst—That the Government announce its intentlon to stand back of the
raflronds for a specitied period; its help belng definitely conditioned upon
acceptance by the raflvoads of such requirements as may in individunl cases
be found necessary to readjust top-heavy financinl structures through appro-
priate scaling down of fixed charges.”

In the =ame speech, at another place, it is =aid:

“The railrond mesh 18 the warp on which our economic web is largely
fashioned. It has made a continent fnto a natfon, It has saved us from split-
ting, like Europe, fnto small, elashing unfits. It made possible the rise of the
West, It is our service of supply. These are not matters of private concern;
they have no place in the excesses of speculation, nor can they be allowed
to become springboards of financinl ambition. Such readjustments as must be
made should be so made that they will not have to be done again; and the
system rmust become, as it should be, secure, serviceable, national,”

The Interstate Commerce Commission has adopted and is enforeing a firm
policy of requiring sinking fund provisions in all new raflrond bond issues
which it approves, which will, over the life of the issne, retire a substantial
part of the debt, In its 47th Annual Report, duted December 31, 1933, the
Commission, mentioning the practice long fndulged by raflroads to refund
maturing bond indebtedness, referred to the consequent gradual inerease in the
nggregate of funded deht and concluded ns follows:

“We are glving consideration to methods of bringing about a reversal of
the present trend in railway tinaneing,  We belleve that the desired results
can be obtained, in part at least, through the provision of siuking funds to
he set up by the raflway companies out of net inconie for the purpose of retir-
ing a part of their funded debt before maturity. If such funds are not volun-
tarlly established by the railway companies, thelr establishment may be re-
quired as a condition to our authorization of further bond issues under the
provistons of Section 20a of the Interstate Commerce Act.”

In accordance with the policy thus declared, as to the soundness of which
no opinion is expressed in this memorandum, the Commission has been and is
now requiring, as a regular practice, provision for sinking funds in mortgages
and trust indentures covering new issues of funded debt, other than equipment
trust issues which mature in yearly installments. Lehigh & New FEnagland
Railroad Co. Bonds, 207 1. C. C. 108. Wheeling & Lake Erie Railicay Co. Bonds,
207 1. C. C. 479. Louisville & Nashville Ratheay Co. Bonds, 212 1, 0, C. 415,
Virgintan Railway Co. Securities, 212 1. C, C. 433. New York Ccentral Railroad
Co. Securitics, 212 1. C. C. 405.

In its Intest annual report, dated November 1, 1936, the Commisslon again
discussed this matter and, after referring to its comments on this subject
in its report for 1933, said:

“In all cases where we have been called upon to approve the actual issue
of bonds we have insisted that the applicant make provision for the retire-
ment of all or a part of the bonds before maturity and have required that
sinking ft’mds be provided unless good and sufficient reasons appeared for not
doing 80." '

I'ollowing the enactment in 1036 of this undistributed profits surtax, the
Interstate Commerce Commission had several oceasions to become acquainted
with the new tax and to consider its application. In its annunl report of
November 1, 1936, it sald, regarding this tax:

“Recontly our attention has been called to certain provisions of the Revenue
Act ‘of 1938, namely, those imposing a surtax on undistributed profits, and to
the effect that these provisions will have upon sinking funds and additions and
betterments funds to be set up out of Income. For illustration, it has been
represented to us that a sinking-fund payment of $35,000 a year required in
connection with the issue of certain bonds of the Chicago Union Station Co.
authorized by our order of August 26, 1936, in Finance Docket No. 11302, will
necessitate the payment of a tax of approximately 21 per cent on the amount
reserved, which would be avolded if the company distributed as a dividend
the amount required to be reserved; and that to provide a sinking fund of
$1,000,000 a year, as contemplated in the plan of the Chleago & North Western
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Rallway Co. would, if there were no ‘dividends recelved' credit or other allow-
able deductions, require a net Income of approximately $1,478,470, of which
about $267,860 would be required for surtax, which would be avolded if the
shking fund were not required and the net income remaining after the pay-
ment of normal taxes, in this case about $220,610, were distributed as a
dividend,

‘““The Revenue Act exempts from the surtax amounts paid out or reserved
for retiring funded debt, or withheld from stockholders under written contracts
of a certain kind executed prior to May 1, 1036. The exemptions do not apply
in such cases if the contract was entered into subsequent to April 30, 19306,
This means that the amounts used or irrevecably set aside under contracts
entered into after the date last mentioned will be subject to the surtax
and that companles that do not so use their income or set up such funds but
distribute all their net income will not be subject to the tax. This also means
that those companies which have weak financial structures and should use
their income to improve their property, retire funded debt, and bulld up a liquid
surplus against a day of future trouble will, if they undertake to do so, be
subject to a penalty, whereas rallrond companies with strong finuncial struc-
tures, and able to finance their requirements through the issue of stock,
may distribute all their net income and thus escape the surtax,

“It is our view that railroads with weak finaneial structures, and those just
emerging from receivership or reorganization proceedings under Section 77 of
the Bankruptcey Act, should be encouraged to use their earnings, to the extent
authorized or approved by us, to build up and improve their property, retire
their funded debt, and create corporate surpluses in amounts sufficient to meet
their emergency needs, support their borrowing powers, and aftord insurance
against obsolescence. We suggest that the situation of the steam railroads
under the Revenue Act of 1036 should have the further consideration of the
Congress.”

This statement by the Interstate Commerce Commission, having had fifty
vears of experience in dealing with railroad problems and informed by that
experience to a greater degree than any other agency of the Government, can-
not be strengthened by any language which we could employ. Certainly Con-
gress should give heed to the recommendation of so expertly Informed a body,
enjoying as it does the unlimited confidence of the country.

A specinl word may very well be sald as to short time loans. What we
have said heretofore applies particularly to reduction of funded debt. At the
present time, the rallroads have outstanding short term loans obtained from
the Reconstruction Finance Corporation and other Government agencies, in an
amount aggregating more than $350,000,000. Except to the extent that the
terms of such loans entitle rallrond borrowers to credits under Section 28 (e),
the ability of the rallroands to repay the loans will be serlously impaired by
their subjection to this surtax. It is nothing short of absurd that a railroad
with indebtedness outstanding to Government agencies should be subjected
tu surtax liability, ranging from 7 per cent to 27 per cent on the funds which
it withholds from dividend distribution and pays to its Government creditor.
Illaboration of this point would seem to be unnecessary.

EXPENDITURES FOR ADDITIONS AND BETTERMENTS

During the current depression perlod, the raillroads have been obliged to
reduce to an absolute minimum expenditures for additions and betterments,
The Interstate Commerce Commission, in the Fifteen Per Cent Case, 1931, 178
1. C. C. 639, said, at page 583:

“The railroads, as citles expand and public highways muitiply in number
and use, have been and are being called upon to invest great amounts of
capital in alterations of their properties which are often, from a strictly
railroad point of view, very largely nonproductive.”

The operating revenues of Class One railroads in 1020 amounted to $6,279,-
000,000. In 1933, this figure fell to a low of $3,005,400,000. It recovered in 1036
only to the extent of $8,452,000,000. In 1930, the figure amounted to $4,052,-
784,000, Such shrinkage of revenues was necessarily reflected in the reduction
of expenditures for maintenance of way and structures and for maintenance
of equipment. The result ls perhaps most marked in respect of equipment.
At the end of 1929, the railroads owned B5T.671 locomotives and at the end
of 1035, 40,694. At the end of 1920, they owned 2,277,000 freight cars and at
the close of 1935, 1,835,000. Heavy retirements of equipment have resulted in
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net decreases, in the depression years, of the aggregate of investment in road
and equipment. For example, in 1935, while the gross charges to property
investment amounted to $188,302,000, there was a net decrease of the aggregate
property investment accounts of $87,954,000 at the close of the year, as com-
pared with the close of the year 1934, and the net reduction of investment in
equipment for that year was $121,664,000. The figures just given show (by
subtracting the $87,954,000 from the $121,604,000) that the Class One rallronds
invested an aggregate of $33,010,000, net, in roadway and structures. ‘I'he
flgure last given is interesting In that it may fairly be regarded as representing
substantially net additions and betterments which were compulsory. The rall-
rouds are at all times obliged, to a great extent, to make additlons and bet-
terments. The compulsion i of two sorts, viz.: Flrst, compulsion by public
.authorities, as, for example, separation of grades, removal of tracks from city
-streets and building of new stations. The three rallroads serving Los Angeles
.are now engaged in the comstruction of a new union passenger terminal in
that city, which will cost about $9,000,000, the construction of which was forced
on these rallroads by public authority after protracted litigation. In another
instance, a single raflroad was required by public authority to construct a
new station at IHouston, 'Cexas, at a cost of approxhnately $2,600,000. These
are by no means the only cases that might be cited. They are typical of
demands made upon the rallroads by public authorities for improvements to
gratify civic pride.

Again, the railroads are compelled by sheer necessity to make many replace-
ments which cannot safely be longer postponed. While the replacement may
involve a large charge to operating expenses, through the process of writing
out the cost of the property replaced, the cost of the new structure charged to
property investment accounts, whether because of increased materlal and labor
prices or because of a better structure, may exceed the cost of the original
structure written out and thus result in a net increase in property investment.

There are also the so-called “maintenance betterments,” which result in sub-
stantial charges to capital accounts, Ior example, when confronted by the
necessity of reluying the rail in a section of track, the railroad may feel that
changed operating conditions require heavier rail, and in that case the cost of
the excess or additional weight of the new rail is charged to property investment
accounts and constitutes a net increase thereof.

From 1922 to 1030, Inclusive, the net income of all the Class One railroads
amounted to $5,873,000,000. During the same period the net additions and
betterments (after deducting the net increasc in the depreciation reserves)
amounted to $4,537,000,000. The constant increase in the property investment
accounts in normal times is due to the fact that the aggregate railroad plant
-of the country is necessarlly constantly growing, in recent years not in new
mileage but in the improvement of the plant.

During the period from 1922 to 1930, inclusive, the increase in funded debt
was $1,071,000,000. There was therefore an aggregate of $3,166,000,000 required
-during the period for the net additions and betterments from other sources than
the sale of bonds. Part of this amount was raised by the sale of stock, but a
large amount of the net income was used for the net increase in the aggregate
property investment.

It is important in this connection to bear in mind that the railroad industry
is now In an era of change, conspicuously In respect of equipment. New types
‘of locomotives are required and are being developed. Light-weight, stream-
lined passenger trains and light-weight freight cars are in their infancy. The air
-conditioning of passenger cars is already recognized as a necessity. There is no
reason, therefore, to belleve that future expenditures for property investment
will be less than those of the past; the contrary would seem to be the sounder
‘prediction.

The foregoing facts demonstrate the unfairness and the unwisdom of subject-
‘ing railroad net income to the undistributed profits surtax. It is imperative for
the railroads to withhold from dividend distribution a substantial proportion of
their net income for investment in additions and betterments, The additions
and betterments cannot be avoided.

It should be pointed out that if the raflroads are permitted to set aside a
reagonable amount of their earnings for improvements, the sums so expended will
‘be of tremendous advantage in the fleld of private industry. The money will
be spent for néw materials, thereby adding to the employment of labor and to
‘wholesome actlvity in th:e mines, in the factories, in the forests, and everywhere
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where are produced the innumerable items which are included In the classifica-
tlon of materials and supplies purchased by the ratlroads.

There would have been a far less serlous depression and far less need for
extensive programs of rellef if the purchasing power of the rallroads could
have been maintained throughout the period of the depression, This I8 not an
extravagant statement when it is remembered that the operating expenses of
the railroads in 1929 amounted, in round figures, to $4,500,000,000, and that if
this figure had been malntained through the depresslon years the railroads
would have poured into the channels of trade and commerce more than
$10,000,000,000 in excess of what they expended for operating expenses alone.

Congress hasg indicated by its exemption of banks and insurance companies
from the operation.of the undistributed proflts surtax the necessity of maintain-
ing, without unduly burdensome taxation, these very important adjuncts to credit.
We submit that the same considerations apply in the c¢ase of the railroads, public
agencles essential to the welfare of the country, with their tremendous spending
power. The Administration {8 on record as wisely interested in the welfare of
the rallroads and In their restoration to a condition of ne*mnl health. Cer-
tainly nothing can contribute more effectively to the restoration of prosperity
than for the railroads to he allowed to expand their purchasing power, in the
way of additions and betterments to thelr property, so that they may meet more
adequately the needs of comunerce and particularly the needs which have come
about through recent developments in the field of competition as a result of
the demand of the publie for increased speed nnd for facllities which are
adapted to modern conditions.

Qur appenl, therefore, is for such a modification of the tax law as will permit
the railroads to go forward with an expanding program, without having it
checked, if not entirely destroyed, by a tax upon all sums which are expended
for improvements to the property.

In this connection we dexire to refer to the importance of permitting railroads
to retain any surplus earnings for a certain year to offset inevitable losses which
may oceur in other years. The law should deal with actualities. A company
which has been operating at a loss for a number of years and then in one par-
ticular year earns a net income fnsufliclent to repair the losses shonld not be
regarded as having an undistributed net income.  ‘There is no reason why the
astronomical phenomenon which we eall a year should have a controlling in-
fluence upon financial management. It is true, of course, that taxation is a
periodie affair; we must have tax perlods. But there Is no magle in connection
with any particular period which wounld require its being adhered to for all
purposes of taxation.

For the information of those who are examining this guestion, we should like
to append, as Iixhibit A to this memorandum, a table dealing with Class One
railreads and showing for the years 1923 to 1933, inclusive, thelr fixed charges,
their net income or deficit after fixed charges, their cash dividends, and their
gross expenditures for additions and betterments. We eall attention to the fact
that for this series of years S7,775.783.C00 was spent for additlons and bettor-
ments, which is almost twice as much as was expended in cash dividends.

THE INADEQUACY OF PRESENT REMEDIES

As we have previously stated In a somewhat different conmection, under Sec-
tion 26 (¢) (1), credits are allowed equal to the excess of the adjusted net income
over the aggregate of the amounts which can be distributed within the taxable
year as dividends, without violating a provision of a wrltten contract executed
by the corporation prior to May 1, 1036, provided this provision expressly deals
with the payment of dividends. We have referred briefly to the fact that this
credit Is far from being productive of heneficlal results. On prineiple there would
scem to be no reason why the relief should be limited to contracts made prior to
May 1, 1936. The date was inserted, of course, in order to prevent corporations
from making contracts the sole purpose of which is to avold taxation.

However, in the case of the rallroad fndustry, it should be remembered that
every issue of railroad securltles made after May 1, 1036, or before that date, if
made subsequent to February 28, 1020, is necessarily made with the approval of
the Interstate Commerce Commission. The Commission has the right, in au-
thorizing the Issue of securities, to Impose terms and conditlons. Therefore every
contract providing for a sinking fund and every contract having any bearing
upon the questlon we are consldering must have the approval of the Interstate
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Commerce Commisslon, Sinking funds created prior to May 1, 1036, should not,
therefore, be in any different category from those created subsequent to that date,

Since Congress has declared the principle that certain sinking funds may.be
deducted, there i3 no reason why this principle should not be given universal
application In any case where the quantum of the sinking fund bhas been ap-
proved or has been acqulesced in by the governmental body which Congress itgelt
has endowed with jurisdiction in such matters.

There should be eliminated the requirement that the contract itself should
provide that the sinking fund must be paid out of earnings of the particular
taxable-year in which the deductlon is claimed. A rallrond may have two loans,
both providing for sinking funds, one which happens to contain the exact pro-
vision required, and the other may happen not to contain such a provicion.
There would scem to be no basis for different treatwment of the two sinking
funds.

It may be said, however, that rallroads may secure the desired relief by

adopting the suggestion contained in Section 27 (e), which provides for credits
in case of a stock dividend orv stock right, which Is a taxable dividend in the
hands of sharcholders under Section 115 (f). We submit, however, that it is
not in the public interest that expenditures for additions and betterments should
all be capltalized. In view of the present policy of the Interstate Commcree
Commission in favor of the reduction of funded debt, it would not be likely to
sanction the adoption of a fiscal policy by the railroads of issulng additional
stock for the cost of additlons and betterments.
. In Stock of Delawary, Lackawanna & Western R. R. Co., 07 1. C. C. 426, the
Commission’s approval was sought for the capitalization by a stock dividend of
the entire surplus of the applicant, computed by it as §00,000,000. The Com-
mission approved a stoek dividend for only one-half of that amount. Xt said at
page 433:

“To render the proposed issuance ‘compatible with the public interest,” within
the meaning of the statute, we are convinced that a substantinl surplus should
remain uncapitalized as a support for the applicant’s credit, providing for emer-
gency needs, offsetting obsolescence and necessary investments in non-revenue
producing property, and serviang as a general financial balance wheel.”

It must be remembered 1t railronds cannot fssue securities at any time
they sece fit to do so. They nust obtain permission from the Interstate Com-
merce Commission. This requires time and, furthermore, places under the con-
trol of the Interstate Commerce Commission the question of whether it is alto-
gether desirable to have capital structures created of the type which must
result from the issuance of taxable stock in order that the railroads may retain
cash for improvement purposes.

There is another consideration. The continued imposition of the tax may
result in the market being flooded with stocks of doubtful value. The rail-
roads may conceivably distribute stock in lien of a cash dividend, but as time
goes on, the constant issue of sccurities in order to protect the cash position of
the railroads will bring about so large a stock issue as to render them of
doubtful value, resulting in the impairment of railroad credit. 'This will result
in topheavy capital structures, unless, as is probable, the tendency is checked
by the orders of regulating commissions, which cannot be expected always to
ratify the issuance of stock for the sole purpose of avoiding tax payments.
Eventually a chaotic condition will be ereated.

In the decision in the case entitled The Greyhound Corporation—Issuance of
Preference Stock, rendered on December 28, 1936, the Commission sald:

“Apart from the Revenue Act of 1936, it would be dificult to justify the
issuance of preferred stock as a dividend, and it does not appear that applicant
would seek such authority.” .

It must be remembered that amounts distributed to the common stockholders
in the form of stock dividends are taxable in the hands of the stockholders,
Just as if cash had been paid to them. It might well come about that the
common stockholders would have to borrow money to pay the income tax upon
preference sharey, represented by cash retained in the treasury of the issuing
company, which cash Is retained for the purpose of improving the property.
The stockholder might very well be called upon to sacrifice his dividends in
the interest of extending and improving the property. However, to impose
upon him, in addition to the deprivation of a cash dividend, the burden of
paying an income tax upon preferred stock would represent a hardship which
the common stockholder, under ordinary circumstances, would be slow to

APProve.
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SPEbL\L BITUATION OF RAILROAD COMPANIES UNDERGOING RPORGANIZATION

Attentlon should be called to the situation which confronts 27 per cent of the
railroad mileage of the country, which s now {n the hands of the courts, either .
in the form of receiverships or bankrupteies under Sectlon 77 of the Bankruptey
Act. It Is true that railroads and other corporations, while they are actually
in the hands of the bankruptey courts, are, under Section 14 (d) of the Revenue
Act of 1936, exempt from the undistributed profits surtnx. We are considering,
however, the situation of railronds which are struggling to emerge from bank-
ruptey and to resume normal operations on a reorganized basls, It was the
avowed purpose of Congress, in enacting Section 77, to facllitate the reorgani-
zatlon of raflronds where it was found impossible for them to continue as
golvent concerns with their burden of fixed charges. The plans which have
been set up by trustees In bankruptey and recelvers of rallronds for a reor-
ganized and rechabilitated capital structure will be, in many cases, defeated
it these railroads are subject to the undistributed profits surtax.

At the hearings which were had before the Senate Committee on Finance in
1946, the chief operating officer of the Chicago and North Western Railway, now
in bankruptcy under Section 77, pointed out very clearly how this tax would
operate to prevent the reorganization of his company and its emergence from
the status of a bankrupt. It was there pointed out that the North Western
was endeavoring to create a sinking fund to secure payment of interest on the
bonds which it expected to issue under the new plan and to pay off obligations
mnomnting to $42,000,000 due to the Reconstruction Finance Corporation. The
plan contemplated that when the railroad emerged from bankruptey, the cash
reserves of the company should be built up so ns to make reasonably certain the
payment of Interest on such first mortgage bonds as the court and the Interstate
Commerce Commission might authorize, These reserves would, of course, be
taxable under the present law, so that it would be impossible to go forward
with this or any similar plan unless the law is madified to meet the needs of
thig class of railroads. Mr. Sargent stated (p. 467, Senate hearings) :

“If we are to come out of bankruptey proceedings under any reorganization
plan that will enable us to reestablish our credit and meet those items of ex-
pense chargeable to capital account for ordinary maintennnce of the property
and undertake to stabilize employment and have a reasonable working cash
fund, we will be most seriously handicapped for a number of years to come if we:
are compelled to pay 4214 percent of our net by way of taxes. As I see {t this
percentage will be a disastrous blow to those raiiroads that have not been able
to wenther the storm but could bufld themselves back Into a sound and stable
position with the return of reasonably prosperous times.

“It occurs to me that the committee in charge of the bill probably intended
the 15 percent provision to help companies in recefvership, but it only helps
them so long as they stay in receivership. The minute they attempt to come:
out or do come out under any plan of reorganization they are immediately met
with an almost impossible situation, since they would be unable to pay dividends
until they have reestablished surplus cash reserves and working capital, and
while trying to do so would have to pay 42l percent of their net earnings in

taxes,”
This statement by an officer of a road in bankruptey Is typieal of roads in

that class.

In the case of another railroad, to wit: the Chicago and Eastern Illinois,
which is now undergoing reorganization, a careful examination of the rail-
road's finaneinl structure indicates that as of January 1, 1937, the principal
amount of the company's fixed interest bearing debt was $42,040,353. This
sum included $30,700,036 of general mortgage 5 per cent bonds, which were a
Junior lien on the property.

In order to meet the requirements of subsection (b) of Scection 77 of the
Bankruptey Act that the plan must provide fixed charges in an amount that
will be covered by probable prospective earnings, It was neccessary in the
Hght of the past earniugs experience of the company, to replace the general
mortgage bonds with securities, the return upon which would be contingent
upon earnings. The debtor’s amended plan of reorganization, which has the
approval of the major parties In Interest, provides for fixed charges, including
rent of leased roads, in the amount of spproximately $660,000. The general
mortgage bonds arc replaced with non-cumulative contingent income bonds,
on which the annual interest requirement is approximately $768,000, non-
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cumulative contingent preferred stock, on which the annual dividend require-
ment i8 approximately $768,000, and common stock.

In order to meet the requirements of sabsection (d) of Section 77 that the
plan must be compatible with the public interest, it was absolutely necessary,
in the judgment of the major parties in interest, to create reserves out of

earnings, for the purpose of financing future additions and betterments and.

providing for debt retirement. The reserve for additions and betterments is
an amount equal to 2 per cent of railway operating revenue and I8 expected
to amount to from $300,000 to $400,000 annually, on an average. The reserve
for sinking fund 18 $150,000 annually. These reserves are appropriated only
to the extent earnings are avallable after fixed charges.

It was also necessary, in order to meet the requirements of Scction 77, that
these rescrves be appropriated out of earnings before payment of interest on
the income bonds. The surtax will, of course, penalize the company for set-
ting up the reserves for additions and betterments. The tax {8 lmposed be-
cause that part of the earnings is set aside as a reserve, rather than being
distributed in dividends.

Another curious fact i1s that until earnings are sufficient to pay dividends
cn the preferred stock, the highest rate of tax specified in the statute applies.
The effect, therefore, of the Act is to impose the highest rate of tax upon
railroad companies least able to bear it. If a railroad company has sufficient
earnings to pay liberal dividends, the surtax on undistributed income dis-
appears, or at least grows less. However, during its struggling period, when
it Is endeavoring to get up on its feet, when there is the greatest need for
reserves to meet its expanding requirements, the tax so penalizes it as to make
it impossible for it to discharge its duty as a useful public servant. This
situation may be in accord with certain purposes sought to be accomplished.
by this special tax, but it makes it Impossible for a rallroad company to em-
bark upon an orderly rehabllitation policy.

In the case of the New York, New Haven and Hartford Rallroad Company,.
the principal features of its proposed reorganization plan, in so far as they
are affected by this tax, are provisions that the Board of Directors may expend
up to $1,000,000 in each year for capital improvements before the amount is
determined on which the sinking fund requirements for the fixed interest bonds
are computed. Payment inte the sinking fund of 10 per cent of the balance
after such capital expenditures is required before payment of contingent
interest on the income bonds or dividends on stock.

It was necessary, of course, for those proposing reorganization to estimate
the earnings available for fixed charges, They have, therefore, constructed a
so-called prospective year. In this prospective year, allowance has been
made for the present undistributed earnings tax, and it has been assumed that
$130,000 would have to be paid to the Government on account of maximum
capital expenditures of $1,000,000, to which he have referred, and the sinking
fund payments. This sum, therefore, measures the estimated effect of the
present tax upon the reorganized corporation under the proposed plan. We
submit that it is not sound public policy, in the case of this hankrupt rallroad,
to require it to pay this $130,000, in order that it may set aside $1,000,000
u year for capital Improvements. 'I'his is a penalty which should not be borne
by a railrond honestly endeavoring to meet ics public obligations.

In the case of the Rock Island, another railrond undergoing reorganization,
the maximum- reserve for additlonis and betterments under f{ts plan is
$2,600,600. This amount {s stated, however, only as a part of the formula for
ascertaining the amount avaflable for interest on the proposed income bhonds.
The actual expenditures will undoubtedly be greater. All of these addition and
betterment expenditures would be taxable, except those which are made directly
from the proceeds of borrowed money. Many of these expenditures are in
reality operating expenses. They are taxable, however, under the peculiarities
which are found in the Interstate Commerce Commission’s classification of
accounts. These expenditures must be made in order to kecp the property
abreast of developments in the railrond world, such as the purchase of stream-
lined trains, the laying of heavier rails, additional ballast, and the like,

This railroad, as others, must go forward; it cannot stnnd still. While this
ohservatlon is true of all railroads, it is peculiarly applicable to rallroads
emerging from bankruptecy. Many of them have fallen behind in their main-
tenance programs and the amounts of deferred maintenance must be made up.

In the Rock Island case, there is a provision for a sinking fund, which would
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be 10 percent of the balance of Income remaining after ‘certain interest pay-
ments have been made. No one can say, of course, just how much this will
amount to, but if the law is not antended, there will be a heavy tax on this
sinking fund, which will be a direct blow at conservative financial principles.
Furthermore, its effect will be to impair seriously the credit of the neéw com-
pany, even hefore the plan becomes effective. Junior securities, the value of
which depends upon future carnings, will be Injurlously affected In u very
speclal sense.

These observations, applicable to raliroads now undergoing rcorganization,
may be summarized by saying that the tax has a tendency to cripple seriously
all such corporations as they emerge from bankrupteles or recelverships.
Usually they have barely enough capital to provide for immedinte needs, with
no safe margin for such expansion as a new company should normally expect
through future operations. They are barred, except nt heavy cost, from using
future net income in the upbuilding of the business until such a time as they
are on such a sound financial basis as to permit distribution of earnings in

dividends.
RESTRICTION UPON THE GROWTH OF CORPORATIONS

It has been said also that it is wise publie policy to limit the growth of corpo-
rations through the medium of a surtax upon undistributed profits. It is
thought that wisge public policy demands the protection of smnll corporations
from the overwhelming power and authority of the thelr larger competitors,
It was considered that great corporations may become greater and more power-
ful through the accumulation of huge surpluses built up out of profits.

Obviously banks and insurance companies camot contribute to this threat
and, by the same token, neither can the ralironds. A railroad cannot fnvade
the territory of its competitor except upon a showing to the Interstate Com-
merce Commission of convenience and ncecessity, Its expansion is completely
controlled. Nothing ean be done, us we have heretofove ohserved, with reserves
or surpluses, except to improve the plant and pay its debts, both of which are
wholesome ends, clearly in the public interest.

It is often argued that this tax operates ag a brake upon overexpansion,
especinlly in the capital goods industries, during perlods of business acceleration,
It is said that as a result of this acceleration the market becomes glutted and
that with the disappearance of shortages the durable goods industries slacken,
men are laid off, general purchasing power is reduced, and a downward cycle
sety in, It has been said that if all earnings are distributed this expansion
‘'would not he possible, with the consequent evil eftects which have been men-
tioned. It is clear, however, that rallronds do not fall in this category. They
cannot expand except with the consent of the Interstate Commerce Commission,
No brake upon undue expansion is necessary cxecept the supervising authority

of the Commission.
CONCLUSION

In conclusion we may mention a sitnation or two which are illustrative of the
hardship imposed by this tax. In the ease of the Great Nocthern an examina-
tion of its financial structure and its earnings record chows that if thiy law had
been in effect in recent years and if, as a result, the entire net income had been
paid out to stockholders in the form of dividends, the effect would have been to
make it necessary in the lean years for the rallroad to borrow lurge sums to
meet interest requirements and pay unavoidable amounts for additions and
betterments. In the year 1930 there would have been an increase of 314 per
cent in the interest requirements made necessary by the distribution of the
entire income as dividends. Furthermore, the capltal structure would obviously
have been greatly dlstorted if this law had been in effeet over a long period of
years. It is sufficient for our purposes to point out that the long term debt of
the company would have heen increased about $100,000,000 more than it stands
at present, with a consequent reduction in surplus from $152000.000 to $52,-
000,000. This {s an illustration of just what practical harm will follow from
continuing this tax over a period of years and making it applicable to rallroads.
Another illustration may be thus stated: As ijllustrative of the Inequities of
the surplus tax on railroads, conslder for a moment the position with respect
to separate corporate entities organized to operate large terminals In the interest
of cfficlency and better service, These terminals have outstanding mortgages
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securing bonds containing a tax-free covenant clause. 'The users of the terminal
agree to pay to it the costs of operation, all taxes and other charges, interest
on the outstanding obligations, and a nominal return on the stock, all of the
latter of which is customarily owned by the users.

In a particular case of record, the terminel was obliged to assume, by reason
of the tax-free covenant bonds, a charge of J14,000. This sum was paid into
the terminal company's treasury by the users .nd by it pald over to the Treas-
ury of the United States. Nevertheless, in the statement of income for tax
purposes, the terminal was not permitted to deduct from lts rental recelpts this
assumed tax.  It, therefore, had in theory, but not in fact, an undistributed net
income of some $14,000 upon which it was oblignted to pay a sartax of some
$2,000, Of course, it did not have the $2,000 and had to go back to the rall-
roads, its owners, to get this sum.

We think we have demonstrated here that this tax is one from which the
raflronds should be elfeved.  We arve not undertaking to suggest the exact form
which this rellef should take. We think raiflroads should be exempted, just as
are banks and insurance companies. If this is not practicable, we feel sure
that they should be allowed further additional lberal credits for amounts ex-
pended in debt reduction and in additions and betterments,

We call attention to what was said by the Interstate Commerce Commission in
the Qreyhound case, declded December 28, 1036

“Apart from the Revenue Act of 1936, it would be diflicult to justify the
issunnce of preferred stock as a dividend, and it does not appear that appli-
cant would seek such authority. Its prior policy of financing additions and
betterments largely out of earnings wonld, moreover, taking all the eircum-
stances into consideration, be consistent with the views which we have hereto-
fore expressed, as in the above-quoted statement from Stock of Delaware, Lacka-
twanna & Western I, R, 67 1. ¢, C. 426, In regard to the desivability of n sub-
stantial uncapitalized surplus ‘providing for emergency needs, offsetting obsoles-
cence and necessary Investments In nonrevenue-produecing property, and serving
as a general finaneial balancewheel,! However, the Revemie Act makes it im-
possible to continue this prior policy, except at a severe penalty, and was ap-
purently designed to impel the distribution of a larger proportion of current
carnings to stockholders.

“The question, therefore, is the practicnl one of determining the course which
is ‘compatible with the public interest' In these elremmstances. The cholee is
bhetween a course which hnposes a severe finuncial penalty and one which car-
ries with it certain other disadvantages. After careful consideration, our con-
clusion 18 that these other disadvantages ave of lesser consequence, in the publie
fnterest, and that the proposed issue of preference stock should he approyed.”

IjVe ?:lnk that the following quotation from Poor's Manunl, 1936, page 110,
18 justitied:

“Equally embarrassing to rail finances, is the Revenue Act of 1936, Imposing
a 27 per cent tax upon undistributed earnings. For the stronger roads it will
penalize thelr refunding as sinking fund bonds probably must be used and the
tax must be paid on the sinking fund monies. As for the weaker roads, many
of them stand in dire need of rehabilitation. Were this to be accomplished
through the appropriation of surplus carnings, the latter would be severly
penalimd‘. For example, the Chicago & North Western estimates that to obtain
a $6,500,000 fund for betterments it must sct aside $11,000,000 from earnings.”

Respectfully submitted.
ABSOCIATION OF AMERICAN RAILROADS,

By HEeNrRY Wory BIKLE,

+ Samuen H, Capy,
HENRY W. CLABK,
W. T. JOYNER,
F. M. Rivinvus,
W, H, SWIGGART,
R. V. FLETCHER,

8pectal Committce.

Jury 16, 1037.
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Exuminir A.—Railicays of class 1

[000 omitted]
Net In- Qross 6x-
corhé or penditutes
Year Fixed deflelt Cash divi- | for addi-
charges alter dends tlons and
fixed ’ better-
charges ments

, 858,468 | 320,420 4, 744
433,337 | 700,831 | 342,020 48,
701, 965 ' 309, 243

714,638 896, 807 490, 125 853,721

03, 623,008 497, 024

696, 463 134,762 330, 150 301,912
, 1139, 201 02, 354 167, 14

691, 169 15,8683 95,725 103, 47

683, 803 110, 887 133,418 212,712

630, 004 7,539 120, 252 188, 302

9,013,856 | 85,484,132 | 3,965,155 7,715,783

! Deflcit.

With one brief exception, that is the only subject that I have in
mind to mention. That tax has proven to be a very serious matter,
particularly in the effort which the railroads, that are now in bank-
ruptey, have been making to emerge from bankruptey. I think the
committee was favored with the views of Mr. Sargent of the North
Western at a previous session of Congress on that subject, and that
statement is available to the committee,

The Cuamryan, That was at the time that first draft on undis-
tributed profits was drafted.

Mr. Freroner, That is x‘ight, Mr. Chairman., There is just ono
thing I would like to say. The House has left out of this biil a pro-
vision that we found to be of some help, and that was, in substance,
this, that if there was a contract entered into in good faith prior to
May 1, 1936, under which it was made impossible to distribute profits
in the form of dividends, the amounts which they were not permitted
to distribute in the form of dividends under these valid and bona fide
contracts should be taken as a credit in computing the amount which
would be the basis of the tax. That has been left out of this House
bill. T think if the conunittee is gojng to retain that provision deal-
ing with the tax on undistributed profits that section should be
restored to the bill, because its omission puts the taxpayer in a posi-
tion where he cannot help himself. '

The CuamryaN, If there was a flat corporation tax it would elim-
innt?e a good deal of your argument and objections to the penalty
tax
Mr. Frercuer., On the penalty tax itself, which now amounts, as I
understand it, to substantially 4 vercent, the position of the railroads
is that they are in a position where they are hurt by that tax much
more so than any other kind of industry, because they are burdened
with debt. It is the public policy, as announced by the Presitlent
of the United States, by the Interstate Commerce Comniission, and b
the Congress, insofar as Congress has dealt with it, that the rail-
roads, instead of distributing their rofits, when ti)ey make any
profits, in the form of dividends, should apply them to the retire-
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ment of their debt. These railroads are quasi-public institutions
performinp]r(u public service. Now a special tax upon undistributed
income makes that virtually impossible. On the one hand you are
told you must spend all of your profit to retire your debt and on the
other hand you are told ify

special tax.

The Cuamaan. Your organization favors a flat corporation tax?

Mr, Frercuen, Rather than this special tax on undistributed in-
come,

There is one more thing I want to say and then I have finished. I
call your attention to the fact that railroads in bankruptey would
like to see an amendment to this law which would permit, in connec-
tion with the capital-stock tax, a declaration of the value of the cap-
ital stock more frequently than is provided in the bill as it passed
the House. You Senators understand perfectly all about this capital-

stock tax.

The Cuamrman. How frequently would you suggest?

Mr. Frercuer. I think it ought to be provided that any railroad
coming out of bankruptcy should be permitted to make a declaration
of the value of its capital stock when it starts on its new capital

basis.

The CramdaN. And then make a new declaration every 3 years?
Mr. Frercier. Then make a new declaration certainly as often

as 3 years. May I file a little memorandum with the committee bear-

ing on that thing? It will save me the trouble of taking up the

time talking about it,
The CrAIRMAN. Yes. )
(The memorandum referred to is as follows:)

MeuMORANDUM COVERING PROPOSED AMENDMENTS oF SECTioN 105 OF THP REVENUE
Act oF 1035

In order that corporations reorganized under the provisions of the act of
July 1, 1898, cntitled “An act to establish a uniform system of bankrupicy
throughout the United States,” as amended, shall be given the right to make a
new declaration of value on thelr capital stock for Federal tax purposes, the
following amendments of section 105 of the Revenue Act of 1035 are proposed.

{a) Subsection (f) of section 103 of the Revenue Act of 1935, as amended,
shall be amended by striking out “which declaration of value cannot he
amended,” and inserting in Meu thereof “which declaration of value cannot be
amended except as provided In subsection (i) hereof,” and

(b) There shall be added to section 105 of the Revenue Act of 10385, us
amended, a new subsection as follows:

“(1) Notwithstanding the provisions of subsection (i), any corporation
udjudged bankrapt or entitled to rellef under the act of July 1, 1898, entitled
“‘An act to establish a uniform rystem of bnnkmgtc,v throughout the United
States,’ as amended, shall, upon the termination of the proceedings and entry
of flnal decree, have the right to declare the value of its capital stock, which
said declared value, as reflected in its first return thereafter filed, constitutes
the original declared value of such corporation. For any subsequent year
ending June 80, the adjusted declared value of such corporation shall he such
original declared value adjusted as provided in subsection (f).'”

Mr. Frercuer. Pardon me, Mr, Chairman.  May I put into the
record what the Interstate Commerce Commission has said about this
undistributed-income tax as applied to railroads?

The Cuairman, Well, if you have it there, we will have it inserted

in your remarks, .
Mr. Frercuzr, This is the report of the Interstate Comnmercs Com-

mission, the Fiftieth Annual Report. This report is to the Seventy-

you do do it you will be taxed by this
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fourth Congress. In discussing sinking funds and other reserve
funds, they had this to say:

Recently our attention has been called to certaln provisions of the Revenue
Act of 1036, namely, those imposing a surtax on undistributed profits, and to
tho effect that these provisions will have upon sinking funds and additions-
and-betterments funds to be set up out of income. For illustration, it has heen
represented to us that a sinking-fund payment of $35000 a year required in
connection with the issue of certain bonds of the Chicago Union Station Co.
authorized by our order of August 26, 1036, in Finance Docket No. 11302, will
necessitate the payment of a tax of approximately 21 percent on the amount.
reserved, which would be avolded if the company distributed as a dividend the
amount. required to be reserved; and that to provide a sinking fund of

1,000,000 a year, as contemplated in the plan of the Chicago & North Western
Railway Co. would, if there were no “dividends received” eredit or other allow-
nhle deductions, require n net income of approximately $1,478,470, of which
about $257,860 would be required for surtax, which would be avoided if the
sinking fund were not required and the net income remaining after payment
of normal taxes, in this case about $220,610, were distributed as n dividend,

The Revenue Act exempts from the surtax amounts paid out or reserved for
retiving funded debt, or withheld from stockholders, under written contracts
of a certain kind executed prior to May 1, 1936, The exemptions do not apply
in such cases if the contract was entered into subsequent to April 30, 1936.

This means that the amounts used or irrevocably set aslde under contracts
entered into after the date Inst mentioned will be subject to the surtax and
that companies that do not so use their income or set up such funds but
distribute all thelr net income will not be subject to the tax. This also means
that™those companiex which have weak financianl structures and should use their
income to improve their property, retire funded debt, and huild up a lquid
surplus against a day of future trcuble will, if they undertake to do so, be
subject to a penalty, whereas railroad companies with strong financial struc-
tures, and able to finance their requirements through the issue of stock, may
distribute all thefr income and thus escape the surtax,

It i8 our view that railroads with weak financial structures, and those just
emerging from receivership or reorganization proceedings under section 77 of
the Bankruptey Act, should be encouraged to use their earnings, to the extent
nuthorized or approved by us, to build up and improve their property, retire
their funded debts, and create corporate surpluses in amounts sufficient to
meet their emergency needs, support théir borrowing powers, and afford in-
surance against obsolescence. We suggest that the situation of the steam
raflronds under the Revenue Act of 1936 should have the further conslderation

of the Congress.

The Criamrman. Thank you, very much,
Mr. Henry H. Heimann, representing the National Association of

Credit Men.

STATEMENT OF HENRY H, HEIMANN, NEW YORK CITY, REP-
RESENTING THE NATIONAL ASSOCIATION OF CREDIT MEN

The Crarman. Have you a brief to file?

Mr. Hermann, Yes, Mr. Chairman, I would like very much to file
it, if I may, and then I will use part of it as a memorandum and
skim over 1t rather hurriedly. ‘ '

First of all I may say I represent an organization that has approxi-
mately 20,000 individual members. Most of these concerns are the
smaller business concerns, but we have a rather large representa-
tion of the larger size organizations,

Next let me say that we have 1o particular interest in the bill other
than the general interest of credit. That is, we are representing no
particular industry. Our interest is in a tax bill that will be for the

general welfare,
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First, let me say this, to give you some idea of the size of our or-
ganization. Our gross turn-over, on a nonprofit basis, is about
$40,000,000 a year,

I want to begin by saying that we feel very much encouraged by
the action of the House. We feel that the bill represents a distinet
improvement, and we are very gratoful for that.

We were quite concerned over the so-called penalty tax, but now
that that has been eliminated I will not discuss that any further.

The Crairman. Do you approve of the action of the House.

Mr. Heimann. I certainly do, in every respect.

Senator Townsexnp. Do you approve of the bill as written by the
House? .

Mr. Hemmann, I approve the House action with respect to the pen-
alty tax, but I do not approve it with respect to the retention of the
undistributed-profits tax, We think that the present undistributed-
profits tax will not constitute the menace, the penalty that it has in
the past, but nevertheless we still believe the principle of the tax
is dangerous, and there is no assurance at any time that the law may
not be changed with respect to rates so that the same danger that was
inherent in the 1936 biﬁ will again become included in the bill.

The Cuamman. You think that is an improvement over the pres-
ent law?

Mr. Heimann, We think it is an improvement, but we prefer that
the revenue that is lost out of the repeal of the undistributed-profits
tax, which we advocate, be secured through direct taxes,

The Cuamman. Are you suggesting in your brief any particular
flat rate?

Mr. HeimanN, No; we think that the flat rate is a matter for
your determination, having in mind the revenue that will be lost
from the outright repeal of the tax.

The Cuairman. Your organization favors a flat rate?

Mr. HeimanN, We favor a flat rate.  We also favor the flat rate
expressly on the capital-gains tax. We believe that is advisable
from the standl[l)oint of providing more revenue and, from the stand-
point of actually promoting trade and commerce. We believe that
the capital-gains-tax rates are such as to restrict commerce and trade.

Senator Townsenp. Have you in mind the rate that you would
suggest ¢

{r. HeisanN. 1 would suggest a maximum rate of approximately
15 percent. I am quite convinced that that type of rate would bring
in more revenue for the Government. I do not contend it would
bring in as large a proportion of the Government revenue as did the
old act, for the simple reason that the capital-gains tax may have
capital gains to work upon, because we are not in so prosperous a
period of time. I am convinced that a 15-percent flat rate would
yield much more revenue than the proposed capital-gains provision,

The Cnamrman. Is it the view of your organization that it would
free some of their frozen credit?

Mr. HeimaNN, That is exactly the view of the organization,

Senator HerriNg. Fifteen percent for the first year? :

‘Mr. HerstanN, We believe in maintaining the flat rate throughout
the years, 15 percent, . '

The Cnatrman. Would you start that at 1 year, 2 years, or what?
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Mr, Heimaxn. We would start that at the end of the first year.

The CuamyMaN. You think that ordinary investment during the
first year ought to be paid from the incomes?

Mr. Hemmaxn. That is right, and then on the second year the 15-
percent rate.

The third thing I want to call your attention to particularly, and
one which refers to a matter in which we are highly interested, is
that which refers to section 18, I think it is, whicﬁ deals with taxes
on corporations in bankruptcy or receivership. There is an inequity
in that situation that I particularly want to call your attention to.
We have many concerns that are in an insolvent condition, but by
reason of the creditors’ cooperation they are maintained in business
it being our policy at all times to preserve a business organization
where we possibly can. Those organizations that are maintained
through the cooperation of creditors are, nevertheless, penalized by
the undistributed-profits tax.

Let me illustrate: Suppose you have a concern that has liabilities
of $100,000 distributed among 10 creditors, and the total assets are
$70,000; it 'is insolvent. Now, if it goes into bankruptcy, or
recoivership it is free of the undistributed-profits tax, but if
those 10 creditors would get together and through a cooperative ar-
rangement agree to maintain that organization and free it of its
indebtedness and help carry it through the struggling period of
that corporation, nevertheless, on account of any earnings that might
arise during that period of time it would be subject to the tax. We
think that is wrong in principle, and we think the law should be
so amended as to make ,)ossiblc the continuation in business of that
type of organization, where the creditors are willing to underwrite
tﬁe load. That refers to section 13.

With resPect, again to the undistributed-profits tax, we hold no
brief for the tax evader. We believe that the tax evader should
suffer a penalty and should be made to pay the tax, and we believe
there are men here ingenious enough to write the type of section 102
which would catch the tax evader.

The Cuairman., Have you any suggestion?

Mr. HersaNN, Merely that it be placed in the hands of those most
skilled to draw that type of legislation.

The Cuairman., We have been with the experts for quite a while
and have not been able to agree on anything. I thought probably
you would like to make a suggestion.

Mr. Heimann, It is hardly within my province, Mr. Chairman.

The CHatryaN. It is a very dificulc proposition.

Mr. HermannN, Yes; it is. There is one other fact that I want to
call to your attention, which explains the reason why we are so in-
terested in this tax, That is the fact that the average credit execu-
tive, and the concern he represents, are always faced with a doublo
taxation barrel. Not only aves the corporation pay its own tax, but
every time it has an account that goes into liquidation it finds a tax
against that account constituting a preference, with the result that
its assets in that liquidated account are eaten up by taxation meas-
ures.. Therefore, we are very much interested in having a tax bill
which will be most eqiutable and for the good of the general welfare,

You might be interested in knowing that in recent years, while it
may not bear particularly on the tax bill, many credit representatives
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have been concerned about the expenditures of the Government.
There has been put in process a considerable study with respect
to the possible limitation of congressional expenditures by constitu-
tional amendment, somewhat as the expenditures are limited in school
districts upon a certain basis of assessed valuations. To illustrate,
the basis is that one might determine the income of the Nation through
forcing everyone to ﬁﬁs a return., Whatever that income might be,
there might be a ratable maximum limit which could be appropriated
by the Congress, having that maximum limitation arrived at through
a constitutional limitation, and providing a reasonable surplus to
meet eriergency periods,

It has been suggested, for instance, that if the national income was
about $75,000,000,000 and you have an 8-percent limit, you have a
$9,000,000,000 appropriation. In normal times you might reserve
from that, we will say, 10 percent, which is $600,000,000, until you
have accumulated approximately six or seven billions of dollars, and
that accumulation would be useable for emergency purposes. I am
merely giving that to you as a suggestion to indicate the type of
thought that is in the mind of the credit executive, who is very
anxious to see not only that the tax bill provide sufficient revenue, but
that there be some method or program toward the amortization of
the debt that is now outstanding.

Finally, let me say with respect. to the bill that credit executives
feel that the individual surtaxes are not as productive as they might
be, und that they restrict and somewhat hamper trade. They want
the base of the present tax program broadened, broadened to a con-
siderable extent,

A great many people think that we should have a law requiring
every man with an income of over $500 to file a tax return, not neces-
sarily pay a tax, but possibly pay a filing fee of 50 cents. They think
that the tax should be broadened so as to bring tax-consciousness to
every citizen,

The Cuamman. Are you in favor of the publicity provision re-
quiring officers or employees that get over $15,000 salary to have it
published ?

Mr. Heimanw. I personally am not. That is a matter that was not
put up to the membership of my association. I would be very much
opposed to it but I am not expressing that opposition in behalf of the
membership.

The Cramrman. Thank you very much.

Mr. Hemmann, I would like to submit my brief here.

The Cramman. Very well,

(The brief referred to is as follows:)

Brikr oF HENRY H., HEIMANN, ExecuTivE MANAGER, NATIONAL ASSOOIATION OF
' CrepiT MEN

I appear in behalf of the membership of the National Association of Credit
Men, a nonprofit organization comprising approximately 20,000 manufacturing
and wholesaling concerns located in every State of the Union, Hawalii, and the

Philippines,

The national assoclation has been in existence for 42 years. A substantial
part of its membership.is composed of smaller business units, though the coverage
is rather complete and is, therefore, representative of both big and small busi-
ness, Its member representative in each of the concerns is the credit executive,
treasurer, or financial executive of the company,
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_ The interest of our members in taxation legislation is a broad interest, Credit
is the common denonminator of all business. Our recommendatiouns, in their
entirety, are based upon our desire to help develop a sound taxation polley for
business in the interests of the general welfare. We represent no specific
industry and have no particular “iron in the fire.” Our sole objective is to
maintain sound credit conditions which admittedly arve essentiul factors in the
promotion of the Nation's business activity and the restoration and maintenance
of its general prosperity.

Taxation problems bear heavily upon the credit executive of a company.
Injudicious taxation legislation, inequitable and excessive taxation rates, In
many instances, impair the credit acceptabllity of a customer. Uncertainty orv
ambiguities in tax legislation make more difficult of appraisal the credit of a
coneern.

The credit executives of the Nation at the outset wish to compliment the House
on the very constructive amendments to the undistributed-profits-tax . section of
the proposed law. We ave also deeply grateful for the elimination of the so-
culled “third basket” tux which caused considerable anlarm among our people,
and which we felt would have been even more harmful in its effect than the
undistributed-profits-tax law of 1936,

Since apparently the “third basket” tax has been definitely eliminated it is
not our desire to take up the committee’s time with testimony bearing on the
adverse effects to business of this type of legislation,

Since the undistributed-profits tax has been reduced, it cannot farirly be said
that the penalty for retention of earnings, even though at maximum it amounts
to a 25-percent penalty, constitutes the menace that it did in the 1936 law.,

But the uneconomic principle of taxing thrift, of penalizing those who would
gave for a rainy day, of injecting a taxation principle that diverts us from the
objective of stabilization of employment and earnings, remains a menace. Such
a principle, in our opinion, violates the tested rules of sound economics.

We recognize that the uses to which some corporations put their surpluses in the
twenties were, at least, questionnble. However, we do not belteve that such
abuses as did exist in some cases justify general penaltles which discourage
the accumulation of needed surpluses. Without the surpluses which business
was able to build up during years of prodperity, the collapse of our economic
structure would have been far more serious than that which we have ex-
perlenced during the past few years, and our unemployment problem would have
been greatly increased.

As long as the possibility of future recessions in business exist, care should
be exercised that our taxation measures do not discourage the accumulation of
surpluses which are needed for the general well-being in time of slackness in
business income.

Day by day, evidence comes to hand of distribution of earnings under the
present law of such large proportion that the company, secking to escape the
hardships of the undistributed-profits tax, has made its credit less acceptable.
In some instances, the very injudicious practice of paying dividends with notes,
thus adding to future linbilitles, has been resorted to. While primarily it Is
true that a directorate which resorts to these practices must answer for its
actions, the fact nevertheless remains that such action would never have been
taken had it not been for the undistributed-profits tax.

The wide distribution of earnings by way of dividends in 1037 in itself indi-
cates the abnormal situation and, in our opinion, prolongs the present recession
inasmuch as it prevents an even flow of dividend distribution. Funds that
would have normally gone into surplus for dividend-stabilization purposes have
been ‘distributed and present business will make available a greatly reduced
sum for distribution by way of dividends during the current year,

The higher distribution of dividends in 1937 simply meant an increase of
purchasing power in that year at the expense of the current year. Thus the
undistributed-profits tax could not help but have a tendency to accent recovery
artificially and emphasize a perlod of recession. Under the undistributed-
profits-tax law we have promoted “feast or famine” conditions.

8ince this tax, in our opinlon, is wrong in principle we urgently request the
consideration of its entire repeal, having in mind that as long as the principle
remaind a part of our taxation program there i8 no assurance that rates may
not again be established which would prove as uneconomic as those found In
the present law.

Our members recognize that the repeal of this act involves an increase in
other taxes. The loss In revenue from such repeal could be recaptured partially,
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at least, through an increase in the normal corporate tax. They, in keeplng
with other citizgens, feel the tax bill §s inordinately high. But since the ex-
penditures have been made, they are willing to meet the taxation program
Congress may legislate. They respectfully urge, however, that the bill be
simplified and that the principle of the undistributed-profits tax be eliminated
through outright repeal.,

With respect to the proposed tax law, however, there are several items which
credit executives feel need more equitable treatment. They feel some fmprove-
ment could be made in providing certain considerutions for these corporations
that have an accumulated indebtedness. They believe the present system of
Hmiting deductions for capital losses establishes, in effect, a gross income tax,
rather than a net income tax.

One Inequity in the present law they would particularly like to call to your
attention. It is found in section 13 which deals with corporations in bank-
ruptey or receivership. In effect, it provides for corporations in bankruptcy
or insolvency, or those in receivership, an exemption from the propused
undistributed-profits tax,

If the undistributed-profits-tax provision is not repealed outright, it would
seem to be in order that this same exemption should apply to these concerns
that are, in effect, in an insolvent condition but which, through friendly
cooperation of creditors, have been saved from bankruptey or Insolvency
through out-of-court agreements,

Credit executives generally use every means at thelr command to keep a
distressed business alive if through their helpfulness they foresce any possi-
bility of that business reestablishing Itself on u sound basis. The present law,
in cffect, grants immunity from the surtax to corporations which have taken
the legal step of going into bankruptey or receivership., But it penalizes cooper-
ation of creditors, endeavoring to work their way out of difficultics and continue
in business.

Let me give an illustration to make my point clear. A manufacturing con-
cern owes 10 creditors $10,000 each. It has a total liability of $100,000. It
possesses assets of but $70,000. It is insolvent,

If this concern goes into bankruptey or receivership, and in the course of the
liguidation or recelvership operations earnings are realized, such earnings
under the present law are exempt from the undistributed-profits tax.

Now, assume the same coucern faced the same situation. Assume that the
10 creditors met with the management of that concern and agreed not to press
their claims but, as is often the case, agreed to freeze their obligations and aid
in the conduct of the business until the concern could reestnblish itself. In
this latter case, if any earnings arose out of the operations the concern would
be subject to the undistributed-profits tax. Under these conditions creditors
frequently feel the first loss is the least loss and make no effort to salvage the
concern and keep its doors open.

This premium which the present law puts on liquldation or going out of
business is wrong in principle. It contributes to further unemployment,

Admittedly, one of the dificulties of carrying the exemption over to these
concerns that are trying to reestablish themselves through out-of-court Hqui-
dations is the difficulty of administration. However, the collector of interual
revenue could be vested with discretionary powers to rule on each case. Ilis
office in turn could draft a paragraph protecting the Government from the tax
evader who might seek to use this means to evade taxes, the collector of
internal revenue requiring that such paragraph be made part of cvery creditor's
agreement as a condition precedent to exemption. The exemption would hold
until the return to solvency.

The penalties in the present undistributed-profits tax are insufficient to check
the willful tax evader. The credit executives hold no brief for him and they
recognize the unfairness, both to stockholders and the Government, of unneces-
sarily accumulating earnings within a corporate structure for individual tax-
evasion purposes. They suggest that the tax evader be dealt with under section
102 and that all corporations improperly accumulating surpluses be called to
account under that section. They feel section 102 could be strengthened—and
see no reason why it should not be—to deal with the so-called tax slacker.

The credit executives, having in mind the need of additional revenue, further
suggest the adoption of a flat rate to replace the present capital-gains and losses
tax. It is their firm conviction that, with respect to this section of the pro-
posed tax lnw, the adoption of a flat tax rate would not only yield more revenue
than the present law—which has put into effect the inevitable law of diminishing
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returns—but that a fiat rate would do much to stimulate trade and commerce
and, consequently, réemployment,

They suggest a flat rate not in excess of 15 percent. I’revious experience
with the capital-gains tax indicates that a flat rate, If reasonable, is actually
a stimulus to capital gains, thus permitting a greater capital-gains tax harvest
by the Government., The credit executives feel that the yleld from a capital-
gains tax, If a flat tax of 156 percent were put into effect, would exceed receipts
under the proposed law.

Aslde from the added revenue there would be some comfort to the average
taxpayer using a slmple tax form as against the terrifylng cross-word puzzle
he must now solve in reporting his capital gains and losses.

We are convinced that the present high surtax rates in the upper brackets
are ineffective beenuse they restrict trade too severely. We believe a reduction
of these rutes would be stimulating to trade and would Insure greater tax
receipts. We also favor broadening the Income-taxation base so that ecvery
cltizen will be required to do his part,

The credit executives of the country believe they represent business as a
whole accurately, when they say business i8 willing to absorb a heavy tax if
the end justifies the means. They would like to see present Government
expenditures reduced, however,

The committee may be interested in the fact that many credit executives of
the Nation feel that 1f present expenditures continue to increase year by year,
it may eventually be necessary to attempt to Mmit expenditures through consti-
tutional amendment, if such a procedure is possible. Such limitation, they feel,
might well be based upon the total national income of previous years, expressed
in percentace, just ns school-district taxation, in many instances, is now limited
to a certain percentage of assessed valuation,

To NMlustrate what i8 in the minds of many credit executives, let us assume
the existence of a constitutional amendment limiting annual Federal taxation of
all kinds to 8 percent of our annual national income.

Under this plan there would first be a requivement that every individual
and organization, whether subject to tax or not, file a report of income. This
would then establish the total income of the Nation,

Asgsume. this to be $75,000,000,000, If the constitutional maximum tax limi-
tation of 8 percent prevailed, appropriations in the following fiseal year could
not exceed $06,000,000,000. o

Of this six billions of taxes collected, 10 percent, or $600,000,000, would be
set aside as an emergency reserve. A limit to such reserve would be estab-
lished at $6,000,000,000. Such reserve would be subject to disposition by
Congress,

If, in years of severe depression, our natlonal income dropped to a flgure
under which the maximum approprintions under the 8-percent clause would
prove inadequate for nceessary expenditures, Congress would have power to
declare an emergency and draw necessary additional appropriations beyond
the 8-percent maximum from the reserve.

In closing, may I repeat that credit executives are very much encouraged
by the evident desire of hoth the House of Representatives and the Senate
to make more equitable the present tax laws, They sincerely believe an out-
right repeal of the undistributed-profits tax and the adoption of a flat rate for
capital gains would be a most potent influence for the immedinte restoration
of confldence and the resumption of recovery.

Not only is the ecredit department of each organization faced with the tax
problem of its own organization, but in more recent years it has, in fact, had
to face n pyramided tax cost. Bad-debt losses have returned a steadily dimin-
fshing amount through bhankruptey, receivership, or friendly liquidations bw-
canse the assets of the concern involved have largely been absorbed by the
preferential-tax levies and tax obligatlons of the Federal and State Govern-
ments and politieal subdivisions. The firm, therefore, not only pays its own
tax but, indirectly, helps liquidate the tax bill of its distressed debtor.

I have discussed the position of the credlt executive and hig problem in such
detnil so that the members of the committee may know the reason for the
credit executive's interest in an equitable and constructive tax bill,

The Cuamrman. Mr, C. C. Clayton, from Cleveland, Ohio, repre-
senting the Wellman Engineering Co.
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STATEMENT OF C. C. CLAYTON, CLEVELAND, 0HIO, REPRESENTING
THE WELLMAN ENGINEERING CO.

Mr. CrayroN. Mr. Chairman and gentlemen, the Wellman Engi-
neering Co, is an Ohio corporation of just under $3,000,000 net worth.

Our business consists of designing and building heavy equipment
for the steel industry, dock equipment, for railroads, and special heavy
equipment. for the Government and other interests. During the World
War our plants were almost entirely placed at the disposal of the
Government for the manufacture of the heavier war equipment. At
this time several new buildings were erccted and equipment purchased
and installed at one of our plants by the Navy Department, later to
bo purchased by us from the Government, and we are still carrying
the burden of trying to pay for them, even though we were compelleﬁ
Lo abandon the plant over 11 years ago due to the forced overexpansion
of war purposes.

We have learned, during the more than 385 years of our existence,
that in good times we must conserve our resources in order to live
during the inevitable times of depression. As evidence of following
this rule we have paid no common dividends since 1920 and on our
cumulative preferred capital stock, of which there is outstanding
$1,142400, thero are unpaid accumulated dividends aggrogating
$87.50 per share or $999,600 at January 1 of this year. ’

Following are figures which will show you how we prepared our-
selves for the long depression of the 1930%, and after G0 consecutive
months of losses we were able to come back and make new strides
forward in modern and commendable engineering achievements.

After a loss from operations in 1928 we started on January 1, 1929,
with a surplus of $33,281,67. During 1929 our operations resulted in
a net profit of $328,692.63. The total income tax on this very satis-
factory result was only $3,985.80 due to the fact that we were ablo
to apply the previous year’s loss of over $300,000 as a deduction in
accordance with the provisions of tho Federal income-tax laws of that
year. In 1930 our net earnings after paying income taxes of $56,-
089.31 amounted to $368,779.G§. In 1931, although operating at a
loss for several months, we showed a small net gain for the year and
at the end of the year, December 81, 1931, our house was in order and
we were prepared to face any reasonable depression safely, This
was due in a great measure to the fact that Federal incomo taxes were
reasonable, that we were able fo use our previous year’s loss as a deduc-
tion, and, in short, retain the major portion of our profits for produc-
tive use in the business.

After paying current dividends on our preferred stock from July
1, 1929, through 1931, we had increased our surplus of $33,281.67 on
January 1, 1929, to $606,557.61 at December 31, 1931. During this
period the peak of our financial strength came on June 30, 1931, when
our balance sheet showec. cash on hand and on deposit of $194,705.13
and an investment in Government bonds of $475,382.09, a total of
$670,087.22 of cash und bonds, with no obligations for money
borrowed,

Then came the year of 1932 with a loss of $210,344.32; 1933 with a
loss of $207,585.67; 1934 with a loss of $157,469.97; 1935 with a loss of
$95,081.34; or a total loss for the 4 years of $671,381.80. At the end
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of 1935 what was once a substantial surplus was now reduced to a
deficit of $63.226.35. Our balance sheot at December 31, 1935, showed
cash of $10,272.82 and no investment in Government bonds, but a
past due mortgage on our plant for money borrowed in the amount
of $220,000 as well as other past due obligations.

Our losses continued for a few months into 1936, but a turn for
the better in business conditions enabled us to finish the year with
better than an even break—a net profit of $4,434.76.

In 1937 our business continued to improve and the results for the
vear were very satisfactory. Again we started to prepare ourselves
for safety in the future. No dividends were declared or paid during
the year, as the management thought that our stockholders’ interests
would be better protected if once again we started to accumulate some
working capital instead of paying them a small return on their
investment.

At the beginning of the year our bank mortgage was in the dan-
gerous position of being past due. During the year a total of
£12,000, plus interest, was paid on this obligation and it has now
been revamped and placed in a current condition. A year ago there
was past due on our Government notes for wartime buildings and
equipment, an amount of $130,500; during 1937 & new agreement was
made removing this past-due feature,

A year ago our county and State real and personal taxes were
delinquent in an amount of over $80,000; during 1937 the necessary
»ayments were made to place this obligation on a long-term deferred

asis under provisions oF the Ohio State Whittemore Act. Naturally,
we are justly proud of our accomplishments in a financial way in our
first really profitable year since 1930,

However, today we face a problem that is more serious to us
than any of the obstacles which we were able to overcome last year.
Our annual audit report shows that we made a profit for 1937 of
$144,649 28, but after providing for IFederal income tax and surtax
on undistributed profits, aggregating some $47,500, our net for the
year is $97,108.28. This profit is not reflected in cash but has gone
into increased receivables, inventory, and a small part into new
equipment. Of the total tax on our income, approximately $26,250
is the amount due for surtax on undistributed profits.

In view of the aforementioned burdensome past due obligations,
it is quite evident that we could not pay any dividends whereby
our income-tax liability could have been reduced.

Since June 1934 we have operated on working capital borrowed
from the bank and have secured these loans by pledging customers'
accounts receivable as collateral. To meet our first quarterly install-
ment of the 1937 income tax, due March 15, it was necessary to bor-
row funds and pledge accounts receivable. .

In November 1937 our sales once again dropped down to “depres-
sion” levels. Unless there is a substantial improvement in business
in the near future, our operations will again become unprofitable and
the gains made in 1937 soon lost, leaving us with no cash surplus to
face an extended period of low production.

From our picture, which is no different than perhaps thousands of
others, it can be seen that a tax on undistributed profits works the
greatest hardship on those least able to pay. On the other hand, had
we been more fortunate during the depression and were able in 1937
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to pay most or all of our profits to stockholders in the form of divi-
dends, we could have made several times the profit we did and not
pug any more undistributed-profits tax than the $26,000 we now owe.

Surely the unfairness of this burden on the financially weaker
companies merits your most serious consideration. If this law is to
continue, should not some provision be made giving relief to com-
panies such as ours where it is found that the withholding of divi-
dends was made absolutely necessary due to their financial condition?

The future of our company is at stake as well as the continued
employment of over 300 people.

The Cuamrvax. How many people do you employ?

Mr. CrayToN. From 300 to 500. It is a little over 300 at the pres-

ent time.
The Cuaimraman. You would rather have a flat corporation tax?

Mr. CraytoN, Yes.

The Craman. You do not like the undistributed-profits tax?
Mr. Crayron. Not very well,

The Cnamaan. All right; thank you very much.

Mr. Comstock, of Boston, representing Comstock & Wescott, Inc.

STATEMENT OF A. BARR COMSTOCK, COMSTOCK & WESTCOTT,
INC.,, CAMBRIDGE, MASS.

Mr. Comsrock. I am a director and general counsel of this com-
pany, gentlemen.

The Czamran. Have you a brief to present to the committee?

Mr. Comsrock. I do not have it prepared yet. May I file it some
time this afternoon? It is being typed.

The Cuamraran. That is all right,

Mr. Coxsrocx. We come under, legally and technically, the per-
sonal holding company provisions. Igdo not believe that Congress
ever for a moment intended that a company of our type should come
under those provisions. We organized in 1912. Prior to that time
we did business as a partnership, but finding that we could only do
business properly and fully and adequately as a corporation, we
incorporated.

Our business is that of research, consulting engincers or industrial
engineers. We employ from about 115 to 150 trained personnel,
Harvard graduates and others, some of whom are, I think, rather
distinguished men,

We have been responsible for a number of developments, some of
which have been commercialized to advantage to all concerned, others
of which are now just reaching the commercial stage.

My brother is president of the company. He was the principal
inventor of the Technicolor motion-picture process. Possibly some
of you who have seen Snow White and the Seven Dwarfs will admit
that it has quite a public appeal. We developed Technicolor com-
mercially and finished it up, I think, in 1925, and since then we have
had no legal relation with the company, as it has been paddling its
own cance. I understand it is now dominating the motion picture
industry in England, and I hope it will succeed to the same extent
perhaps in this country. At any rate, that was one of our develop-

ments,
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Another development some years ago was a development involving
the invention and commercialization, patenting, and so on, of a proc-
ess of manufacturing an abrasive, something ?ike carborundum, that
was called by some of the men later a little gold mine.

Woe are now engaged in three, I think, rather important develop-
ments, two of which we have worked on for about 11 years. One of
them involves a new patented process of extracting from lean ore cer-
tain metals such as nickel, iron oxide, sulphur, cobalt, and so forth.
We now control, through another company, a very large amount of
lean ore from which we believe we can extract nickel to advantage,
As the United States apparently has very little, if any, native nickel
supply, wo think that this might well be of interest, from the point
of view of perhaps national defense as well as commercially. At
any rate, we have a plant about built, and it has been so thoroughly
tested in the last 11 years that we know ourselves that it will work,
and it has worked.
~ Another development is about at the same stage, and the company
owning it, by whom we have been employed, now has a plant in Con-
necticut, involving the use of capital put in by Rhode Island capi-
talists, mostly Providence. It involves a houschold duplex unit. Tt
looks like the ordinary modern icebox, and it furnishes all the refrig-
eration you want um{ at the same time all the hot water you want
for the average household. This can be done, and is now being done
at very low cost, and the utilities from all over the eastern part of
the country have already ordered all of the machines we can get out,
and we haven’t got any more. Incidentally, they told us to name
our own 5)1‘ice. ow, that presumably will develop as soon as we get
thoroughly equipped; that is, the owning company is building a new
plant down in gonnecticut, which will deve]oy a new industry em-
})loying a good many men or women, or both, and supplying the
10usehold needs at low cost, which it is obvious ought to be of con-
siderable value from many points of view.

Another development in which we have only spent about 215
years, which is not a very long time for these things, is a still-color
process based on the Technicolor patents, the still color rights to
which we retained, and that process involves a production, at low
cost, of still-color prints for use in advertising and orher fields,

We think it wil} have a very wide commercial use at low cost in
multiple lots of three or four, perhaps several hundred, not compet-
ing, of course, with newspaper ams magazine color photography,
which is another proposition.

Now we were organized, as I say, in 1912. We have been doing
business about 25 years. Wo have paid a good deal of money to the
Government in taxes—not a large amount, because we are a small
company—throughout the years. We certainly are fairly well known
in New England as people of honor. 'We pay our taxes. The presi-
dent. of the company advanced over $11,000 from his personal }unds
a few years ago to pay a deficiency tax. He could not afford to do
it, the company could not afford to pay it; but it had to do it, be-
cause we had to throw up our hands at the last minute before the
Board of Tax Appeals,

Now in.regard to the loophole zw, I have estimated that we would
be subjected to the personal holding-company tax on what we hope
will be a substantial income this year—which I will explain in a
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moment—of from 65 to 75 percent. In addition to that we are sub-
jected to the other four Federal corporation laws. In addition to
that we are subjected to the Massachusetts and New York excise-tax
laws, and figuring the tax on a conservative basis, if we are lucky
enough to have any income, from $100,000 to $200,000 this year, mak-
ing 109 percent at least. That is in addition to the State taxes.
Just how that extra 9 percent can be collected and paid I do not
know,

Senator Kina. Out of your hides, possibly.

Mr, Comsrock. I imagine so. I do not know of a provision of
the Iaw for the collection of such an excess, and I do not know what
would happen, but that is true; it is a fact.

Now, our type of business, coming down to the tax feature a little
more, involves this: We will take this chlorine process in metallurgy
as an example, A wealthy man in Massachusetts said to my brother,
“If you can invent some method of extracting from lean ores these
metals there is a gold mine in it for all. Mr, Longyear put in his
money, and the court even allowed them to invest the money of the
estate in that development since his death, showing perhaps the
confidence of at least the judges and court officials in the possibility
of success in this development. Now Mr. Longyear put in money and
Comstock & Westeott put in brains, whatever we have. At any rate,
we invented and developed, and are carrying now to the commercial
stage that development. He took stock for his money, for his
investment. in a new company, several new companies which own the
wrocess.  We took stock for our patent rights, services, and so forth.
{Ve furnish our personnel under contract, engineering contract with
the owning company. We do the same in other developments. I
think it is a rather unique business. We do not know any other com-
pany, here or abroad, which does this kind of business.

At any rate, we have in our treasury perhaps 100,000 shares of
these development-company stocks that were not worth a nickel when
we took them in, of course, because it was nothing in the world but
a hopeful laboratory experiment which we carvied on. As I say, in
three cases we have been in the development up to 11 years, and in
some other cases a little shorter. Those stocks, for tax purposes, we
had taken in at zero. When we sell any we return the proceeds as a
100 percent taxable gain. We are now reaching the stage where some
of those stocks are worth something, We are morally obligated not
to sell any of those stocks in-substantial amounts until the develop-
ments have reached the commercial stage.

Now we are caught technically under one of the sections—I will
refer to this in my brief, I will not go into the particular wordin
unless you desire me to do so—we are caught under this section o%
the personal holding-company law that imposes this tax of 65 to 75
percent of undistributed profits derived from the sales of securities.
Generally speaking, our only income is through the sale of these
stocks, if they are worth anything, and if they are not worth any-
thing, we make no money. We show our faith in these developments
in that way. :

Now mind you, because of the fact that these stocks when we take
them in are worth zero, any gain from the sale of these stocks is
cert ~intv, ™y cffect, persona service income. There is no question

’
)
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The other section of the law, the personal holding company law, I
think it is section 353 (e), if I remember rightly, expressly exempts
personal-service income. So that if these stocks had any value what-
ever when we took them in, and we were then taxed on that value, we
would not be taxed at all under the personal-holding-company law.

Congress, the Ways and Means Committee, expressly stated, in
their explanation of that law, their belief that the law was so framed
that companies like ours, not by name, of course, should not be taxed
under that law at all. The House bill does not affect this situation
at all, I am sorry to say.

Senator Kina. It leaves you in the dilemma in which you find
yourself.

Mr. Comsrock. Yes.

The Cuamman. Would you agreo that the consent dividends fea-
ture is a proper featuref

Mr. Comsrock. It was suggested that we distribute. 'We cannot
distribute for the reasons I stated. I wanted to reorganize this
company some time ago and they said no, that we ought to stick to
our moral obligation to hold the stocks until the companies are com-
mercial. I figured the other day that my brother, as president, for
instance, if the dividend credit were taken he would be taxed on
what we hope to make this year, perhaps 68 percent.

Any way you take it tha taxes on the personal-service group are
still onerous. So you soak the corporation or soak the individuals, it
is exactly the same.

Furthermore, we have an element of good will here in a personal-
service corporation of course. We are now labeled as tax evaders.
Not many people in New England believe that, but that is what we
are labeled. I do not think we ought to be labeled that.

Congress has already exempted many good old line companies
from this tax, and this is what the Ways and Means Committeo, in
its explanation of this loophole law said, just two or three lines:

The provision that some third party must have the right to designate who
shall perform the services contracted for, or that the person to perform the
wervices must be designated in the contract, will prevent this rule from apply-
ing in general to operating corporations engaged primarily in rendering per-
sonal services and which necessarily enter contracts to render such services,
sclecting such members of their staff as they desire to render such services.
Thus, corporations which let out the services of architects, englneers, and adver-
tisers would not as a general rule be required to report such income as personal

holding company income.

It is believed that the pros)osed amendment will take care of the
“incorporated talent” loophole. (Note: Reference to the law ends
here.) We do not feel we are that kind of a loophole that ought to be
plugged up in this way.

Senator Kine. Nevertheless, from the words which you have just
read, and I suppose the spirit of those words was incorporated in the
act, you have been subjected to the taxes?

Mr. Comsrock, We have been subjected under another section.
As I say, we are probably unique. I do not blame anybody in fram-
ing this law, all I ask is that you add about 15 words to the law.
;nd I would suggest to you some of the same words that are used

ere,

The CraiemaN, What is the suggestion you make?

Senator King. What section does that refer tof
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Mr. Comsrock. That is section 353 (e), personal service contracts.
We are of the general type, of course, of a personal holding com-
pany, closely held, and so on. It is title I-A, section 333,

Senator Kina. What page is it?

Mr. Comsrock. I am sorry, I do not have the bill, Senator.

Senator Gurrey. Page 293.

Senator Davis. What language did you want to insert in theref

Mr. Comsrock, Well, may I just say this section ge) would exempt
us if our development stocks were worth anything when we take them
in. That would be personal income of the type that is exempted
under (). Now, because these stocks are worth nothing, and our
income is only derived from sales of these stocks, we come under
section 853 (b), namely, gains from the sale or exchange of stock

or securities. ) )
Now, I suggest a few simple words, using the very sume lnn[i'un;,re.
It would not open the door to anything dangerous but would give

us o little justice, if these words were added. Add to section 353,

subsection (b), these words:

If said stock or securities would constitute amounts received under a contract
under which the corporation Is to furnish personal services,
namely the type of personal services that is exempt in subsection (e),

and {f sald amounts, if of some ascertainable value, would be taxable under
subsectlon (e) of thls section 3563.
So that section 353 (b) shall read as follows, and this would take

cave of it, I think:
Stocks and securities transactions: Except in the case of regular dealers in
stock or securities, gaing from the sale or exchange of stock or sccuritles,

and they are the original stocks——
Senator King, Comma ¢
Mr. Comstock. Comma—*if” and underline that, if you will—

it said stock or securities would constitute amounts recelved under a contract
under which the corporation g to furnish personal services, and if said amounts,
it of some ascertuinable value, would be taxable in subsection (e) of this sec-
tion 353.

The Cuamaan. Mr. Comstock, I suggest you file your brief with
this suggestion.

Mr. Comsrock. Yes, Mr. Chairman,

The Crramrman, We will give it every consideration.

Mr. Comstook., Thank you very much. May I conclude in just 2
minutes?

The CHarrmar. Yes,
Mr, CoMsrock. We, of course, are hit by the undistributed-profits

tax. My brief suggestion as to that undistributed-profits tax is this:
I had an active part, perhaps, in this little-business men’s confer-
ence. It was very interesting.

The CHaRMAN. You had a good time up there.

Mr. Comsrock. Well, we did, Senator. I believe, perhaps, that a
consensus of orinion was reached with regard to taxes. We had four
tax planks, which were good. I did not write them, but I wish I
had, because they were good. It wiped out the closely held third
basket ; that is, it eliminated it. I hope that would be done,

Second, it wiped out the defect of this kind that I pointed out,
including operating companies under the personal holding company
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law. Next the undistributed-profits taxes, and next spread the base
for more revenue,

I know that that crowd were practically unanimous in their feeling
that the undistributed-profits tax is a very bad thing, especially for
small business.

I do not see any reason in the world why section 102 should not
be strengthened, and I would respectfully suggest that you wipe out
all question of motive, and leave it that any unreasonable accumula-
tion of earnings, that is, the unreasonable portion, not reasonably
required for tﬁ: business be taxed. I do not think n businessman
in the country would seriously object to paying taxes, even 76 percent
or 80 percent, on that excess. As I understood Mr. Alvord at the
hearing before the Ways and Means Committee, there were 16 Federal
cases, 9 of which were won by the Government even with this im-
broper motive in them. Courts now have jurisdiction of stockholders,
Lills to require directors to distribute dividends, that part of the
earned surplus which is not reasonably re uired for the business.
The little fellows in that case would get their legal rights, which
they cannot get now because of the expense involved in the litigation.
I do not think business would object to that at all,

The Cuairman. We thank you for the suggestion and the Com-
mittee will consider the points that you made.

Mr. Coxsrock. Thank you.

The Cuamryan. Mr. Whalen,

Senator Davis. In regard to the process you mentioned, do you
think you could extract any low-grade iron ore as well as nickel?

Mr. Comstock. Well, we are doing it. We have got 100,000,000
tons, and we are doing it, and Eetting nickel out of it, too.

(Subsequently, Mr. Comstock submitted the following brief.)

BrieF FOoR TAXPAYER, CoMS8TOCK & WESCOTT, INC., RESEARCH INDUSTBIAL
ENoINEERS, IN RE Prorosep REvVISION oF THE REVENUE Laws, 1938

1. The taxpayer, Comstock & Wescott, Inc., organized in 1912, is a personal-
service group of research industrial engineers. The company has been in active
and successful operation since its incorporation. It now employs a trained per-
sonnel of some 115 persons, headed by a number of technical experts of recog-
nized abillty and high standing. It has plants in Cambridge, Mass,, and Niagara
Falls, N. Y.

2. Under the provisions of section 351 et seq. of title TA of the Revenue Act
of 1036, amended by section 1 of title I of the Revenue Act of 1937, popularly
known as the “loophole law” (which was not changed as applying to this case
by the House bill), the taxpayer will probably realize income from certain
proposed 1938 transactions involving gains on the sale of securities under sec-
tion 353 (b), taxable at the G3-percent and 75-percent rates provided therein.
It is respectfully submitted that Congress never intended to subject companies
of this type to the onerous tax provisions of this law, and that the addition of a
few simple words to subsection (b) would relieve such a business from a
hardship which now threatens its successful operation, if not its very existence.
As the taxpayer is on a cash basis and, therefore, gets no 1938 credits (ngalnst
1938 income) for other Federal taxes, it is anticipated that from its 1938
income from this source it cannot even retain in its treasury sufficlent funds
to insure the payment by the company and the collection by the Government
of Federal taxes without being subjected to a tax on the same at the 65-percent
and 75-percent rates. .

Such income may well constitute substantially all of the taxable net income
of the taxpayer for 1938, and the amount may be sufficient to subject the com-
pany to totnl Federal taxes—normal surtax, excess profits, capital stock, and
personal holdihg company—of over 100 percent of its entire net income in addl-
tion to the excise taxes assessed by the States of Massachusetts nnd New York.
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(This total tax liability may be somewhat less under the revenue bill as passed
by the House of Representatives.) As to the liability of the taxpayer for an
amount in excess of its entire net income, I will venture no opinion,

8. As more fully described, the type of business conducted by the taxpayer
has been, since its organization, over 23 years ago, substantlally as follows:

(n) At the request of some financial group interested in gome certain indus-
try, the taxpayer, through its expert personnel, will devise and invent proc-
esses and patent rights presumed to be valuable in such industry. This finan-
cinl group and the taxpayer promote and organize a new company (hereafter
referred to as Y company), which acquires from the taxpayer the processes
and patent rights referred to, and an engineering contract is made between
Y company and the taxpayer under which the latter, as engineers, agrees to
develop these processes to the commercial stage. This financial group advances
to Y company funds for the expenses of the development work, taking therefor
stock in Y company. The taxpayer likewise takes stock in Y company as com-
pensation for its engineering services and the processes and patent rights, title
to which pass to Y company under the contract.

(b) The taxpayer at the present time has stock of several such development
companies in its treasury. Such stock obviously has no market value when
originally acquired as the enterprise is for a considerable period merely a tech-
nical, industrial experiment. Such stock (instend of cash) is taken by the
taxpayer so that Y company may conserve cash to the maximum extent and
because the taxpayer is willing that the value of its compensation shall be
largely contingent upon the ultimate success of the venture. All of these enter-
prises are now, however (nfter more than 10 years of development work in
several cases), approaching the commercial stage, and it is hoped that these
development stocks may acquire substantial value. These stocks are taken in
by the taxpayer, for income-tax purposes, at no value and when and if any of
them are sold from time to time in small amounts the proceeds are returned
100 percent as taxable gains, the Treasury Department having acquiesced in
this practice for many years.

(¢) These development stocks have not been distributed to the stockholders
of the taxpayer for the primary reason that the directors feel that the various
financinl groups have advanced their funds with the hope, if not the expecta-
tion (although there is no agreement to this effect), that the stock of Y com-
pany will, for the most part, be held in the taxpayer's treasury, and that the
taxpayer's top personnel will remain stockholders of the taxpayer, at least
until the development has reached the commercial stage (except for the rea-
sonable cash requirements of the taxpayer and its stockholders, one of whom,
the president of the company, has, until recently, taken practically no salary
whatever in any form for many years), so that the continned active interest
of the most important members of the taxpayer's organization in the enterprise
and their continued professional group service in the development work may
be assured during the development period. (In one instance the taxpayer
recently became entitled to moderate compensation in the form of cash rather
than stock, most of which, however, it has refrained from collecting.)

4. May I briefly describe a few of these technical industrial developments
for which the taxpayer is responsible.

(n) Some years ago the taxpayer completed, to the commercinl stage, the
technical development of the Technicolor Motion Picture process, of which up to
that time the president of the taxpayer, Dr. D). F. Comstock, was the principal
fnventor. (The taxpayer has hnd no conunection with the business or financial
operations of the Techuicolor Co. for a conslderable period, except that it still
owns a few shares of Technlcolor stock.) Dr. Comstock 18 well known in Bos-
ton and elsewhere as an engineer of conspicuous ability and high standing in
the fleld of industrial technology. This development has proved highly suc-
cessful from both a technical and n commercial point of view. The wide public
interest in the Technicolor plcture, Snow White and the Seven Dwarfs, is an
illustration of the popular appeal of the products of this new industry,

(b) Another development commercinlized some years ago by the taxpayer
and/or its former personnel is based on a patented process of manufacturing
an abrasive somewbat resembling carborundum. This company also has had
a very successful history.

(¢) A current technical development of constderable promise has been in
progress for more than 10 years under the immediate directlon of the vice.
president of the taxpayer, Dr. Ernest W. Wescott, at Niagara Falls, involving
patent rights and new processes relating to the cyclic use of chiorine, on an
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economical basls, for the extraction of nickel, sulphur, iron oxide, and other
valuable mineral products from lean ores. As large ore deposits of this type
within the territorial boundaries of the United States have been made aval-
able for treatment by this process, which it 18 belleved may now be profitably
worked for nickel, and in view of the fact that practically no nickel is now.
derived from strictly American sources a commerclalization of this process
might well have a strategic value for national defense purposes, as well as
preving of considerable value in fndustry. Well-known business and financlal
groups in this country and abroad are interested ln this development, which
“has now practically reached the commercial stage.

(d) An enterprise of a widely different nature ‘developed by the taxpayer
over a period of some 11 years has just reached the commercial stage, and a
plant of substantial capacity has recently been acquired for manufacturing and
assembling purposes in Plainfleld, Conn. The finished product, of greatest im-
medlate value, i{s a duplex machine, resembling in appearance the modern
household refrigerator, designed to supply the average family at low cost with
both refrigeration and hot water for all household needs. This machine,
among other features, has no moving parts, is absolutely silent, and should
have unusually long life. It may be operated either by gas or electricity.

(e) Another of the taxpayer's developments now in progress which has
aroused considerable interest in Boston and New York involves experimental
work on a new patented process of producing high quality, low priced, re-
producible, natural color photographs, or “prints” in small-lot multiples.

6. May I venture the opinion, voiced by many of our political and business
leaders, that industrial technology may well prove at this time, as often in
the past it has proved, of great value in the revival and readjustment of our
national economy through the building up of new industries, creating and
satisfying mew human needs and substantially increasing employment. If
this be true, it would seem that the taxpayer and other incorporated groups
performing similar functions in like manner should be fostered rather than
handicapped, or even possibly destroyed, by tax laws such as the provisions
in question which, I submit, could never have been intended by Congress to
apply to the type of business conducted by the taxpayer—a 25-year-old suc-
cessful operating company of high standing, taking fees for enginecring serv-
ices only, or primarily, in the contipgent form of stock in the new enterprise,
holding this stock in its treasury so as better to protect the flnancial group
and until the stock acquires some appreciable value, selling this stock in
small quantities from time to time for necessary cash requirements and re-
turning the proceeds 100 percent as taxable gains, the company having paid
substantial taxes to the Federal Government during the more prosperous years
and expecting, if granted this tax relief, that the same will be true in the
years to come.

That the present law does not represent the true intent of Congress is evi-
denced by the report of the Committee on Ways and Means on the Revenue Act
of 1037 (the so-called loophole law) covering a full explanation of the new
provisions, the report of the Joint Committee on Tax Bvasion and Avofdance
provided for by joint resolution of House and Senate on June 11, 1937, and
reports of the congressional discussions and explanations relating to the per-
sonal holding company provisions of the 1934 act, as well as the provisions of
the 1937 Holding Company Act, themselves, particularly those incorporated in
gsection 353 (e). That the administration, congressional leaders and this com-
mittee desire to remove undue hardships and unjust diseriminations Involved
in the revenue laws as they now exist, particularly those affecting legitimate
operating business companies, would seem clear from a consideration of news
items and editorinls in the dnily press and the report of the Ways and Means
Committee recently published.

8. I respectfully suggest that, to remove the hardships and inequalities re-
ferred to herein, the following brief, simply worded amendment could safely
and properly be adopted—add to subsection 353 (b) of title 1-A of the Revenue
Act of 1936, a8 amended by section 1 of title I of the Revenue Act of 1037, the
following words: “, if sald stock or securities would constitute amounts re-
celved under a contract under which the corporation is to furnish personal serv-
ices, and if said amounts, if of some ascertainable value, would be taxable under
subsection (e) of this section 853,” so that said section 853 (b) shall read as
follows:

“Stock and securities transactions: Except in the cnse of regular dealers in
stocks or securities, gains from the sale or exchange of stock or securities, if
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sald stock or securities would constitute amounts recelved under a contract
under which the corporation s to furnish personal services, and if sald amounts,
if of some ascertainable value, would be taxable under subsection (e) of this
gection 853."

It should be noted that in the type of business to which I have referred, gains
from the sale of such securities constitute in effect personal service income in
the same manner as would the original receipt of such stock if the same had a
market value at that time. I sincerely hope that your committee will find it
possible to recommend the above amendment or some other change in the exlst-
ing law which, in your opinfon and the opinion of the Treasury Dapartment,
will properly accomplish the desired result. If this is done, the taxpayer, and
other companies of this type, if any, would still, of course, be subject to the
provisions of section 102 of the 1936 Revenue Act relating to the improper
accumulation of surplus, as well as to the other four types of corporate taxes
imposed by existing law.

7. It is no answer to suggest that we distribute these stocks or the proceeds
of their sale or invoke the dividend credit provision. Why should we, if we do
not properly come under this personal holding company law, except in a tech-
nical, legal sense? Furthermore, as I have explained, we are under a moral
obligation to retain these stocks for the most part, in our treasury for the
present. The device of the dividend credit would mean that one or more of the
individual stockholders might well be subjected to an individual tax as high as
68 percent on dividend income actually recefved by him.

8. In this connection it should be noted that onerous surtax burdens on the
fndividual members of this personal-service group may be as disastrous for the
business as the application of the personal holding company law to the company
itself. Let me point out, alsn, that the goodwill of a business of this kind is a
rather important factor in its success and that, in the present state of the
public and official mind, for us to be classed as tax evaders under this personal
holding company law might serlously impair our goodwill. It has been sug-
gested that we might devise some method involving an increase of capitaliza-
tion or other change in our set-up to relieve us from some of this tax burden,
Obviously, however, any attempt of this or any similar nature might be very
dangerous as it would subject us to the criticism that we had resorted to these
devices for the purpose of evading or avoiding Just taxes; and, furthermore,
this whole tax situation is getting so complicated that it is difticult to determine
Just what tax avoidance device the courts would sustain even after perhaps long
and expensive litigation.

0. All we ash is simple and obvious justice. I bave consulted with congres-
stonal and Treasury experts on this question and none of them has even
intimated that my interpretation of the law and its implications, as applicable to
our company, are in any degree erroneous. Businessmen throughout the coun-
try are beginning to believe that this committee and the Senate may well propose
tax legislation along realistic, proper lines. I think you will agree with me
that this attitude will hardly prove justified unless this committee recommends
some change in the existing law, nlong the lines I have suggested or otherwise,
to relteve our company of the grossly urjust and diseriminatory burden which
Congress never intended that we should be required to bear.

10, We have no knowledge of any other companies doing a business just like
ours. In any event, no budgetary problem, of any consequence, would be pre-
sented If tax rellef is granted to us in this manuner. On the other haud, that
our company should be permitted to live and function is of some concern to
these commercinl companies soon to get under way. I think it is a fair state-
ment that we are somewhat in the position of the keystone of a rather fmpor-
tant industrial arch. These three new industries, which we believe will become
of some size and importance, and therefore be a source of tax revenue in the
near future, can hardly function properly, or perhaps even exist if these oner-
ous tax burdens continue to threaten seriously the efficiency or even perhaps
the very business life of our company and our personal-service group which
functions in this incorporated form. I submit, therefore, that we are not a
negligible factor in the industrial life of the Nation.

While our company is naturally most seriously concerned with obtaining relief
from this 65 to 75 percent tax burden under the personal holding company
provisions, we are, or would be, also adversely affected by the undistributed
profits tax and the so-called third basket. I am sure that thousands of com-
panies throughout the country would urge you as we do (for we might well
come under it this year) not to reinstate this third-basket provision. The
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statement of the Ways and Means Committee that only a few hundred com-
panies would be affected is undoubtedly bhased on the assumption that com-
panies now earning below the exempted amounts would continue in this posi-
tion. From that point of view many companies, including some in which I am
interested, now in red ink, would not be affected by tax rates or other pro-
visions which might be proposed. Of course, executives all over the country
are hoping and expecting that, if general conditions and the tax laws improve,
their red-ink figures will be converted into substantinl figures in black ink,

12. As for the undistributed profits tax, I submit that it, like the “third
basket” provision is based on an erroneous and very dangerous theory and
should be repealed, leaving section 102, in some stronger and clearer form, to
reach that portion of earned surplus which is unreasonably retained, that is,
beyond the reasonable requirements of the business, with even increased rates.
I cannot agree with those in Congress and the Treasury Department who claim
that section 102 is unworkable, and therefore must be ignored for this purpose.
Motive is often difficult to prove and this feature of section 102 should be
eliminated entirely, leaving as the only criterion the reasonableness of the
accumulation. The rule of reason, while not always easy to apply, runs all
through our laws and court decisions on taxes and other subjects, and it is
to be noted that the courts already have jurisdiction of stockholders' bills to
require directors to distribute as dividends that portion of earned surplus
which is unreasonably retained. If section 102 were amended as I suggest, it
would fulflll a useful business and economic function by enforcing the legal
rights which small minority stockholders already have but upon which they
usually cannot rely because of the prohibitive expense of court action, as well
s be a source of additionanl revenue. As a matter of fact, I understand that
instead of only the two cases in Federal courts referred to by the Ways and
Means Committee as having been lost by the Government, there have been in
all some 16 cases involving section 102, 9 of which have been won by the
Government even on the present wording of this section.

13. For many ycars I have been fairly closely connected in both a profes-
sional and business capacity with many of the smaller companies and recently
1 took an active part in the so-calied conference of the smaller businesses,
here in Washington. T submit that small business in this country is today in
a very serious situation due in no small part to some of these existing tax
laws which, whether rightly or wrongly, impress businessmen all over the
country as grossly unjust, diseriminatory and unduly complex. The great
majority of these executives are honest and hard-working and by no stretch
of the imagination could be termed “tax evaders.” They are becoming very
seriously concerned and discouraged over the apparent tendency of Congress
and the administration in this direction and-they are much worrled because
they cannot tell when, if at all, this tendency will cease. The House bill, of
course, s a step in the right direction, but why retain, at all, provisions which
so many honest businessmen believe are so unjust, discriminatory, und complex?
Increased flat rates on some fair, broad principle that we can understand and
respect, would be far preferable, based, in part, on surtaxes, that is, ability
to pay. I know good busincssmen today who are seriously considering going
out of business entirely rather than wrestle further with these conditions over
which they have apparcutly had, in the recent past, so littie control., The
great majority of American businessmen are honest and reasonably intelligent.
They know that substantial revenue must be raised by taxes, and that much of
this tax burden must be borne by business. If some of these provisions to
which I have referred could be eliminated, I believe much would be done to
restore reasonable business confldence and prosperity without which the very
source of tax revenue may soon be threatencd.

14. The Little Business Conference, to which I have referred, recommended
to the President practically the same changes in the tax laws which I have
urged upon your consideration this afternoon, that is, the repeal of the un-
distributed-profits tax, the elimination of the so-called “third basket” proposal,
an amendment to the present personal-holding company law so that it will
not apply to operating companies, and in addition, spreading the tax base for
additional revenue. These recommendations of that conference, I can assure
vou. represented the consensus of opinion of the 800 to 1,000 representatives of
smaller businesses from all over the country, who attended the conference
and who, I have no doubt, expressed the views, on tax matters, of a great
many other businessmen who were not present on that occasion.

The late Justice Holmes said, some years ago: “We need education in the
obvious rather than investigation of the obscure.” In closing, let me urge upon
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Congress a clearer recognition and application of this principle in the prepa-
ration of laws involving the taxution of business enterprise in this country.

Respectfully submitted.
A. Barr COMBTOCK,
Goodwin, Parker, Raymond, and Comstock,

The Ciratrsran. Mr. Ward Whalen, New York City, who is going
to discuss the basis for determining gain or loss from sales of stock,
as I understand.

STATEMENT OF WARD WHALEN, NEW YORK CITY

The Craryan, Have you a brief that you want to file?

Mr. WrALeN, Yes; I have,

The Crairman. All right, Mr. Whalen.

Mr. Waarex, I appear on behalf of Robert A. Young, and others,
who are trustees of certain trusts who are clients of the office of
Baldwin, Todd & Young, 120 Broadway, New York, a firm with
which I am associated. .

These taxpayers find themselves in the very unfortunate position
of the possibility of being required to pay a second income tax upon
income on which the taxﬁ'ms once been paid, unless the provisions of
the tax lnw with respect to the basis for determining gain or loss from
the sale of pmferreA stock based on surplus inchided in gross income
by the shareholder and subsequently received as a stock dividend are
cf‘:triﬁed. The facts, briefly, are as follows:

The stockholder of a corporation for several years included in his
individual income-tax return all of the distributive net income of
the corporation, although the income was not actually distributed
in the form of dividends or otherwise. This was done under the
provisions of section 102 (d) of the Revenue Act of 1936, and
corresponding provisions of prior acts which expressly permit a
shareholder to report in his mdividual return his pro rata share
of the retained net income of the corporation. Suc]h n policy re-
" leased the corporation from any charge of, or liability to the surtax for,
an unreasona{)le accumulation of surplus.

Subsequently this corporation distributed a dividend in preferred
stock out of the earned surplus, on which the shareholder had paid
the income tax when the retained income of the corporation was re-

orted in his individual relurn. The prior acts expressly provided
that this earned surplus of the corporation, on which the stockholder
had paid the tax, if distributed in the form of cash was exempt from
taxation, and the distribution of the stock dividend itself, as you know,
was also exempt from taxation under the statutes as interpreted by the
Supreme Court in the recent Gowran decision.

he difficulty is, however, that the basis for determining the gain
or loss upon the sale or exchange, or other disposition of such stock
received as a stock dividend, is not clear in the existing law, or in the
proposed bill, and the Treasury may hold that under the decision of
the Supreme Court in the Gowran case the basis of zero should be
applied to all stock dividends, including the stock dividends which
represent a distribution of surplus on which the taxpayer has once
paid a tax.

Senator Kina. Your case is one of double taxation, as you are con-
tending ?

Mr. WuaLeN. That is right.
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Senator Kinge. You want to be relieved of double taxation?

Mr. Waaren. That is right. ' .

Senator Kina. Have you suggested an amendment that will accom-
plish that result? . .

Mr. Wuaren. Yes; I have one here which I would like to submit.

Let us assume that this corporation had an income of $1,000,000
during the year 1934 and that this shareholder had reported in his
individual return the entire million dollars of the earnings of the cor-

ration. The tax on that, the individual tax would have been about

530,000. Assumed that the corporation distributed a preferred-stock
dividend by capitalizing this million dollars of earnings, which is a
reasonable policy because the stockholder had actually paid the tax
upon those earnings. Assume that in the nexi year, 1935, the stock-
holder disposed of that preferred stock. If the basis of zero is assigned
to that preferred stock, the result will be that the million dollars will
be taxed again to the full extent. One hundred and six percent of the
proceeds will be subjected to the tax. If this amount of corporate
imncome was reported by the stockholder in 1936 and the sale of the
stock occurred 1n 1937, the tax each year, if the basis of the stock is zero,
would be $670,000, a total tax of 134 percent of the income. For those
reasons I earnestly recommend to the committee that the statute be
amended to provide that the basis for determining gain or loss upon
the sale or exchange of stock that represents a distribution of surplus
on which the stockholder has paid a tax, shall be the face value o
the stock, or its fair market value, whichever is lower.. This proposal,
I believe, is in complete harmony with the other provisions of the
proposed bill, particularly those relating to the consent dividends
provisions. .

As I understand the proposed bill, a shareholder who elects to pay
the tax upon net income of the corporation may do so even if it
is not distributed. That is precisely the same principle which the
stockholder to which I refer adopted under section 102 (d).

Now, the proposed bill expressly provides that the stockholder
who elects to take advantage of the consent-dividends provisions shall
have the basis of his stock increased to the extent of the income which
he includes in his individual return,

Our situation is precisely the same, with the exception that we
are not urging that the basis of the old stock be increased, we are
urging that the basis of the preferred stock received as a dividend be
increased to the extent of the earned surplus, the earnings and profits
of the corporation which were returned as income of the sharcholder.
The effect is exactly the same.

The Cuarrman. Have you ever brought this to the attention of
the Treasury Department ?

Mr. Waaren, Yes, we have, Senator. We brought it up and
asked the approval of the Treasury Department, and T am not cer-
tain whether it has the complete approval of the Treasury Depart-
ment. Not being considered by Treasury as a question of major
national importance, Treasury has probably not reached and con-
sidered it.

Senator Kina. Is that recent?

Mr. Wuaren. Yes; that was at the time of the hearings in the

House.
The CrairmaN. You must not have gotten very far,
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Mr. Wraren. Well, I do not know. I also testified briefly before
the House committee, but I notice that this amendment is not in-
cluded in the proposed bill. We are firmly convinced that it is
something that, in fairness and in equity ought to go in.

I am also quite sure that the Treasury Department probably does
not want to tax this income twice, but the fact of the matter 1s that
the decisions in regard to the taxability of stock dividends, as you
probably know, are very conflicting. The firm with which I am
associated was required to go to the Supreme Court to compel pre-
ferred stock received as a stock dividend by another corporation to
be exempted from taxation. We are not content to rely upon the
action of the Treasury in assigning to this preferred stock the basis
of its fair market value. We think that safety requires that it be
put right in the statute. The Treasury—this 1s not a complaint, I
suppose it was comf)elled to do so—but to repeat, the Treasury re-
quired one of our clients to go to the Supreme Court to sustain its
position that preferred stock received as a stock dividend is exempt
from taxation under section 115 (f).

The CuairmaN. Your client was not the first one that the Treasury
ever compelled to go to the Court.

Mr. Wuaten. No, sir.

The Crramaan. This committee will give that every consideration,
You file your brief on this feature.

Mr., WuareN. Yes.

The Cuamrman. We will take it up with our experts and go into it.

Senator Townsenp. What will be the effect, in your opinion, from
the failure to include the provision which you have requested ?

Mr. WuaLen, Well, Senator, one effect will be, of course, that
anyone who has received stock dividends of this character cannot
dispose of them or sell them because of the probability, I might say
or at least of the real possibility that that same income will be taxed
twice; and if the income is at all sizeable, the double taxation will
be more than 100 percent of the proceeds from the sale,

Senator King. You are not satisfied to deal merely in futuro, but
you want to make it retroactive as to the transactions which have
occurred {

Mr. Wuaren, That is correct, Senator.

Senator Townsenp, How general is this condition?

Mr. Wuaren, Well, I m1§ht say I do not really know; but I
know the people for whom I appear, five trusts, and those people
certainly will be affected. Irrespective of the number of persons
affected, we think that it is something that is so manifestly and
obvmusfy right and just that it should be included in the bill.
._Senator Kina. You think to rob one man is a crime; it is a crime
if it is only one man.

Mr. WuavLen. Yes, sir.

Senator Townsenp. You think the amendment will cure the sit-
uation if it is put in there?

Mr. WnaLen. I think so, Senator; yes.

Senator Kina. If we amend the law as to 102 (d) transactions, it
would not affect the future transactions, would it

The Cratraan. That would cure it in the future.

54886—38——4
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Mr. WaaLen. About the future, I am not just sure of that; but,
of course, section 102, subdivision (d), as I understand it, has been

repealed. Is that correct, Mr, Stam?¢ .
Mr. Sram. The consent dividend provision takes care of the

future.
Mr. WHALEN, Yes; as to returning corporate income and the basis

for gain or loss on sales of stock then held, but not as to sales of stock
held when income was returned under section 102 (d).

The CramrmaN. All right.  Thank you very much.

(The brief submitted by Mr. Whalen is as follows:)

MEMORANDUM IN SUPPORT OF AMENDMENTS OF THE REVENUE ACT TO ABSURE AN
EquiTaBLE BAsI8 oF CERTAIN S10cK DIVIDENDS WHICH REPRESENT THR DIS-
TRIBUTION OF ‘“TAx PAm” SurrLus

The recent decision of the Supreme Court in the case of Helvering v. Gotwran,
decided December 6, 1037, has changed substantinlly the rules theretofore ap-
plicable to the determination of gain or loss from the sale or other disposition
of capital stock received as a stock dividend which constituted Income under the
Sixteenth Amendment. The Court held, first, that all stock dividends are exempt
from taxation under the provisions of Section 115 (f£)* of the Revenue Act of
1928 ; and, secondly, that the basis for the ascertainment of gain or loss from the
sale or other disposition of a stock dividend which represented a distribution of
Income is zero. This declslon, of course, is applicable to the corresponding pro-

. vision of the Revenue Acts of 1921 to 1034, inclusive. The Court had previously
held, in the case of Koshland v. Helvering, 208 U, 8. 441 (1930), that a dividend
of common stock on preferred stock was Income under the Sixteenth Amendment.
In the Gowran case the Court extended that principle to include a dividend of
preferred stock on common where other preferred stock of the same classification
Is outstanding. It may very well be that under this decision all classes of stock
dividends except common on common (see Fisncr v. Macomber, 252 U. S, 189)
will be held to represent a distribution of income instead of a readjustment of
capital,

This decision, invalidating, as it does, Treasury Regulations of long standing
with respect to the basis of such stock dividends, necessarily will result in un-
certainty, litigation, and hardship when the principles therein announced are
applied to the administration of taxing statutes enacted prior to the decision.
Unless the statutes are clarified to give effect to this decision, the result in some
cases will be loss of revenue and in others severe tax Habilities which no prudent
person could have foreseen,

The purpose of this memorandum is to point out a sltuation where the literal
application of the Gowran decision will be in direct conflict with the underlying
reasoning of Mr., Justice Brandeis, and will result in double taxation of a char-
acter entirely inconsistent with the spirit and the plan of the income tax statutes.

We refer to the case where the individual shareholder?® of a corporation has
reported as taxable Income the entire distributable Income of the corporation
under the provisions of Section 102 (d)? of the Revenue Act of 1936 or the corre-
sponding provisions of a prior Revenue Act, with the result that the corporation
had on hand a large surplus consisting of earnings and profits which would be
exempt from taxation if distributed to such sharcholder in the form of cash or
property dividends. Section 102 (d) expressly so provides.

If a corporation so situated had distributed, prior to the year 1936, a stock
dividend from the surplus fund consisting of earnings or profits upon which
the shareholder had previously paid the tax, the stock dividend would have been
exempt from taxation under the provisions of Section 115 (£) of the Revenue
Act of 1934 or the corresponding provisions of prior Revenue Acts, the same
as any other stock dividend, even though the dividend stock was of a quality
which Congress might have taxed as income (Helvering v. QGowran, supra).

The Courts may construe the decision of the Goteran case as holding that the
basis of all stock dividends constituting Income, including those which repre-
sent the distribution of the aforesaid “tax-pald” surplus, i3 zero. Likewise,
Congress at this Session may give: legislative sanction to the decision in the

1 “A stock dividend shall not be subject to tax.”

tFor simplicity, we have assuimed a case of a single shareholder. The principle is
equally applicable to a corporation having several or numerous shareholders.

8 Quoted in the Appendix of this Memorandum,
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.@owran cage by expressly providing that the basis of all stock dividends con-
stituting Income under the Sixteenth Amendment but not taxable when re-
celved is zero, If Congress is not forewarned, the statutory declaration may be
in such comprehenslve terms as to include a stock dividend which represented
a distribution of the “tax pald” surplus.

Such an application of the Gowran decision or such a statutory provision
would result in double taxatlon—one tax having been paid under Scction
102 (d) of the several Revenue Acls and the other upon the entire procceds
from the sale or other disposition of the stock dividend. The inequity of such
a double tax is apparent. It would nullify the express command contained in
Bection 102 (d) that “any subsequent distribution made by the corporation out
of earnings or profits for such taxable year shall * * * be exempt from tax
in the amount of the share so included.” Manifestly, the Supreme Court did
not contemplate or intend this result. The Gowran decision is predicated
squarely upon the proposition that the distribution of Income in the form of
stock dividends had escaped taxation by virtue of the complete statutory exemp-
tion granted by Congress in the several Revenue Acts. The language of Mr.
Justice Brandeis is perfectly clear on this point. He sald:

“Furthermore, unlike 8S8ection 22 (b) (3), excluding from gross income the
value of gifts and legacles, Section 113 (f) cannot, in view of its history, be
taken as a declaration of Congressional intent that the value of all stock divi-
dends shall be immune from tax not only when received but also when con-
verted into money or other property. Gain on them is, therefore, to be com-
puted as provided in Sections 111 and 113, by the ‘excess of the amount realized’
over ‘the cost of such property' to the taxpayer. As the cost of the preferred
stock to Gowran was zero, the whole of the proceeds is taxable.”

Clearly, this reasoning is not applicable to the situation under discussion,
because here the surplus distributed in the form of a stock dividend has borne
its full measure of tax the same as if it had been distributed to the shareholder
in the form of a cash or property dividend.

We submit, therefore, that Congress should expressly provide in Section 113
that the basis of a stock dividend constituting Income under the Sixteenth
Amendment which represents a distribution of earnings and profits on which
the tax has been pnid under the provisions of Section 102 (d) of the Revenue
Act of 1036, or of a corresponding provision of a prior Revenue Act, shall he
its fair market value at the time of receipt, provided, of course, that the
dividend was received by a shareholder who had reported such earnings or
profits in his fndividual return,

A precedent for this amendment is found in Sections 113 (b) (1) (D)* of
the Revenue Acts of 1032, 1934, and 1936, which except the distribution of
earnings or profits of a personal service corporation from the class of tax-free
distributions which require an adjustment of the basis of the old stock. The
reasoning underlying this provision is precisely the same as the amendment
here proposed—namely, that the sharcholder of the corporation has paid the
tax upon the earnings and profits of the corporation.

We submit, therefore, the following as an approprlate addition to Section 113

of the Revenue Act of 1030:

. AMENDMENT OF SECTION 113 (B) (1)

(b) * * = .

(1) ¢ * » .

(@) Stock dividends representing a distribution of earnings or profits on
1w0hich tax had been paid.—In the case of stock of a corporation issued as a
stock dividend which constituted income within the meaning of the Sixteenth
Amendment to the Constitution, and if such stock represented a distribution
of earnings or profits of the corporation (as defined in Section 115 of the
Revenue Act of 1036 (or of this Act)) which the distributee had included as
gross fncome In his income tax return under the provisions of Section 102 (d)
of the Revenue Act of 1936, or & corresponding provision of a prior Revenue
Act for the face value of such stock or its fair market value at the thme of
its issuance, whichever is lower. The provision of this sub-paragraph shall
be applicable under the Revenue Acts of 1026 to 1938, inclusive.

It is important that this amendment shall apply to all of the previous Revenue
Acts from 1028 to 1930, inclusive. If preferable, the last paragraph may be
omitted, and a new subsection may.be inserted to provide that the foregolng
provision shall apply under the Revenue Acts of 1926 to 1936, inclusive,

¢ Quoted in the appendix.
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The section corresponding to Section 102 (d) of the Revenue Act of 1036
originated in the Revenue Act of 1926 (Section 220 (d)). Accordingly, it is
unnecessary to amend any statute prior to the Revenue Act of 1926

AMENDMENT OF BBOTION 115 (H)'

Consideration of the situation here discussed also indicates the advisability
of amending Section 115 (h) of the Revenue Act of 1036 provide that a stock
dividend representing a distribution of *“tax paid” surplus shall be considered
a distribution of earnings or profits of the corporation even though the divi-
dend was exempt from taxation under the provisions of Sectlon 115 (f) of the
applicable Revenue Acts. Section 115 (h), as it is understood, is simply a
legislative approval of the principle established by the Board of Tax Appeals
that the distribution of a stock dividend which is exempt from taxation does
not diminish the earnirgs or profits of the declaring corporation. (Horrmann
v. Commissgioner, 84 B. T. A. 1178, and cases cited therein.)

The presumptive purpose of this decision of the Board and of the legislative
adoption thereof was to protect the revenue by foreclosing the claim that a
stock dividend diminfshes earned surplus with the result that a subsequent
cash or property dividend would not constitute a taxable dividend under the
definition contained in Section 115 (a) * of the Revenue Act of 1030.

The purpose which Section 115 (h) was intended to accomplish is not present
where the tax has been pald upon the earned surplus of the corporation under
the provisions of Section 102 (d) of the Revenue Act of 1936 and the correspond-
ing provisions of a prior Revenue Act, Indeed, a literal interpretation of
Section 115 (h) would permit a corporation having a “tax paid” surplus to
distribute a stock dividend which constitutes income without diminishing the
tax-exempt fund.

It 18, therefore, to the advantage of the revenue, in so far as the taxabllity
of future distributions is concerned, to amend subsection (h) to correct this
inconsistency. Moreover, this statutory provision is inconsistent with the
amendment hereln proposed relating to the basis of a stock dividend distributed
from the ‘“tax paid” surplus of a corporation because it expressly says that
such an exempt stock dividend, whether distributed before or after Junuary 1,
1936, “shall not be considered a distribution of earnings or profits of any
corporatfon.” There would be a lack of uniformity in the law if the statute
should provide that the basls of such a stock dividend shall be the equivalent
of its falr market value unless the stock dividend represented a distribution
of earnings or profits.

We suggest the following amendment to accomplish this purpose, the addition
to the present statute being underscored: )

“(h) Effect on earnings and profits of distributions of stock.—The distribu-
{ion (whether before Jannary 1, 1936, or on or after such date) to a distributee
by or on behalf of a corporation of its stock or securities or stock or securities
in another corporation shall not be considered a distribution of earnings or

profits of any corporation—
“(1) if no gain to such distributee from the receipt of such stock or sccuritles

was recognized by law, or

“(2) if the distribution was not subject to tax In the hands of such dis-
tributee because it did not constitute income to him within the meaning of the
Sixteenth Amendment to the Constitution or because exempt to him under
gection 115 (f) of the Revenue Act of 1934 or a corresponding provision of a

prior Revenue Act.
“As used in this subsection the term ‘stock or securities’ includes rights to

acquire stock or securities,”

This subsection will not apply to a distribution by a corporation of its own
stock or sccurities or stock or securities in another corporation which represent
a distribution of earnings or profits which the distributee had included as gross
income in his income tax return under the provisions of section 102 (d) of the
Revenue Act of 1936 or a corresponding provisfon of n prior Revenue Act.

AMENDMENT OF 8ECTION 113 (b) (1) (D) *

For substantially the same reasons, Section 113 (b) (1) (D) of the Revenue
Act of 1930, relating to the basis of stock on which a non-taxable distribution

" $Quoted in the appendix.
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hasg been made, should be amended to classify distributions of “tax-paid” sur-
plus, whether in the form of cash, property, or stock dividends, the same as
distributions of a personal service corporation. As above indicated, the “tax-
pald” surplus is of the same qualily as the surplus of a personal service corpo-
ration In that the tax upon the annual earnings and profits of each of these
classes of corporations has been pald. Accordingly, there is no justification for
req(t!ﬂrlng an adjustment in the basis of the stock on which the distribution was
made.

This purpose could be accomplished by amending Section 118 (b) (1) (D) to
read as follows, the addition to the present statute being in italics:

“(1) General rule—Proper adjustment in respect of the property shall in all
cases be made—

» * * . * L * L ]

“(D) in the case of stock (to the extent not provided for in the foregoing
subparagraphs) for the amount of distributions previously made which, under
the law applicable to the year in which the distribution was made, either were
tax-free or were applicable in reduction of basis (not including the distribu-
fions made by a corporation, which was classifled as a personal service corpo-
ration under the provisions of the Revenue Act of 1918 or 1021, out of its earn-
ings or profits which were taxable in accordance with the provisions of section
218 of the Revenue Act of 1918 or 1921, out of its earnings or profits which
were taxable in accordance with the provisions of section 218 of the Revenue
Act of 1918 or 1921, and not including distributions made by a corporation as a
dividend in cash, property or its owa stock or securitles, representing a dis-
tribution of earnings or profits which the distributee had Included as gross
income in his income tax return under the provisions of section 102 (d) of the
Revenue Act of 1936 or a corresponding provision of a prior Revenue Act).”

We are confident that the Treasury will endorse these amendments and the
Congress will be pleased to adopt them. In our opinion, they are imperatively
needed to reconcile the statutes with the provisions of Section 102 (d) and the
decision of the Supreme Court In the Gowran case. Their effect will be
beneficial to the Government and to taxpayers alikxe in that the Government
will be able to collect expeditiously taxes justly owing and taxpayers will
obtain legislative assurance that they will not be unjustly penalized as a result
of having followed the literal language of Section 102 (d) of the Revenue
Act of 1936 and the corresponding provisions of a prior Revenue statute.

The only possible objecti~i: is that these proposals are legislative recognition
of a self-evident principle which the Treasury will concede or the Courts
enforce. Unfortunately, this i3 an inadequate answer. There 18 no assurauce
that the Treasury will make this concession unless Congress gives legisiative
approval, Enforcement by the Courts would involve prolonged and expeusive
litigation. The uncertainty in the present situation is established by the fact
that the question of the basis of the old stock on which a stock dividend had
been declared was appealed to two Circult Courts of Appeals,® and each Court
having reached a different conclusion, it was necessary for the Supreme Court
to resolve the doubt by granting a writ of certiorari in the Koshland case.’
Likewise, the questions of the taxability of the stock dividend when received,
and of the basis of the new stock, were appealed to two Circuit Courts?
and again the Supreme Court* was obliged to determine the questions on
writs of certlorari.

For the foregoing reasons, we submit that these proposed amendments should
be adopted in the interest of a sound public policy.

Respectfully submitted.

BALbwiN, Tobp & YoUNG,

Counselors at Law, Nciw York,

Ot Counsel,
RoBerT A. YOUNQ,
M. WARD WHALEN,
Washington Counsel,
PrEw SAvoy.

* T{llotson Manulactuﬂgg Company v. Commfissioner, 76 Fed. (2d) 189; Helvering v.
A it v Hetoocing, 308 U, 8, 441
. Helverin . .
otcran 4 (2d) 125; Pfeiffer v. Helvering, 88 Fed. (2d) 3,

1 Gotwrran v, Ilelverhw.'S? Fed,
1 Helvering v. Gotoran, supra; Helvering v. Pfleiffer, decided December 6, 1937,
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APPENDIX
BECTION 102 (D), REVENUE ACY OF 1030

(d) Payment of surtaz on pro rata sharce.—The tax imposed by this section
shall not apply if (1) all the shareholders of the corporation include (at the
time of flling thelr returns) in their gross income their entire pro rata shares,
whether distributed or not, of the retained net income of the corporation for
such year, and (2) 90 per centum or more of such retained net income is so
included in the gross income of shareholders other than corporations. Any
amount so included in the gross income of a shareholder shall be treated as a
dividend received. Any subsequent distribution made by the corporation out
of earning or profits for such taxable year shall, if distributed to any share-
holder who has 80 included in his gross income his pro rata share, be exempt
from tax in the amount of the share so included.

BECTION 115 (M), REVENUE ACT OF 1034

(h) Effect on carnings and profits of distributions of stock.—The distribution
(whether before January 1, 1836, or on or after such date) to a distributee by or
on behalf of a corporation of ils stock or securities or stock or securities in
another corporation shall not be considered a distribution of earnings or profits

of any corporation—
(1) if no gain to such distributee from the receipt of such stock or securities

was recognized by law; or
(2) if the distributlon was not subject to tax in the hands of such distributee
because it did not constitute income to him within the meaning of the Sixteenth
Amendment to the Constitution or because exempt to him under section 115 (f)
of the Revenue Act of 1834 or a corresponding provision of a prior Reveuue Act.
As used in this subsection, the term “stock or securitles” includes rights to

acquire stock or securities.

SECTION 113 (B) (1) (D), REVENUE ACT OF 1916

(1) General rule—~—Propefr adjustment in respect of the property shall in all
cases be made—

(D) in the case of stock (to the extent not provided for in the foregoing sub-
paragraphs) for the amount of distributions previously made which, under the
law applicable to the year in which the distribution was made, either were tax-
free or were applicable in reduction of basis (not including distribntions made
by a corporation, which was classified as a personal service corporation under the
provisions of the Revenue Act of 1918 or 1921, out of its carnings or profits which
were taxable in accordance with the provisions of sectlon 218 of the Revenue Act

of 1018 or 1921).

BECTION 115 (A) OF THE REVENUE ACT OF 1936

(a) Definition of dividend.—The term “dividend” when used in this title
(except In section 203 (a) (3} and section 207 (c¢) (1), relating to insurance
companies) means any distribution made by a corporation to its sharcholders,
whether in money or in other property, (1) ont of its enrnings or profits accumu-
Iated after February 28, 1913, or (2) out of the earnings or profits of the taxable
year (computed as of the close of the taxable year without diminution by reason
of any distributions made during the taxable vear), without regard to the
amount of the earnings and profits at the time the distribution was made..

PROPOSED AMENDMENTS To BE INCLUDED IN REVENUE AcT oF 1938

Amendment of Section 113 (b) (1) :

(G) Tn the case of stock of a corporation fssued as a stock dividend which
constituted fncome within the meaning of the Sixteenth Amendment to the Con-
atitution, and if such stock renresented a distributien of earnings or profits of
the corporation (as defined in Section 115 of the Revenue Act of 1936 (or of this
Act)) whirh the distributee bad included as gross income in his income tax
return under the provisione of Sestion 102 (d) of the Revenue Act of 1036, or a
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corresponding provision of a prior Revenue Act, for the face value of such stock
or its fair market value when issued as a stock dividend, whichever is lower.
The foregoing provision shall apply under the Revenue Acts of 1020 to 1038,

incluslive,
Amendment of Section 1156 (h), addition to the present Statute being under-

geored:

(h) Effect on earnings and profits of distributions of stock,—The distribution
(whether before January 1, 1936, or on or after such date) to a distributee by
or on behalf of a corporation of its stock or securities or stock or securities in
another corporation shall not be considered a distribution of earnings or profits

of any corporation—
(1) if no gain to such distributee from the receipt of such stock or securities

was recognized by law, or

(2) If the distribution was not subject to tax in the hands of such dis-
tributee because it did not constitute income to him within the meaning of the
Sixteenth Amendment to the Constitution or because exempt to him under
section 116 (f) of the Revenue Act of 1034 or a corresponding provision of a

prior Revenue Act.
As used in this subsection the term “‘stock or securitles” Includes rights to

acquire stock or securities.
This subsection will not apply to a distribution by a corporation of {ts own

stock or sccuritics or stock or securitics in another corporation which repre-
sent a distribution of carnings or profits which the distributce had included as
gross income in hig income tax rcturn under the provisions of scction 102 (d)
of the Revenue Act of 1936 or a corresponding provision of a prior Revenue Act,

Amendment of Section 113 (b) (1) (D), the addition to the present statute

being underscored :
(1) General rule—Proper adjustment in respeet of the property shall fn all

cases be made—
] L] [ ] * * L] L ]

(D) In the case of stock (to the extent not provided for in the foregoing
subparagraphs) for the amount of distributions previously made which, under
the law applicable to the year in which the distributlon was made, either were
tax-free or were applicable in reduction of basis (not including distributions
made by a corporation, which was classifled as a personal service corporation
under the provisions of the Revenue Act of 1918 or 1021, out of its earnings or
profits which were taxable in accordance with the provisions of secetfon 218 of
the Revenue Act of 1918 or 1021, and not including distributions made by a
corporation as a dividend in cash, property, or itg own slock or securitics, rep-
rescnting a diztribution of carnings or profits which the distributee had included
a8 gross income in his income tax return under the provisions of scetion 102 (d)
of the Revenue Act of 193G or a corresponding provision of a prior Revenue
Aet). *
The Crarman. The next witness will be Mr. Lozier, of Washing-
ton, D. C., representing the National Institute of Oil Seed Products.

STATEMENT OF HON. RALPH F. LOZIER, REPRESENTING THE
NATIONAL INSTITUTE OF OIL SEED PRODUCTS

Mr, Lozier. My name is Ralph F. Lozier. T reside in Carrollton,
Mo. Irepresent the National Institute of Oil Seed Froducts, a group
of crushers and processors of vegetable oils. I also speak for the
National Paint, Varnish, and Lacquer Association, a Nation-wide
organization, composed of the principal manufacturers of paints,
varnishes, and lacquers. I am handing to the reporter for inclusion
in the record a statement of the organizations which constitute the
National Institute of Oil Seed Products.

(The stutement reforred to follows:)

Member companies of San Francisco, Calif.: Pacific Vegetable Olt Corporation,
R. J. Roessling & Co., C. B. Jennings & Co., 8. L. Jones & Co., and El Dorado Oil

Works.
Member companies of Berkeley, Calif.: Durkee Famous Foods, Tne, and

Berkeley Oi1 & Meal Co.
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Member company of Oakland, Callf.: Western Vegetable Oil Corporation.

Member companies of Los Angeles, Calif.: Snow Brokerage Co.,, California
Flaxseed Products Co., Copra Ofl & Meal Co., Pacific Nut Oil Co,, Globe Grain &
Milling Co., Pacific Oil & Meal Co., Vegetable O}l Products Co., California Cotton
Ofl Corporation, and Producers Cotton Ol Co., Fresno, Calif.

Spencer Kellogg & Sons, Inc.: Buffalo, N. Y.; Edgewater, N, J.; Chicago, 111
Des Moines, Iowa; St. Paul, Minneapolis, and Duluth, Minn.; and Kansas
City, Mo.

I call the attention of the committee to page 301 of the pending bill,
subparagraph (D).

he CHAIRMAN. Are you in favor of this S)rovision?

Mr, Lozier. This provision, as written in that varagraph, is simply
a restatement of the existing lw.

Senator Kina. Which section is that?

Mr. Lozier. Subsection (D) on page 301. This is simply a re-
statement of the existing law which was incorporated in the revenue
bill of 1936. I am opposing this provision and am asking the Con-
gress to rectify a possible error, a miscarriage in legislation,

S}(lmnéor King, Will you pardon us for one moment? What page
is that

Mr. Lozien. This is the bill as it came from the House. It is on
page 304 of the original House bill, but on page 801 of the bill as
passed by the House. It is puragra}])h (D), page 301, section 702.

Senator Kina. That is the old perilla-seed law.

Mr. Lozier. Yes, sir. ,

The Cramrman. The provision that you are talking about is hemp-
seed, perilla seed, rapeseed, sesame seed, and kapok seed ?

Mr. Lozier. Yes. The proposed amendment is this: Perilla seed,
1.31 cents; hempseed, 0.76 cent; kapok seed, 0.51 cent; sesnme seed,
1.05 cents; and rapeseed, 1.23 cents per pound.

Senator King. You mean that is the excise ?

Mr. Lozier. That is the amendment which we are asking the com-
mittee to incorporate in this bill.

The CuamrMaN. Have you a brief?

Mr. Lozizr. I do not have it completed. I will be glad to file it,

‘Senator Kine, You would make it less than the 2 cents?

Mr. Lozier. Yes, sir.  Until the enactment of the revenue bill of
1936 these seeds were duty-free and tax---~e. In the 19306 revenue
bill, without any hearings in either the House or Senate, this amend-
ment was engrafted on that bill by the Senate Finance Committee,

Senator Kina. You ought to see ons of the Senators in North
Carolina about this.

Mr. Lozier. I am (iuite sure that the Senator from North Carolina,
when he sponsored this amendment, was not informed or advised as
to the effect of this amendment, as to really what this amendment
proposed to do. :

Senator Kine. What about the Farm Bureau?

Mr. Lozier. The Farm Bureau as a Bureau I do not think was
interested in it. But some people who, collaborated with the members
of the Farm Bureau I think were responsible for this provision.

Let me say that here is a provision that nobody in or out of the
Government approves, nobody in Congress or out of Congress with
whom I have conversed, justifies these rates. Here is a flat rate of
2 cents a pound on five commodities that are imported for their oil
yield exclusively, and this 2-cent rate does not take into consideration
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the variable oil content of these five seeds, The oil content ranges
from 18 percent to 48 percent. Kapok, 18 percent; hemp, 24 percent;
rape, 85 percent; perilla, 87 percent; and sesame, 48 percent.

ow this is not a flat and uniform tax, and if translated into terms
of oil, it means a tax on the oil processed from these seeds, as
follows: Sesame, 4.16 cents a poun(i; perilla, 541 cents a pound;
rape, 5.71 cents a pound; hemp, 833 cents a pound; and kapok,
11.11 cents a pound. In other words, this is a rate structure that is
absolutely unscientific, that is indefensible, which violates every con-
cept of every political party in the United States and all schools
of political thought.

n response to the suggestion of the chairman I will say that a
study of the 187 major tariff laws adopted since the formation of
the United States, you cannot find a provision that was deliberately
inserted in any tariff or revenue bill of that kind, because it places
the tax upon the raw material high above the tax upon the finished

roduct. In other words, the duty upon finished sesame oil imported

rom China or Japan is only 3 cents a pound, and yet this inposes
a duty upon the oil that comes from these imported seeds of 4.16
cents a pound, and when you take all of these seeds and reduce them
to terms of oil, it brings the tax u}) as high as 11,11 cents a pound.

Senator Kina. Are there any oils produced in the United States
co_m];arable with them in texture, or in quality, chemically or other-
wise

Mr. Lozier. There are not, with this modification: Two of these
oils, perilla and hemp, are drying oils. Rape oil is essentially a lu-
bricant. Sesame oil and kapok oil are edible oils and they Kelong,
in a general way, to the cottonseed group, but, as a matter of fact
sesame possesses certain qualities and properties which are not found
in any other oil; that is, the property of holding up, not breaking
down, when used for ({)repared flours, lard substitutes, compounds,
salads, shortenings, and so forth.

Senator Kina. Bardon the interruption. In connection with lac-
quers, g‘::)ints, and varnishes, how many of these oils are used?

Mr. Lozier. Perilla and hemp oil are drying oils and belong in
the same general class as linseed oil. .

Now, you ask as to whether or not they interfere in any way with
our domestic products. Of course, perilln and hemp oil belong to
the linseed-oil group, but as a matter of fact we have, for years,
been on an importing basis, as far as our drying oils are concerned.
We only produce about one-fifth of the linseed oil which is utilized
in our domestic consumption.

Porilla oil, by reason of its high-drying power, or iodine number.
or capacity to absorb oxygen from the air, is very much in demand
for several reasons: In the first place, it is an aid to the domestic
linseed oil, which frequently is deficient in drying power or iodine
number, or capacity, to absorb oxygen from the air. So, as a matter
of fact, it does not enter into competition with any of these oils,

Take for instance flaxseed out of which linseed oil is processed.
We produced last year about 6,000,000 bushels. About 700,000 bushels
were necessary for seed, and last year we imported into this country
28,000,000 bushels of ﬁaxseed, more than 1,533,000,000 pounds of
flaxseed, and, as a matter of fact, it makes no difference to the proc-
essors of flaxseed, or growers of flaxseed of the United States, whether
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perilla and hemp seeds come in or not, because if they are displaced
and embargoed, it simply means, as the departments have pointed
out, an opportunity for other oils of the same type to come in and
take their place. It is just like creating a vacuum. Whenever you
create a vacuwum in the ocean, other waters rush in to fill the place of
the displaced waters. So, as a matter of fact, the domestic flax
growers are not vitally interested in this matter, because they only
produce about one-fifth of all the linseed oil that is consumed in this
country. Of course there is about five or six hundred million pounds
of Argentine flaxseed coming in every year, and the introduction
of these few million pounds of seeds, two of which produce drying
oils, viz, hempseed and perilla seed, would not in any degree atfect
the competitive situation in the United States.

Senator Kina. My recollection is we went into it very fully at
the last hearing. The rapeseed would occupy a more advantageous
position than perilla or any of the others,

Mr. Lozirr. Of course, rapeseed is a go-between oil,

Senator Kina. A sort of a catalyst.

Mr, Lozier, It is classified as edible oil, but is essentially a lubri-
cant, and I think, as a national policy, inedible’ rapeseed oil ought
to be admitted, as it was admitted under section 1732 of the Tariff
Act of 1980, because it performs a useful function in airplane lubri-
cation and the reciprocating type of engine. As a matter of fact,
the present rapeseed tax has transferred our rapeseed market to
Europe, The 2-cents-per-pound tax on rapeseed has practically
destroyed our domestic rapesced market.

Now, I must close. Before this bill was passed, without a hear-
ing, my clients were profitably processing these seeds. Their mills
have been closed by the present taxes, and as a result, as pointed out
by the Department of Agriculture, and as pointed out by the Depart-
ment of Commerce in their bulletins on several occasions, the effect
of this bill has been to transfer the processing of these commadities
to the Orient. I have n bulletin in which, they call attention to the
fact—a bulletin issued by the Department of Agriculture—that
within the last few years there have been 160 mills built in Japan

“for the processing of the one commodity, namely, the processing of

rapeseed. So it is just simply a question’ of whether or not this
Congress, and the United States Government, will give to this de-
serving and useful industry the same consideration that it gives to
other industries.

Now, we do not ask that these seeds come in free of tax or duty.
We are willing to have whatever the Congress of the United States
says is a fair and reasonable tax on these seeds, but let us show what
the situation is at the present time. The present law penalizes the
domestic processer of these seeds from $3.22 to $24.64 a ton, In
other words, hefore the American processor can get upon an equal
status, upon the zero line with the foreigner, he has to pay a penalty
of $3.22 to $24.64 a ton, and, as a matter of fact, on all of these
seeds our domestic producers are penalized and placed below the
parity line in favor of foreign producers. _
~ Now, it is a fundamental policy of the United' States.and of all
governments that where foreign commoditiés are to enter a'nation
they should enter in the form of raw material, so that. they mav he
processed in our American mills by American workmen, hnt ‘that
policy has been reversed, and one of the results of the 1936 Rovanea
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Act has been to suspend the processing of these oils in the United
States, and to accentuate their production in the Orient. So as a
matter of fact, if the committee please, when we analyze these present
rates there is absolutely no defense that can be offered for them,

Now’, someone says, “We do not want these oils to come in from
Japan.” Over before the Ways and Means Committee the issue was
raised that some of the seeds came from Japan. Well, we are not
importing those oils for the benefit of Japan, we are importing those
oils for the benefit of the American people. We are bringing those
oils in for the same reason that we bring tin in from the Federation
of Malay States,

We are bringing these seeds in for the same reason that we bring
coffee from Brazil, mahogany from Latin America, raw silk from
Japan, or rubber from Sumatra and East India. We are bringing
in these seeds for the same reason that we bring in many other raw
materials which we need and must have to meet our national needs
and in order to build up our domestic industries, So it is not a
question of accommodating Japan, but of satisfying our domestic
requirements, As I was told at the Japanese Embassy, “We do not
want the Bailey amendment repealed. We prefer to process these
seeds in Japan and then we will Eave the cake, which is very valuable
in Japan.” The cake is a residue of these seeds.

I have watched tariff bills for years; I have been a diligent student
of our tariff system, but probably not an efficient one, and I have
never been able to find another bill where Congress intentionally
})Iaced the duty upon the finished product imported from the foreign

ands down here | indicating% and placed a duty upon the raw mate-
rial way up here [indicating].

So, as a matter of fact, what my people want is not special favors.
We want the same treatment that Congress gives to every other
American industry. We want a schedule of rates enacted by this
Congress that will be reasonable, that will be defensible, that will
-enable these manufacturers to open their mills and again process
these commodities by American capital and American labor. The
present taxes are absolutely unjustifiable and_indefensible.

I want to say, since you mentioned Senator Bailey——

Senator Kina. I have not mentioned any Senator.

Mr. Lozier. You mentioned “a Senator from North Carolina.”
I want to say I am quite sure that had he understood at that time
what 2 cents per pound meant, if the men that handed him that
amendment had said to him that 2 cents a pound on kapok seed
meant 11,11 cents a pound on the oil, or that the 2 cents a pound
on hempseed meant 814 cents a pound, I am quite sure Senator Baile
and the other members of the Finance Committee and Senate wouf)c'i
not have given their sanction to 2 cents per pound tax on these seeds.

The CaammanN. That amendment was offered on the floor, They
had quite a bit to say on it.

Mr. Lozier. It was first offered, I think, in the committee, and the
committee disallowed it.

The CrarmaN. The first time the public hearing on this oil ques-
tion was had we had quite a time of it. Then, afterward, it was
smended to stop some-loophole, and it went out in a third basket
clause, so to speak, and it caught.all these different kinds of seced.

"Mr.. Lozier, Yes.
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Senator Townsenp. What percent of the seed is processed heref
Mr. Lozier. All of it that is imported is processed here. As a
matter of fact, there is another thing I want to call your attention to,
and that is that while under the present law these seeds are em-
bargoed the oil is coming in hers, 1t is coming in right along, and

that oil is processed in Japan by Japanese labor. )
Senator Kina. Your position is that we have driven the processin

out of the United States over into Japan, China, and other countries
Mr, Lozier. Yes. In other words, last year, 1937, 44,239,000

pounds of sesame came in here, which is only 15,000,000 pounds less

than came in here and was domestically processed when sesame seed

was on the free list.
The CnarMaN. Mr. Lozier, some days ago Senator Johnson took

this matter up with the chairman of the committee and we requested
of the Tariff Commission and the State Department certain facts
respecting this matter. When we go into -exscutive session we will

o over your argument and the facts that you present, as well as the
%acts furnished” to us by the State Department and the Tariff

Commission,

Mr, Lozier. I thank you,
Senator King. Mr. Chairman, I think it might be fair to Mr.

Lozier to say that the State Department and the Department of Com-
merce have their views, and that he ought to have an opportunity

to reply to them.
The CiairataN. You may take these letters and ldok over them

[handinf; papers to Mr. Lozier].
(The letters from the Department of State and the Tariff Commis-

sion referred to by the chairman are as follows:)

MagcH 16, 1938.

The Honorable PAT HARRBISON,
United States Senate.

My Dear SENATOR HARRISON : I refer to your letter of March 12, 1938, enclosing
a copy of a letter addressed to you by Senator Johnson, of California, regarding
the correction in the pending revenue act of the excise tax of 2 cents per pound
imposed on imports of certain oil seeds.

The situation is briefly as follows. The subcommitte of the Ways and Means
Committee on the proposed revision of the revenue laws recommended (recom-
mendation No. 61) that this uniform rate of 2 cents per pound be amended to
rates varying from (.78 cent per pound on kapok seed to 1.51 cents per pound on
rapeseed. 'This recommendation was not included in the bill as reported by the
Ways and Meang Committee., According to my understanding, the major reason
for the elimination of this recommendation of the subcommittee was that the
‘Ways and Means Committee was not convinced that the specific rates had been
appropriately determined.

I belfeve that the question of altering the flat 2-cent rate may have originally
been brought to the subcommittee of the Ways and Means Committee in a
letter which I addressed to the Honorable Fred M. Vinson, chairman of the
subcommittee, on October 5, 1937 dealing with certain types of excise taxes
which have been included In recent revenue acts and which, if one may
Judge by the number of bills introduced into the Congress in recent sesslons,
strongly tend to increase in number. These are the excise taxes levied on
imports but not on domestic production of materials and taxes which are
levied on the processing of materials, none or practically none of which is
produced in continental United States. In this letter I was transmitting the
recommendations of the Kxecutive Committee on Commercial Policy, which
had given careful study to the question of these taxes.

Among the recommendations transmitted to the subcommittee of the Ways
and Means Committee one was the “adjustment of the rates applicable to
the taxes on oil seeds so that there shall exist no less inducement to crush
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the seeds in the United States (rather than to import foreign oil) than existed
prior to the imposition of the excise taxes.” As indicated above, this sugges-
tlon was apparently reflected in the subcommittee’s recommendation No, 61

The determination of the appropriate specific rates to give effect to this
recommendation Is a matter requiring technical competence which this Depart-
ment does not presume to have. On that part of the question I belleve that
the United States Tariff Commission is In a position to advise your committee,
and I gather from Senator Johnson's letter to you that you may already have
referred that part of the question to the Tariff Commmission,

So long as the excise tax on ofl seeds remains substantially higher than
the equivalent tax on the oils produced from those seeds, a stimulus is naturally
given to the imports of ofls rather than of seeds, to the detriment of domestic
crushers without affording additional protection to producers in this country
whose products compete with the oils so imported. It is the correction of this
situation which is the objective of the amendment of the rates on oil seeds
which was included as recommendation No. 61 of the subcommittee of the

Ways and Means Committee.
Because of the urgency of the matter this letter has not been submitted to

the Acting Director of the Budget.
Sincerely yours,
Corperr, HuLL,

Marca 15, 19388,

The Honorable PAT HARRISON,
Chairman, Senate Finance Committee, United Statez Senate. .

My Dear SenaTorR HanrnrisoN: I have your letter of March 12 enclosing a copy
of a letter to you from Senator Johnson of California concerning the excise
taxes on perilla, hemp, sesame, kapok, and rapesceds. I am submitting a mem-
orandum answering, so far as it can be done, the questions raised in Senator
Johnson’s letter.

The situation with respect to the exclse taxes may be summarized as follows:

1. The excise tax of 2 cents per pound applying to imports of perilla, hemp,
sesame, kapok, and rapeseeds is higher (except as noted in the accompanying
memorandum) than the combined tariff duties and excise taxes applying to
imports of oils and oll cakes derived from these secds. In consequence, any
imports are almost entirely in the form of oil. This places domestic crushers
in a disadvantageous position with respect to the imported oils and ofl cakes.

2. This disadvantage would not be removed by merely reducing the rates on
the seeds in question so as to establish compensatory relationships between
them and the import charges on the corresponding oils and ofl cakes; that is,
g0 as to make the rates on each seed equivalent to the charges now applicable
to the imports of the corresponding ofl and cake, taking into account its oil and
cake ylelds. To make such reduction in the case, for example, of perilln ofl,
would merely mean a reversion to the situation existing before August 1936
when, with both the oil and seed on the free list, seeds were crushed here only
sporadically,

3. In order to make it possible for domestic crushers to supply a regular and
considerable part of any domestic consumption of the olls in question, it would
be necessary to reduce the rates on the seeds in relation to the charges on the
corresponding oils so as to afford the domestie oll-crushing industry a protective,
as well as a compensatory, differentinl. Domestie crushers make the point that
on perilla and hemp seeds, which are competitive with flaxseed, they should have
the same protective differential, about fifty-three one-hundredths of 1 cent
per pound, as they have on flaxseed. The point is a strong one, but it should
be pointed out that under this differential imports of linseed oil have been neg-
ligible, 1f it should be applied to the oil seeds in question, it is probable that
in thefr case also imports would be confined largely to seeds instead of as now
largely to oils. It is probable also that the rates on seeds, based on such a
differential, would have the effect of reducing somewhat the protection afforded
domegtic producers of oil-bearing materials by existing duties and excise taxes.

4. The Tariff Commission has no data on the seeds in question indicative of
the differences between the crushing and other costs here and abroad. It can-
not, therefore, specify the differentials which will protect domestic crushing
without significantly changing the protection at present afforded domestic pro-
ducers of oll-bearing materials, The differentinl might, however, be arbitrarily
fixed by act of the Congress. Computed rates based upon a number of specified
differentials are set forth in the accompanying memorandum,



Cm e

52 "REVENUE ACT OF 1038

If there 18 any further Information which we can give, we shall be glad to

supply fit.
Sincerely yours,
RayyoNnp B, SteveENns, Chairman

MBEMORANDUM ON THE ADJUSTMENT OF RATES ON PERILLA SEED, HEMPBEED, KAPOK
S8EED, RAPESEED, AND S8ESAME S8EED SO0 A8 TO AFFORD DOMESTIC CRUSHERS ADE-
QUATE OPPORTUNITY TO S8UPPLY THE LARGER PART OF THE DOMESTIC CONSUMPTION
OF THE OIL8S MADE FROM THESE SEEDS

Under existing legislation, imports of perilln seed, hempseed, kapok seed,
rapeseed, and sesame seed enter free of tariff duty but are subject to an
import excise tax of 2 cents per pound. This excise tax exceeds (with only
two exceptions which probably can be ignored for the purposes at hand)' the
combined tariff duties and excise taxes applicable to imports of the ofl and oil
cake derived from each of such seeds. Under these circumstances, it will not
ordinarily be possible to import these sceds for crushing here. In fact, except
for relatively small quantities of sesame seed, there have been practically no
imports of these seeds imported for crushing since the present excise taxes
went into effect in August 1936,

If the excise taxes on the above-mentioned seeds were to be adjusted so that
they would be the equivalent of the charges now applicable to imports of the
corresponding ofl and cake, taking into account the different ofl ylelds of the
various seeds (but not taking into account differences in foreign and domestic
crushing costs), the rates on the sceds (in cents per pound) would be as

follows:

TABLE I
Cost per Cents per
pound pound
Perilla seedo .o 1.8 Rapesecd. oo oo 1.76
Hempseed - . ___ 1.05 ] Sesume seella . 1.58
Kapok seed 1.20

If the rates on oil seeds were to be adjusted so that domestic consumption
of the oil and the cake derived from cach of the seeds would be supplied
principally by domestic crushers using imported seed, these rates would have
to be lowered to afford a protective differentinl to domestic crushers. The rates
on linsced oil and flaxseed have been suggested by domestic crushers as a
proper basis to use in calenlating rates on the seeds in question, particularly
on perilla seed and hempseed, gince the oils derived from these seeds compete
with linseed oil. The protective differentinl which domestic crushers of im-
ported flaxseed now have amounts to 0.53 cent per pound of sced, without
including adjustment for the draw-back on cnke? Under this differential, im-
ports of linseed oll have been negligible as compared with imports of flaxseed.

If the differentinl of 0.53 cent per pound of seed should be appled to the
rates on the oil seeds under consideration, the rates in cents per pound would

be as follows:

Taete II
Cents per Cents per
pound pound
Perilla seed 1. 81} Rapeseed * 1.23
Hempseed 1,12 Sesame seed 1.05
Kapok sced ——— .13

The rates shown in table II, except on rapeseed,® are identical with the rates
contained in the recommendation which was prepared by the subcommittee
of Ways and Means Committee. If these rates were enacted, the probabilities

1 Rapeseed used for making edible ofl and sesame sced used for making inedible oil.
Inasmuch as the computed rates on these would be respectively higher than those appli-
cable to rapeseed used for making inedible oll and to sesame seed for making edible oil,
only the pair of rates applicable to the latter arec hereinafter shown.

3 This figure Is obtained by subtracting the duty on a pound of flaxseed from the shm
of the rates on the quantity of ofl and cake which would be obtained from it. The
figure would be higher if the computation included the draw-back on linseed ofl cake.

* The compensatory rates on rapeseed are: Edible, 2,04 cent%(f)er pound, and inedible,
1.76 cents per pound, which, with the 0.53 cent ?er pound deducted, become 1.51 and
1,23 respectlvely. We have shown the 1.23-ccnt rate (see footnote 1, p. 52).
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are that little or none of the oil or cake derived from these seeds would be
imported, but instead would be supplied by domestic crushers using imported
seed. This does not mean that there would necessarily be imports of all of
the seeds in question under these rates, but merely that such imports as there
were would probably be principally, or entirely, in the form of seed rather than
ofl, The extent to which any of these oil seeds would be imported would
depend not only on the import charges applicable to them, but on such other
factors ns fluctuations in the prices of the varlous oils and oil seeds,

It must be emphasized that the rates shown in table II are based on the
protective differentinl of 0.53 cent per pound of sced now existing for domestic
crushers of imported flaxseed. The application of this differential to the five
geeds in question might result in some reduction in the protection at present
afforded domestic producers of oil-bearing materials. To the extent that this
differential proved to be more than sufiicient to compensate for the differences
between. forefgn and domestic crushing and other costs, it would have this
result,

The rates on seeds shown in table I provide merely for the compensatory
relationship between the oils and the seeds from which they are made, whereas
the rates shown in table II would appear to provide protective differentfuls so
high as to insure that practically all import will be in the form of seed. The
rates which, without appreciably altering the effective charge on the correspond-
ing oils, would provide protective differentinls sufficient to assure that any do-
mestic production of the oils would be supplied principally by domestic erushers,
;vonl;l Iprolmb]y be somewhere intermediate between the rates shown in tables

and 1L

The Tariff Commission, however, does not have the information necessary to
determine the proper protective differentials on the five seeds in question, which
woutld assure that the bulk of the domestic requirements would bhe supplied by
domestic erushers. Although it has on two oceasions in the past obtained data
with respect to domestic nand foreign costs with respeet fo produeing Hnseed ofl,
it has no data indieative of what protective differential would correspond to
the differential in such costs under present conditions. It has never obtained
any data regarding the costs of crushing the five seeds under consideration, In
order to determine what, for them, are the differentinals which would cor-
respond to the differences in crushing and other costs in the United States and
in foreign countries would be exceedingly diffienlt, if at all possible. For ex-
ample, not even the domestic cost data-would be satisfactory beecause most of
these seeds have not been crushed here recently in appreciable quantities, and
several have never been crushed here except in small amounts.

Under these conditions, it will probably be nececessary to determine arbi-
trarily the rates on the flve seeds in question which, if the duties and excise
taxes on the corresponding oils remain unchanged, would afford an adequate
protective differentinl for the crushing industry without materinlly changing
the protection at present afforded domestic producers of ofl-bearing materials.
As previously mentioned, such rates should probably lie intermediate between
those shown in tables I and II.

The rates, for example, might be those shown fu table I less either some per-
centage thercof as suggested by Senator Johnson, or, what appears to be pref-
erable, some arbitrarily chosen constant, The following tables show the rates
which result from the application of these methods, using various differentials:

Cents per pound
Perilla | Hemp- | Kapok Rape- | Sesame
soed soed seed seed
Compensatory mtes (table ). __._..__...__._....... 1.84 1.65 1.26 1.76 1.58
Congwnsstory rates less specified constants:
ompensatory rates less 0.2 cent per pound...... 1.64 1.45 1.0 1.66 1.38
Coimpensatory rates less 0.8 cent per pound...... 1.5 1.35 .96 1.46 1.28
Compensatory rates less 0.4 cont per pound...... 1.44 125 .86 1.36 118
Compensatory rates loss specified percentages:
Compensatory rates less 15 percent....c...c..... 1.56 1.40 1.07 1.5 134
Compensatory rates less 20 pereent. .. 1. 47 1.32 1.01 141 1.26
Componsatory rates loss 25 percont.......oco.aoe 1,38 1.24 .94 1.32 118

Mr. Lozier. I am quite sure, from my familiarity with the State
Department and Tariff Commission, that no intelligent governmen-

-
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tal body would or ever has or ever will n]?Frove the existing rates
because they represent economic nonsense., There is only one ground,
upon which you can defend the present rates, and that is if you want
to create an absolute embargo against the seeds for the benefit of

some other imported competing oils.
The CuamMaN. You will not find very much fault with those (re-

ferring to the Terif Commission and State Department corre-

spondence).
Mr. Lozier. I am quite sure of that.
The CramyaN. Be sure to give them back to me.

Mr. Lozier, Yes, sir; I will,
Senator Kina. You may have this comfort, that they are opposed to

it, and I think your argument today only corroborates the views I

had in the past.
Mr. Lozier. Thank you. All we ask is for you to examine the mat-

ter, and I will take the judgment of any Senator on that subject after

he studies the facts,
Supplementing my testimony before this committee, March 17,

1933, and my statement, page 725 of the hearings before the Ways
and Means Committee, January 21, 1938, at this time I desire to
submit a detailed analysis of this oilseed excise-tax problem, a
thorough knowledge of which is necessary, if the committee and Con-

ress are to give this question the intelligent consideration to which
1t is entitled, for the reason that the subject is obviously technical,
and in order to determine what rates are fair and just, it is neces-
sary to know the variable oil content of these seeds and the relation
of the seeds and their oils bear to other competing seeds and oils.

)
FOREWORD

(a) The isgue presented.—Will Congress correct a manifest legisiative mis-
take made by a previous Congress, and rectify an obviously maladjusted tax
schedule, enacted without hearings or sufficient understanding of its real pur-
port and practical operation, which legislative provision substantially bhenefits
no individual or class of our citizenry, wrongfully penalizes a deserving
vocational group, deprives American workingmen of employment, destroys an
important and heretofore prosperous domestic industry, and transfers its
activities to the Orient?

(b) It is a fundamental tenet of the American Congress that it is just as
much a duty, and just as imperative to repeal an existing bad law as it is to
enact a good new law.

A great Government like ours should move swiftly to undo a legislative
wrong, whether committed intentionally or by inadvertence. “To no one will
we deny Justice, to no one will we delay it” (Magna Carta).

(c) If the 1936 rates should not have been enacted, then by every sound
principle of reason and legislative ethics, they should not be permitted to
remain in force, and should be repealed.

(d) The supreme purpose of all just governments is, not only to enact
wholesome and benevolent new legislation, and protect the many from the
ageression and exploitation of the powerful few, but to correct previous legis-
lative mistakes, right legislative wrongs, and to repeal laws that have been
weighed In the balances and found wanting. While justice may be blind,
it should not lame, laggard, or entangled in a net of delay.

(1) The rates prescribed by the 1936 Revenue Act operated as an embargo,
halted the crushing of these five seeds in our domestic mills by American
labor, and automatleally compelled their processing in orlental mills by orlental
labor. The retention of the existing rates will benefit no one and continue to
punish Ameriean Iabor, and ultimately give the Orlent, or Europe, a monopoly
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on the world-important olls processed from these sceds, and compel the Amerl-
can people to buy the imported finlshed products to supply their ever-inereasing
needs, to thelr economle debasement and the dcsnutﬁou of a deserving and
moful domestic industry.

(g) The proposed reduction of taxes on these sceds will lft the embargo,
enable the crushers to resume operations, and rebuild this important industry
which was bludgeoned Into insensibility by the 1936 Revenue Act, These com-
modities will continue to enter our ports.  Why not reduce the tax rates so as
to permit thelr entrance in the form of sced to be processed In our domestic
mills by Amerlean labor, instend of being processed in forelgn mills by forelgn
labor?

(h) Now that Congress has discovered the joker (“the Senegamblan in the
woodpile”), will either Democrats or Republieans deliberately go on record as
favoring n continuance of the present excessive, discriminatery, and embargo-

creating exclse taxes on these seeds?
II

1. Subject—Proposed amendment of section 601 (¢) (8) of the Revenue Act
of 1032, as muended by title V, section 701 of the Revenue Act of 1936,

2, Where in the pending revenue bill doees the prorision appear twhich 18
sought to he amended I—Subparagraph (D) of section 702 of H. IR, 9682,

8. To what commodities do this section and the proposed amendment re-
Iulc’ o five ofl-bearing sceds, viz, hempsoed perflla seed, rapesced, sesame

seed, and kapok seed.

4. What is the present duty or tax on these nec¢I«?~All duty free; ench sub-
Jeet to an exclse tax of 2 cents per pound under the 1936 Revenue Act (Title V,
see. 701, which ameuded see. 601 (¢) (8) of the Revenue Act of 1932),

B, Parift and tax status of these sceds prior to the Rcvenue Act of 1936, —All
duty free and tax free,

6. What are the dutics and/or taxes on the imported oils from these sceds?—
llc-mp oil, duty 1.5 cents per pound; excise tax 4.5 cenis per pound; total,
0 cents per ponn(l

Perilla ofl, excise tax, 4.5 cents per pound, no duty.

Rupe ofl, excise tnx, 4.5 cents per ponnd : duty 6 cents per gallon (equivalent
to 0.8 cent per pound) ; total tax and duty 5.3 cents per pound.

Sesame of), duty 3 cents per pound, on edible, and 4.5 cents per pound on
inedible.

Kapok ofl, duty 20 percent nd valorem, equivalent to 1.2 cents per pound;
excise tax 4.5 cents per pound ; total tax and duty 5.7 cents per pound,

7. Have these five sceds the same or practically the same oil picida?—No.
The oll yields are strikingly variable, ranging from 18 to 48 percent.

8. In imposing the excise tax of 2 cents per pound on cach of these sceds, was
uny consideration given to thetr variable oil yiclds?—No.

9. What is the oil yicld of each of these five seeds?—Kapok, 18 percent, hemp-
seed, 24 percent, rapeseed, 85 percent, perilla seed, 387 percent, and sesame seed,
48 percent.

10. Congidering theiyr variable ofl yields the 2 cents per pound ta® on these
seeds is cquivalent to what tar on their respective oilsf—

(a) A tax of 2 cents per pound on-sesame seed is equivalent to a tax of 4.16
cents per pound on the ofl expressed therefrom.

(1) A tax of 2 cents per pound on perilla seed is equivalent to a tax of 5.41
cents per pound on the oil expressed therefrom.

(e¢) A'tax of 2 cents per pound on rapeseed is equivalent to a tax of 5.71
cents per pound on the oll expressed therefrom.

- (d) A tax of 2 cents per pound on hempseed is equivalent to a tax of 8.33
centz per pound on the oil expressed therefrom. .

© (e) A tax of 2 cents per pound on kapok seed is equivalent to a tax of 11,11
cents per pound on the ofl expressed therefrom.

BY WHAT PROCESS OF REABONING, BY WHAT S8CHOOL OF POLITICAL THOUGHT, BY WHAT
CODE OF GOVERNMENT ETHICS CAN THESE UNDENIABLY HAPHAZARD AND DISCRIMINA-
TORY RATES BE JUSTIFIED? .

- 11. Are these five sceds grown in the United Statesf—They are not. Rape ia

gm“‘ 'n for hog or sheep pasture but not for seed. 1o a very limited extent hemp
is grown for fiber bhut not for seed Experiments have been conducted in: the

54886—38——5
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United 8tates .looking to the growing of perilla and sesame seeds, but without
any satisfactory results. Kapok seed 1s a tropical product.
12, Frosm what countries are these five seeds imporied f—
(a) Sesame from the Netherlands, Mexico, China, Japan, Kwantung, Hong-
kong, and British India,
b) Kapok, from the Netherlands, India, and Japan.
¢) Rape, from Belglum, Germany, Argentina, British India, Japan, Nether-
lands, Hungary, and the United Kingdom. - .
(d) Hemp, from China, Japan, and Kwantung.
(e) Perilla, from China, Kwantung, and Japan.

I

YWhy ghould the present rates de revised downward?—

(a) The present rates are haphazard, excessive, and discriminatory.

(b) The 2-cent-per-pound tax on the seeds is equivalent to a tax on the olls
expressed therefrom ranging from 4.16 to 11.11 cents per pound.

(c) Because the present rates impose (when translated into terms of :he oils
expressed therefrom) a much higher tax on the raw material than is lald against
their respective finported finished products.

(d) The present tax operates as an embargo on the five seeds, which cannot
now be imported and profitably processed in our domestic mills. :

(¢) Inasmuch as the tax on these five imported seeds (expressed in terins
of thelr ofl yields) is higher than the tax on the corresponding imported oils,
the natural and inevitable effect has been to force Amerlean mills to discontinue
ctushing these seeds, and to transfer such crushing operations to the mills in the
Orient, to the great loss of American industry and labor, a result not contem-
plated by Congress when these taxes were imposed, nor justified by any rule of
reason or publie policy.

(f) The present grossly excessive exelse taxes on these seeds I8 destroying
an important, deserving, useful, and unoffending domestic industry. ,

(g) As a result of the present haphazard taxes these seeds that formerly had
been processed in American mills by American labor, are now being processed
in foreign lunds by foreign labor. .

(h) The 2-cent-per-pound tax diseriminates against American industry,
American capital, and American labor, in favor of foreign industry, foreign cap-
ital, and foreign labor.

(f) The ofl-bearing seeds which prior to the 1936 Revenue Act were fmported
and erushed in American mills, are now being crushed abroad and their oils, ns
finished products, are being imported into the United States, thereby depriving
domestic capital and labor of employment without diminishing the volume of
foreign olls entering our domestic markets. '

(§) The present 2-cent-per-pound tax is indefensibly and unconscionably
high, being equivalent to an ad valorem tax ranging from 54%¢ to 1428%4o percent.

(k) The 2 cents per pound tax on these seeds imposes a much higher tax
on the imported raw material (when expressed in terms of the oil recoverable
therefrom), than on the imported finished product, which formula violates
the principles of all political parties and of all schools of political thought,
and the long-established and universally accepted policy of our Government,
viz, that when commodities are imported, either as raw materinl or as finished
products, the duty or tax on the raw material should be substantially lower
than the duty or tax on the imported finished product.

(1) If the commodity is to be imported, its entry as raw material should be
encouraged, so its processing may be done in American mills by American
Iabor, In preference to having the commodity imported as a finished product,
after having been processed in foreign lands by foreign labor; and the tax
on the imported finished product should be at such higher rate as will afford
American industry a fair and reasonable differential between the tariff or tax
on the raw material, and the tariff or tax on the imported fin'shed product;
and it 18 universally agreed that this sound and wholesome policy temendously
benefits American labor, builds up, diversifies, and stabilizes American {ndustry,
and increases our national wealth,

The taxes on these seeds should be reduced to a point sufficiently below the
seed equivalent, compensatory or parity rates as to afford our domestic crushers
a reasonable preferential or protective differential over corresponding oils
processed abroad and imported into the United States.

:(a) In its letter to Chairman Harrison, the United States Tariff Commission
stated that the exact charge on these five ofl-bearing seeds that would be
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equivalént to charges now in effect on their respective imported oils and cake
are, perilla seed, 1.84 cents per pound; sesame seed, 1.58 cents per pound;
hemp seed, 1.65 cents per pound; rape seed, 1.76 cents per pound; and kapok
seed, 1.26 cents per pound.

*(b) The foregoing taxes, if enacted, according to the findings of the Com-
missfon, would establish a parity between the imported olls and olls processed
in our domestic mills from imported seeds, but would not provide any pref-
erential or protective differential in favor of the domestic crushers.

In other words, the foregoing schedule of rates would place our domestic
mills on an exact equality with foreign mills, and unless there is a subst intial
reduction from the hereinbefore-mentioned compensatory or seed-equivalent
taxes, by reason of cheaper labor and lower production costs {n the Orlent,
these seeds would continue to be crushed in the Far East, enter the United States
as finished products, and be sold in our domestic markets at prices appreciably
below the price at which American mills could afford to sell them; and to
avold -this monopoly of our home markets by substandard, undernourished
oriental labor, it is not only permissible, but highly desirable, to grant our
domestic mills such reasonable and necessary differentials as will enable them
to import and profitably process these seeds, thereby affording an investment
for American capital and employment for American labor, No patriotic Ameri-
can can or will question the soundness of this policy.

(o) It is the established policy of the Congress, regardless of its political
complexion, In writing tariff or tax bills involving importation of raw materials,
not to stop when it finds the compensatory or exact parity relationship between
imported raw materials and their corresponding finported finished products, but
the Congress goes further and allows the American manufacturers s fair and
reasonnble preferentinl or protective differential to equalize the differences in
forelgn and domestic Inbor and other production costs. as for instance, the pro-
tective differential between imported flaxseeqd and imported Mnseed oil is 0.63
cents per pound.

{d) Therefore it is not sufficient to merely ascertain the seed equivalent
or so-cnlled compensatory or parity rate, which would make no allowance for
the admitted difference in the cost of labor and other production costs in
doniestic and foreign mills, but American mills should be afforded a fair differ-
enfinl which will enable them to resume operations, at least on a basis of
equality with the Japs, when difference in labor and other production costs
are taken into account in fixing the tax,

\4

Specifically, what {2 the proposed amendnieni P—To strike from subparagraph
(D), section 702, of the pending bill the words “hempseed, perilla sced, rapeseed,
sesame seed, and kapok seed, 2 cents per pound,” and in lien thereof insert
the following: “Hempseed, 0.76 of 1 cent per pound; perilla seed, 1.81 cents per
pound ; rapeseed, 1.23 cents per pound; sesame seed, 1.05 cents per pound; and
kapok seed, 0.51 cent per pound” (the amendment to be framed so as to repeal
the existing 2 cents per pound execise tax and substitute in lten thereof the
foregoing rates, or such rates as the Congress considers approprinte and just
under existing conditions).

VI

Are the rates proposcd by the National Institute of Oilsced Products fair and
reagonablef—

(a) Yes; they represent the approximate seed equivalent taxes, 1. e., the
approprlate compensatory charges against the raw materials, based on present
duties and excise taxes on their corresponding fmported oils and cakes, after
allowing a protective differential of 0.68 cent per pound to compensate domestie
crushers for the difference in labor and other production costs in foreign and
gomest(lic_mills. which s the same differential allowed crushers of imported

axseed, .

(b) The milling and other costs incident to the processing of these seeds are
approximately the same as the costs of processing imported flaxseed. The ex-
perfence of the crushers, extending over a period of years, {8 that they must
have a.spread of approximately one-half cent per pound, or from $10 to $12
per ton, between the ¢, 1. f. cost and the market price of the finished products.
The rates suggested by the domestic crushers is approximately one-half cent
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per pound on the raw materials, and it is the deliberate judgment of the mem-
bers of the institute that the crushers of these seeds should be granted the
same, or approximately the same, differential as now prevails between imported
flaxseed and imported linseed ofl.

(¢) However, the present excise taxes on these seeds having closed our domes-
tic mills, and in view of the traglc condition of the industry, our domestic
crushers appeal to Congress to grant them substantial rellef; and if Congress
should conclude that the crushers of these seeds should not be granted the same
differential now granted crushers of imported flaxseed, then very obviously that
differentinl should be approximated so as to permit our domestie mills to resume
the processing of these commodities, The members of the Nationnl Institute
of Ollsced I'roducts nre not greedy, dogmatic, or unreasonable in their requests,
and only ngk the same treatment nnd consideration that has been consistently,
traditionally, and ungrudgingly accorded all other domestic industries.

All my clients ask is a sane, Intelligent, and equitable adjustment of these
inapt, bungling, and undeniably excessive taxes. As reasonable citizens, appeul-
ing to an impartial, consclentious, and just committee and Congress, they ask
only for such reduction in the existing ollseed exclse-tux structure as will enable
them to resume their legitimate and useful activities,

(d) I believe it was John Stuart Mill who said “Every battle for human
freedom hag been fought around the standnrd of taxation”; and while my
‘clients, like all good citizens, recognize the necessity and justice of taxation, if
organized society is to be preserved and function cfiiciently, and while they
willingly pay their part of the expenses of government, they are justitied in
protesting when the taxing powers carelessly and wrongfully used to destroy
property or an industry and drive unoffending citizens to a condition of penury.

VIiI

(a) On the initintive of Senator Johnson of California, Senator Hurrison,
chairman of the Senate Finance Committee, addressed communications to the
United States Tariff Commission and Secretary of State Hull requesting certain
information in refe: ence to the present oil-bearing seeds excise-tax structure.

The replies of the Tariff Commission and Secretary Hull appear in connection
;\:llth r;nsy testimony at the hearings before the Senate Finance Committee, March

, 1038,

These communications are {lluminating and worth-while contributions to the
study of the Finance Committee to reach a rational and just conclusion as to
appropriate taxes that should be laid on these seeds entering our ports.

() The findings of the Tariff Commission are an officinl ascertainment of
the alrendy well known and obvious facts, that—

1. The present 2 cents per pound tax on these seeds is higher than the com-
bined duties and excise taxes applying to oils and oil cakes derived from these
seeds,

2. In consequence, any imports are almost entirely in the form of oll (which
of course I8 processed In foreign lands by foreign labor).

3. This places domestic crushers in a disadvantageous position with respect
to the imported oil and oll cakes,

4. This disadvantage would not be removed by merely reducing the rates on
the seeds in question so us to establish compensatory relationships between
them and the import charges on the corresponding oils; that is, so as to make
the rates on each seed equivalent to the charges now applicable to the fmports
‘of corresponding oil and cake, taking into consideration its oil and cake yields.

6. To make a reduction of the present tax to a point where the oils processed
from imported sced would be on an exact parity with fmported olls, would not
‘cure the situation, as for exnmple, if the the tax on perilla sced 1s only reduced
to a point where the oll processed therefrom would be on an exact parity, with
imported perllla oll, this would mean a reversion to the sftuation existing
‘hefore August 1936, when with both the oil and seed on the free list, prac-
‘tically all of our sesame comes in as ofl, and sceds were domestically erushed
only sporadically. o
6, In order to make it possible for domestic crushers to supply a regilar and
considernble part of any domestic consumption of the oils in question, it would
Ve necessary to reduce the rates, on the seeds In relation to the charges on the
‘corresponding oils so as to afford the domestic oil-crushing industry a protective

nf'well as a compensatory difterential.

QL ~ e
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VIII
THF FINDINGS AND CONCLUSIONS OF THE TARIFF COMMISSION ARE S8OUND -

(a) The National Institute of Ollseed Products registers its approval of the
findings of facts and conclusions submitted by the Tariff Commissfon, not only
in its letter of March 15, 1938, to Chairman Harrison of the Senate Finance
Committee, but also to its findings of facts and conclusions in its letters to
Chairman Doughton of the Ways and Means Committee, dated March 27 and
April 24, 1037. The formulas used in ascertaining the compensatory or parity
rates on the several sceds were those generally used for that purpose. In
these recent studies, the Commission maintained its long-established and well-
deserved reputation as an eminently fair, absolutely impartlal, and thoroughly
competent fact-finding body. '

(b) In these studles, of course, the Commission had to start with the duties
and taxes on imported oils and cake of the respective seeds, which lack uni-
formity, and may I respeetfully suggest, are haphazard, and in several instances
strikingly unreasonable, unbalanced, and obviously inappropriate, as the follow-

ing table graphically illustrates:

Duties and/or excise laxes on certain imported vegelable oils and sceds

Combined
Duty Excise tax 0
olls (conts per | (cents (S)er g‘i'{‘é‘gg
pount) pound) | 5or nound)
4.5 4.5
4.5 6.0
bl 4.5 4.5
Edible, same as cottonsecd of)....oocoenenneieeiiacaaai e 30 loeeeeiial a0
Paite..... .8 1.5 53
) LT ] ) RPN AR 4.5 4.5
Ka‘pok ..................................... 1.2 4.5 57
Cottonscod ol (same as edible sesamo o). cccveinaieanen e iiaaaas. 30 feeeeeeeo.oe 3.0
Sunflower (inedible)............. O FEOT 4.5 4.5
Linseed.. . 4.5
123
1.16
2.0

Note.—OIl yleld of respective seods: Perllla, 37 percent; hemp, 24 percent; sesame, 48 percent; rape,
cant; kapok, 18 percent; cottonsced, 15 percent; flaxsced, 33 peroont, All imported oil cake carr

uty of 0.3 cent per pound.

35
&

(¢) Now, with the foregoing motley, heterogeneous, hodge-podge schedule of
duties and taxes on imported olls as a basig, the, Commlission determined the
compengatory charges on these seeds. The grossly excessive combined duties
and taxes on imrported hemp, rape, and kapok oils made the compensatory rates
on these sceds excessive and disproportlonate fn comparison with the compensa-
tory rates on other secds, the oils from which come in under a lower combined
duty and tax. *

Indeed the total tax load on imported hemp ofl, rape ofl, and kapok ofl is so
great as to constitute an embargo, in view of which it does not seem quite fair
for Congress to be tied down to the compensatory rate on these three seeds,
when that rate was based on a total duty and tax so high as to exclude their
importation. This suggestion is particularly pertinent as regards hempseed,
the oil from which must compete In our domwstic market with oils processed
from imported flaxseed on which the duty is only 1.16 cents per pound; and by
this token it would not be unfair for Congress to fix a tax on hemp and
perilia seeds that would place the ofls processed therefrom on a parity with the
competing ofls processed from imported flax and perflla seeds, ‘

U
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IX

NOTHING LESS THAN THE RATES BUGGESTED BY THE TABIFF COMMISSION A8 PROVIDING
25-PERCENT PREFERENTIAL PROTECTION SHOULD BE ADOPTED

(a) In the last table submitted by the Tariff Commission In its letter to
Chairman Harrison, certain rates were enumerated as affording varying degrees
of protection, viz, 15, 20, and 25 percent. The members of the Natlonal Institute
of Oliseed Products are firmly convinced that nothing short of a 23-percent
protective differential would enable our domestic mills to resume the importa-
tion and crushing of these seeds. This conviction is based on thelr practical
experience in milling these commodities in the past, and thelr knowledge of
com}()eiltlve conditions which these ofls would encounter in our domestic
markets,

With taxes on these seeds based on 15 or 20 percent preferential differential
the greater volume of these sceds would continue to be processed ubroad and
the oil exported to the United States.

(b) These olls, processed abroad, are now entering our ports in ever-lncreas-
ing volume. Why should Congress hesitate to prescribe a schedule of rates
which will result in these commodities entering in the form of seed, so they
may be crushed in American mills by American labor?

X

THE REPORT OF THE TARIFF OCOMMISSION IRREFUTABLY DEMONBTRATES BOTH THB
NECESSITY AND WIBDOM OF REDUCING THESE OILSEED EXCISE TAXES

It 1s difficult to conceive how anyone who-reads the findings and conclusions
of the Tariff Commission ean escape the convietion that the present ollseed
excise-tax rates should be hinmediately and radically revised downward.

Apropos a reduction of these rates, the Commission said: “If the rates on
ollseeds were to be ndjusted so that domestic consumption of the oil and cake
derived from each of the seeds would be supplied prinelpally by domestie
crushers using imported seed, these rates would have to be lowered to afford a
protective differentinl to domestic erushers.”

‘Which prompts me to propound the following inquiry: Can any logical reason
be advanced why these rates should not be adjusted so as to bring about the
crushing of these seeds in American mills by American workmen? . Would not
that situation be infinitely better than the present state of affairs wherein our
domestic mills are closed and the crushing of these seeds transferred to the
milis of the Orient?

Continuing, the Tariff Commission said: “The rates on linseed oil and flax
seed have been suggested by domestic crushers as a proper basis to use in cal-
culating the rates on the seeds in question, particularly on perilla seed and hemp-
seed, since the olls derived from these seeds compete with linsced oil. * * #*
Under this differentinl 0.58 cent per pound imports of linseed oil have been
negligible as compared with imports of flaxseed.”

And again I say, should not these rates be so adjusted as to permit these
commodities to enter in the form of seeds so they may furnish investments for
American capital and employment for American labor? Why not frame our
tax schedules so as to favor domestic industry rather than forelgn industry?
By continuing the 2-cent rate, we are playing into the hands of Japan, who i8
now processing these seeds in her mills, keeping the cake, and exporting the
oll to America. .

I quote again from the Tariff Commission: “If the differential of 0.53 cent
per pound of seed should be appied to the rates on the oilsceds under consid-
eration, the rates in cents per pound would be as follows: Perilla seed, 1.31;
hempseed, 1.12; kapok, 0.78; rapeseed, 1.23; and sesame seed, 1.05. The rates
shown in table II, except on rapeseed, are identical with the rates contained
in the recommendation which was prepared by the subcommittee of the Ways
and Means Committee, If these rates were enacted the probablilities are that
little or none of the oll and cake derived from these seeds would be imported,
but instead would be supplied by domestic crushers using imported seed. This
does not mean that there would necessarily be imports of all of the seeds in
question under these rates, but merely such imports as there were would prob-
ably be principally, or’entirely, in the form of seed rather than oil.”

To which I reply in the language of the Melancholy Dane, “'Tis a consum-

mation devoutly to be wished.”
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X1

SECRETARY HULL SPEAKS FOR AMERICAN INDUSTRY

In his letter to Chairman Harrison, Secretary Hull, with the perspicacity,
gound judgment, and grasp of public problems that have characterized his long,
honorable, and useful public service, tersely and convineingly stated the issue:

(a¢) “Among the recommendations transmitted to the subcommittee of . the
Ways and Menns Committee one was the ‘adjustment of the rates applicable to
the taxes on ollseeds so that there shall exlst no less inducement to crush the
geeds in the United States (rather than to import forelgn oil) than existed
prior to the imposition of the excise taxes’ As indicated above, this suggestion
was apparently reflected in the subcommittee’s recommendation No. 61. * * ¢
8o long as the excise tax on ollseeds remains substantially higher than the
equivalent tax on the oils produced from those sceds, a stimulus is naturally
glven to the imports of olls rather than of seeds, to the detriment of domestic
crushers without affording additional protection to producers in this country
whose products compete with the oils so imported. It Is the correction of this
gituation which is the objective of the amendment of the rates on oilseeds
which was included as recommendation No, 61 of the subcommittee of the

Ways and Means Committee.”
XI1

THR EMBARGO ON THESE SEEDS PRODUCED BY THE 2 CENTS8 PER POUND TAX DID NOT
REDUCE ONE I0TA THE COMPETITION OF A SINGLE DOMESTIC PRODUCT

(a) When a few million pounds of these seeds were excluded by the present
taxes, several times as many million pounds of other foreign commoditics of
-the same class came in to take the place of the five embargoed seeds. As, for
instance :

1, In 1936 flaxseed imports were 860,000,000 pounds; in 1937, 1,5069,000,000
pounds, nearly double the 1936 importations.

2. In 1037 we imported 175,000,000 pounds of tung oil, as compared with

185,000,000 pounds in 1936. .
3. In drying olls alone our importations in 1937 were 180,000,000 pounds more

than in 1036.

4, While the 2 cents per pound tax shut out about 134,000,000 pounds of
perilla and hemp oil in 1937, yet in that year the hmportations of flaxseed were
709,000,000 pounds more than in 1936,

6. Which offered more competition to the domestic flax grower, 134,000,000
;}gundg r;f?perllla and hempseed or 241,000,600 pounds of additional foreign
linseed o

6. The exclusion of perilla and hempseeds by the Revenue Act of 1036 did
not to any extent decrease the competition of domestic flax growers, but the
vacuum created by the embargo on perilla was fllled by increased importations
of foreign flaxseed and tung ofl. I quote from Fats and Oils Trade of the
United States, released by the Department of Commerce February 1938 :

“Flaxseed imports in 1887 were heavier than the total of all oilseeds combined
in the 5-year average and not much less than all oflseed imports in 1936. A low
domestic crop, decreased imports of other drying oils and increased demands of
the paint industry were the principal factors. in imports of a biilion and a half
pounds of flaxseed last year, of which all but 36,000,000 pounds came from
Argentina.” ) .

7. I quote further from the above-mentioned Government release: “The esti-
mated 1937 flaxseed production of 6,974,000 bushels * * * \as only about
one-fifth of the total amount of flaxseed reported crushed for oil last year.”

8 I quote from Fats and Olls Trade, supra: “Heavy sesame seed imports in
1936 were displaced to a considerable extent in 1937 by edible sesame oil (not
included in the additional taxes of 1936), imports reaching 89,000,000 pounds, this
Chinese ollseed being diverted from domestic to foreign crushing mills in 1937.”

9. I quote again from the foregoing Government publication: “Imports of
hemp, perilla, kapok, rape, and sesame seeds in 1937 were curtailed by the excise
tax of 2 cents per pound placed on these ollseeds in the Revenue Act of 1936,
effective August 21 in that year. Suggested amendments designed to reduce these
taxes with the object of crushing these seeds in American mills have been pre-

sented to Congress.”
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SESAME AND KAPOK OlL NO MENACE TO THE COTTON-OIL INDUSTRY

(a) Sesame and kapok oils furnish no real competition of domestic cottonsced
oil. The big competition to cottonseed oll comes from fmported cottonsced oll,
which In 1937 was imported in much larger volume than in 1036 or previous
years. The imports in 1937 of foreign cottonseed oll were 104,000,000 pounds.
This oil, and not sesame and kapok, furnished the chlef competition to cottonseed
ofl and other domestic edible products.

CONCLUSION

I respectfully submit that on the record the existing oilseed excise tuxes should
be immediately revised downward so as to permit the processing of these com-
modities in our domestic mills., I do not doubt the willingness of Congress to

rectify the legislative miscarringe of 1930,

I believe a targe majority of the Members of our National Congress are always
actuated by two controlling and commendable motives, viz:

First. As far as possible under our legislative system, to prevent the enactment
of hastlly considered, unsound, and unwise leglslation.

Second. To repeal as quickly as legislatively possible any unsound and unwise
legislation previously enacted without suflicient consideration of its probable

practical operation and effect.
By this traditional touchstone of legislative cthics all individuals, classes, and

vocational groups are ussured equal and exact Justice, which, in the Inst analysis,
is the supreme purpose for which all good governments are created.

Respeetfully submitted.
Rarrn F. LozIer,

General Counscl, National Institute of 0il Sced Products.
The CriamaraN. Senator Hawes, I do not want to keep you waiting
here too long. I understood you wanted to be heard in connection
with the matter in which Mr. Mercior is interested.

STATEMENT OF HON.. HARRY B. HAWES, WASHINGTON, D. C.

lehe Cuamsian, Gentlemen, this is Senator Hawes, whom you all
10w, 4

Mr. Hawes. Mr. Chairman, I appear here today in a rather un-
usual capacity. I am not employed in this matter and I merely want
to try to give the committee the benefit of my experiences in the
Philippines, especially within the last 2 months,

A representative of the Government appeared in the Philippines
in 1937 for the first time.

Senator King ginterrupting). You mean of our Government?

Mr. Hawes. Of our Government—attempting to secure the pay-
ment of taxes which he claims were due from the year 1917 to the
present time. ‘

Senator Kine. That included the Haussermann matter, did it not?

Mr. Hawes. It includes some 2,500 or 3,000 American for the
period 1917 to 1920 and some 300 for the period thereafter.

The CramaaN. Senator, in that connection, I do not want to in-
fluence what you have to say, but there have heen two propositions
set forth, with which you are familiar, I presume. The House has
put one amendment in here that will restrict, in the future, the fact
that an American citizen living in the Philippines will be put in the
same category that he was in the year 1917, and the other day Gov-
ernor McNutt came before the committee and presented the situation
to us also, and told us of the difficulties in the Philippines because of
the failure to adjust those taxes for the years 1917, 1918, 1919, and

1920. :
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Mr. Hawes, Mr. Chairman, I will not occupy much of your time.
I think this is a short matter that can be heard quickly. This claim
of back taxes was startling to those Americans in the Philippines.
They did not anticipate the claim and had made no provision for it.

- A'little of their background may not be out of place. When our
Admiral Dowey entered Manila Bay and sank the Spanish squadron
he lost one man. That man died of heart disease. That was the
total casualty of the American fleet. I will have to give you this
little background to get to the tax again.

The Filipinos had driven the Spaniards within the walls of the old
city of Manila. After the American forces landed, Aguinaldo re-
quested the American commander that the insurgents be allowed to
enter the city with the American Army. This was refused because
the Spaniards objected. They were then left outside and the 3-year
war began. We lost only 308 men in conquering the Spaniards in
Cuba, but before we got through fighting with the Filipinos we had
lost 4,000 men and they had lost 16,000 men.

That brought to the islands a fine body of Americans, big, strap-
ping fellows most of them were, and after the 3 years of war Presi-
dent McKinley and the administration in power used every effort
to induce Americans to remain there, and amongst others naturally

were the soldiers, and they stayed. :
Then later we had some 600 school ma’ams that went out there on

ono ship and many stayed.

So that this claim today, I state without fear of contradiction, is
levied either at the old soldier, who is still alive, or the children of
the soldiers who came on afterward.

There is 2 most peculiar condition that we find in the Philippines.
Of some 15,000,000 people, there are about 14,500,000 Christians.
The other 500,000 are Moros and Pagans, but in addition to these
there are 6,000 Americans, some 6,000 Japanese scattered throughout
the islands, an additional 14,000 concentrated in one portion of Min-
danao raising hemp, and about 7,500 Spaniards and Europeans. The
Americans have always lived there, since we first went in, -

Now the American today, and he has since his occupancy of the
island, pays the snme proportion of taxes that the Filipinos pay, that
the Chinese pay, that the Japanese pay, and the other Furopeans pay
in the Philippines. They have the same power to vote and partici-
pate in the affairs of the island that the Filipino citizens have,

Sfi?'ut;n' Kina. Have any of them renounced their American citi-
zenship \

Mr. Hawes. No. Now, none of the oriental people that live there,
none of the European people that live there pay an income tax to their
home government, none of the Filipinos do. \

So these 6,000 Americans, descendants of the old soldiers—I do not
want to be sentimental about it because I believe that to be a correct
statement—are now called npon, after 20 years have passed, to pay
an income tax to the United States Government, with all its accrued
interest.

There is no businessman in this country that could do that and
live. It means the crushing of these men, because they came there
with nothing but possibly a suit of clothes and as they prospered they
put their money back into their business as fast as they made it, and
what they have today is an accumulation of over 30 years’ effort.
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Every once in'a while some reference to this establishment of an

income tax has been brought uﬁ. ‘ o

From the first governor to the last governor Igeneral of the Philip-.
pines it has been opgosed. Beginning with Harrison in 1917, and
following Harrison, I think, was Wood, Stimson, Davis, Roosevelt,
Murphy, and now our own i—Iigh Commissioner McNutt; they have

all opposed it. : :
The Filipinos have no direct official interest in this subject——

Senator Kina. May I interrupt right there, Senator$

Mr. Hawes. Yes, indeed.

Senator Kine. Has an effort been made by American authorities
to distrain from time to time against persons against whom taxes

are claimed ¢
Mr. Hawes, No; they have not gone to that extreme. '
Senator King. They have not brought any suit or attempted to

distrain?

Mr. Hawes. No, sir.

A ﬁentlenmn, Mr. Mercier, an expert economist and tax expert, is
to follow me and can answer any of the technical questions. As you
know, I am not an economist——

Senator King. That is to your advantage.

Mr. Hawrs. But speaking for the Filipino people, as their counsel
in Washington, I am taking the liberty of reading a letter which was
given to me to hand to this committee from the Honorable Quintin

Paredes:

DEAR MR. CoAIRMAN ¢ I have been advised that your committee will consider
providing some legislative relief for American citizens residing in the Philippines.
The matter does not officially concern the Philippines Commonwealth, but I
cannot resist the temptation of supplementing the position taken in this matter

by the American High Commissioner, Mr. Paul V. McNutt,

The early American settlers in our islands who have lived there all thelr
lives and established homes and business form a most substantial and essential
element in the Philippine Commonwealth.

No citizen of any country can, after the Iapse of a quarter of a century, be
suddenly confronted with a claim for back taxes that had not been presented
before find for which no provision had been made. .

It would mean bankruptey, the wiping out of lifetime savings, and the disrup-
tion of homes.

No Filipino, grateful as we are to the great American Republic, could view
such a catastrophe without fear of its broad financial consequences,

While the matter is an American problem, if we destroy the life work and
achievement of the American group in the islands, it will precipitate a very seri-
ous financial situation for the entire Philippine Commonwealth.

May I urge upon your honorable committee thoughtful consideration of the
equities and justice of the claim for relief, .

T have served in the Philippine Legislature, have heen its Speaker, and have
been a practicing lawyer all my life. I know of no situation analogous to this.
either in the Philippines or in any other country.

The Americans residing in the Philippines should not have a more serious
handicap applied to them than citizens of foreign nationalities, either European
or oriental, who reside in our country and compete in business enterprise with

Americans.

May I have that made part of the record?

Your chairman refers to a statement made by High Commissioner
McNutt. It is unfortunate he could not appear here today ; I know he
desired to appear——

The Cuairman. The only reason he was heard before the public
hearings started was because he was leaving that night, and we accom-
modated him by listening to him that day.




REVENUE ACT OF 1038 65

‘Séiiator King. Would this be an analogy: Under the Chinese
Trading Act, American citizens who live in China and derive an
income there from their activities, their business in-China, we do not
tax them on that, but if they have an income from sources in the
United States, we tax that income, but we do not make them pay
taxes on the income derived in China, and we have discriminated
against the American citizens in the Philippines as against an Amer-
ican citizen in China ¢ . .

Mr, Hawes. Exactly. In addition, the German, Englishman,
Spaniard, Japanese, and Chinese who compete with our Americans
in :all lines of professions are exempt from this tax; only Americans
pagllt. . ) . . . :

r. McNutt, in speaking of these Americans, said :
+ As I read over the annals of American ocecupation, I feel proud of that list of
distant proconsuls who so honorably acquitted their tasks In so distant an
outpost, and I feel a humility in joining their company.

But my pride goes deeper than the governors. No community has ever
barbored a more attractive group. of Americans. Ex-soldiers and officers who
stayed on and others who followed became honest merchants, founders of new
industries, miners, lumbermen—a goodly concourse who believed in the Filipino
and pald him higher wages than he had ever previously earned; who belleved
in the Philippines and gave it their last ounce of thought and Yankee ingenuity.
There was not an exploiter or enslaver among them. They worked hard,
plowed back thelr profits, held their counsel, and assisted mightily to lay the
foundations of American culture in the Orlent, Christianity, and American

culture.

Now, gentlemen, there is no man that lives, no matter what his
wealth may be, who can be suddenly confronted with a claim for
back taxes running over a period of over 20 years—it just cannot be
done,

Senator King. Outlawed. ‘
Mr. Hawes, Mr, Mercier will present for your consideration two

or three amendments that will put the American that has lived there
all of his life and his children born there, on a parity with Orientals,
Spaniards, Englishmen, Germans, Japanese, and Chinese.

If that i1s not done, due to the general uncertainty regarding the
future of the Phillippines, these Americans will be ruined.

There is no place for them back here; they cannot return to their
various States and take up occupations after 30 years or more; they
would be ruined, and that is the reason why I have not heard from
any branch of the American Government opposition to this request
because without a settlement the uncertainty in itself is murderous
for these people. : :

I hope that your committee will consider the fact that all of our
Governors General sent there by the American Government must
understand this and that the High Commissioner must understand
it and that Commissioner Paredes must understand it; that the Press
representatives over there [indicating] certainly must understand it.
There is no objection to this claim that I know of from anyone.

In a short while the great questions in the Pacific must be solved
in some way with some certainty and some definite golicy; but we
should not strike down the old Americans, the old soldiers and their
children and the school marms who during all of these years have,
at the request of our Government, stimulated the progress of the
Islands and had been asked to stay there—they shouls not have their
investments and fortunes wiped out over night by these back taxes.

The Cramman. Thank you very much, Senator.

el e e D veliea
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STATEMENT OF LUCIEN H, MERCIER, WASHINGTON, D. C., REPRE-
SENTING THE AMERICAN CHAMBER OF COMMERCE IN THE

PHILIPPINES, ETC.

Have you a brief with you, Mr, Mercier?
Mr. Mercier. I have just éxed one up.

The CuammaN. You may hand it to the reporter.
(The brief referred to is as follows:)

Brier or LucieN H. MrroikR, WASHINGTON, D, C,
MarcH 17, 1938.

The CoMMITTEE ON FINANCE,
United States Senate.

S8ECTION 2061

GENTLEMEN : The above scetion was enacted in 1921 in an endeavor to correct
the competitive sltuation existing between Americans in the islands and the
foreigners herctofore mentioned from the tax standpoint. Up until but a few
months ago, all of the Americans in the islands felt, whether mistakenly in
law or not, that they were not linble for Federal taxes because of said section;
and undoubtedly, the various administrations from 1921 to 1937 were also of
the same mind because no machinery was ever set up to collect Federal taxes
from the Americans and the domestie corporations residing or doing business
in the islands.

In 1930 the Senate passed an amendment to section 251 to correct the unjust
situation existing under its interpretation; but this amendment was lost in the
conference between the two Houses, because, so we are told, of lnck of time for
its consideration by the conference committee.

From the legisiative history of section 251, it would appear that its broad
purpose was to exempt Americans in the islands from Federal taxation; but
every time the construction of the section has come up, such strict interpre-
tations of 1t have been made as to result in denying to the great body of
American citizens residing in the islands the benefits of the section.

An instance of this is the Hausscrmann casze (finnlly decided in 1933), which
holds that dividends are not to be comprehended within the 50-percent clause.
Another instance relates to the definition of “gross income” as it appears in
the 80-percent clause. It is nmow held by the Bureau that in the case of a
person owning an apartment house, “gross income” means gross rentals, and
not the rentals less taxes, maintenance and repairs, and operating expenses.
Another example is that of an individual who makes transactions in securities.
If on 12 he makes a profit, and on 8 makes losses, “gross income” is now
held to mean only the profits on the 12, without deductlons for the losses.
These latter two examples, and other strict interpretations have now resulted,
we are told, in depriving certain of our American citizens from the bencfits
which Congress wished to grant them by section 251.

We say “now resulted” advisedly for heretofore, our Americans in the islands
used the net of their security transactions and of their rental properties in
figuring their qualification under section 251; but they are now told by the
revenue agent who went to the Philippines in 1937 that they were wrong in
this, and that they are linble for taxes for a great many years back.

Section 251 was worded as it was by Congress in order to assure that tax
dodgers would not use one of our possessions as a haven; and the entirve history
of Federal taxation with respect to the Philippine Islands is wholly consonant
with the thought that Congress meant said section 251 to be broad enough to
cover the bona fide residents and businessmen in the islands, and to exempt
them from taxation because of the performance of services to thiy Government
both in the help rendered to it in its administration of the islands, and in the
procuring for this Government of the trade of the islands.

The various administrations since the conquest of the Philippines have each
in turn announced that the United States was trustee of the islands, not for its
advantage, but for the benefit of the Philippines; that no taxes would be levied
there for the henefit of this Government; and that this Government would never
levy taxes which would tend to penalize or repress industry and enterprise in

the islands.
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Congress, in enancting revenue legislation, followed out these administrative
pronouncements, and whenever it levied import taxes on products from the
Philippines, it provided by law that the taxes so collected would be returned
intact to the Philippine government. When it came to levying an fncome tax in
1013, the Congress provided that in the Philippines this tax was to be collected
and kept by the Philippine government; and that the American citizens in the
islands should file a return and pay that tax to the Philippine government. This
provision was continued through the subsequent revenue acts, even including
the Revenue Act of 1018 (see. 261).

However, despite the provisions of section 201, and without consldering sajd
gection, the Court in the Lawrence case (273 Fed. 405), held that an American
citizen in the Philippines was Hable to the full United States tax. It was that
deelsion which led to the passage of section 251 (then 202).

The situation of the Amerfcans in the islands is now no different from what
it was then, with the single possible exception that a revemie agent huas been
sent there this year to endeavor to collect all back taxes from 1917 to date; the
collection of which would probably result in ruination for most Americans in
the islands, and which would also result in a probable wiping out of the
remunerative Philippine-United States trade procured for this Govermment by
our Amerieans there,

Two years ago we gave you the complete history of the matter; and we attach
hereto a copy of our memoranduni.

It is needless to here repeat these argunments. We have prepared, and shall
be very glad to submit if desired, n brief going fully into the pronouncements of
the various administrations, and to the pertinent material in the congressional
proceedings, and outlining all of the various factors which scem to demand cor-
rective legislation.

It is the thought of the Americans in the islands that the situation could be
corrected by Inserting a proviso at the end of section 251 as is set forth in the

amendments oftered.
MEMORANDUM T0 THE COMMTITTEE ON FINANCE, UNITED STATES SENATE

Your attention is respectfully invited to an inndvertent change in the policy
of the United States with respeet to the Philippine Islands which for a long
time has effected substantial discrimination against many hundreds of Amer-
ican citizens in good faith engaged in business—most of them ploneers--in
the islands, in the hope that you may see fit to bring before the Senate a clari-
fying amendment to scetion 251 of the income-tax law which is now in force.

The discriminatory taxation sought to be remedied by the suggested clarifl-
cation resulted from a construction of section 262 of the Revenue Act of 1921
(now sce. 231 of the current revenue act) by the Revenue Burean and a court
of the United States, which was contrary as well to the historlc American
policy toward the Philippines as to the legislative background and clear intent
of the Congress in cenacting that section. Substantial revenue has been lost
to the Philippine treasury by virtue of such construction which surely was not
within the intent of the Congress.

Protracted efforts over a long perfed of yenrs have been made to remedy
this situation. Finally, as recently as June 5, 1936, tho Senate of the United
States adopted a clarifying amendment to the House bill that became the
Revenue Act of 1936, in practically the same form which in 1928 was spon-
sored and urged by the I’hilipplne Government, the Seccretary of War, the
Secretary of the Treasury of the United States, and the Governor General of
the Philippines, whose views are set forth in the accompanying memorial pre-
gented to the Congress at that time. The amendment was lost in the confer-
ence on the biil between the two Iouses of Congress along with all others
that did not relate to the immediate purposes for which the 1936 revision of
the tax legislation was undertaken,

The purpose of this communication is, therefore, to enlist your interest and
your aid in bringing to a successful fruition this well-advanced effort to re-
move the inequitable interpretation which has so seriously handicapped Awmer-
fean businessmen in the Philippines and deprived the Philippine Government
of much revenue—a situation which former Governor General Taft, speaking
on the same point, described as “a departure from the heretoforc consistent
policy of the United States in the past of not imposing a tax in the Philippine
for the beuefit of the Treasury of the United States.”” (Printed memorial of

May 1, 1928, p. 13, nccompanying this letter.)
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The discrimination under which the American businessmen labor, all of whom,
except doctors, lawyers, and individuals in trade, are doing business in corpq-
rate form, lies in their enforced competition with long-established import and
export houses of British, French, German, Swiss, Chinese, Japanese, and. other
nationals who are not required to pay income taxes to their home governments.
The amendment will put Americans on an equality with tlteir competitors in
the islands, and without depriving the United States Government of income
taxes on incomes of cltizens who have merely.invested money in the Philip-
pines. What follows will enable you to act with full knowledge and will make
clear the history of income taxation in the islands, the policy of the United
States, its trustratlon down to the present, and the efforts toward remedial
legislation.

Please note that that policy, from the time of President McKinley, has been
to derive no revenue by way of taxation from business conducted in the Philip-
pine Islands; and the reason underlying the policy is the fact that the United
States has always sought to maintain the position of guardian and ward
toward the people of the islands, and has never sought to profit by its rela-
tions to the islands. The records of the Bureau of Insular Affairs, War Depart—
ment, fully demonstrate this statement.

The best evidence of this is the first income-tax law passed by the Congress
of the United States (act of 1913), which was put into force and effect in the
Philippine Islands, but, by special provision of that act, it was to be admin-
istered in the Philippines by the officials of the Philippine government, and
all revenue derived therefrom by way of income tax was to inure intact to the
treasury of the Philippine Islands. This policy was again reiterated by the
Congress of the United States in the enactment of the 1016 income-tax law,
which contained the same provislons, and by all revenue acts up to the present,

Another concrete evidence of the fixed pollcy of the United States in this
regard is the provision of the act of Congress, or administrative order, which
required that cigars or tobacco imported into the United States from the Philip-
pine Islands should bear the revenue stamps, as set forth in the internal-revenie
law of the United States, but which declared at the same time that all the
revenue collected in the United States under that tax must revert intact to
the treasury of the Philippine Islands. During nll those years all persons resid-
ing in the Philippines, regardless of their nationality, filed income-tax returns
in the Philippine Islands, the tax thereon was collected by Philippine officinls,
and the proceeds turned over to the treasury of the Philippine Islands. No
one doing business in the Philippine Islands was required to flle any income-
tax returns in the United States covering income derived from sources within
the islands.

The World War brought on conditions that made it necessary for the Congress
of the United States to materially increase income-tax rates in the United
States; but, because legislators were not familiar with conditlons in the Philip-
pines, they did not consider themselves competent to fix the rates to be enforced
therein. Thus the War Revenue Act of 1917 did not nlter the rates insofnr as
the Philippine Islands were concerned, but continued rates and procedure as
fixed by the act of 1916 in full force and effect therein. Furthermore, In the
same act authority was delegated to the Legislature of the Philippine Islands to
change, modify, or repeal the income-tax law insofar as the islands were con-
cerned ; and acting thereunder the legislature did by law fix rates, in 1917, which
law was legalized and ratified by the Federal Congress in the regular course. ;

After the United States entered the World War, and in order to prevent
draft dodgers and tax dodgers, citizens of the United States, from leaving the
United States to avoid their obligations, a rule was put into force requiring
every person who sailed from the United States to obtain and flle with the
stenmship company a paper known as the tax clearance. American citizens
who were engaged in business in the Philippine Islands and made periodic trips
to the United States, either on vacation or business, were confronted by the
-steamship agent with a demand for Federal tax clearance, and were told that
no ticket could be sold to an American citizen without such clearances. The
American citizen, on his side, being engaged in business and convinced. that
‘he was not liable for any Federal income tax because of his payment of such
‘Federal tax to the Philippine government, would usually appeal to the War
‘Department Bureau of Insular Affairs.

The Bureau would intervene with the result that every American who wns
;honestly and in good faith in business in the islunds was enabled to suil with-

Tate
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out the necessity of such tax clearance. In due course these -cases of inter-
vention of the Bureau of Insular Affairs became 8o numerous and burdensome
that the administration in Washington was requested to remedy the situution.

The Philippine authorities were fully aware of the situation with its resulting
inequity and burden, The Philippine Legislature therefore adopted a resolution,
in February 1920, instructing its Comissioners to the United States as follows:

“Be it resolved by the Senate (the Housc of Representatives of the Philiy-
pines concurring), That the Resldent Commissloners be, and they hereby are,
instructed to ask Congress for the amendment of the United States Internal
Revenue Act of nineteen hundred and nineteen, in the sense that American
eitizens who are bona fide residents of the P’hilippine Islands shall not be subject
to any income tax greater than that required of other residents of said islands.”

On September 5, 1921, the United States Philippine Commission, commonly
known as the Woods-Forbes Commission, cabled the Secretary of War as
follows

“All nationals in the Philippines, except Americans, exempt from liability for
the United States income tax. No foreigner here required to pay income tax
to his home government. Americans here also pay income tax Philippine gov-
ernment. Financial situation very critical, and heavy losses have already been
sustained. Attempt collect back taxes under Revenue Act, 1918, would be
futlle the majority of cases, and would only result in bankrupting many of
such Americans as still remain in business, leaving commercial fleld entirely in
the hands of British and other foreigners. We therefore urgently recommend
that Americans be placed on the same tax basis here as other nationals; other-
wise, they are penalized for being Americans and are unable to successfully
compete with those who are exempt, and that the relief granted be mude
retroilct'lve to include exemption from tax lability under Internal Revenue Act
of 1918." :

Congress thereupon endeavored to remedy and clarify the situation and, in
November 1021, enacted into law, as parts of the Revenue Act of 1921, the fol-
lowing provisions, known as section 262, which have been continued down t
this date, but are now known as section 251 in the revenue act: :

“SEc. 2062 (a). General Rule: The case of citizens of the United States or
domestlc corporations, satisfying the following conditions, gross income mcans
only gross income from sources within the United States—

“(1) If 80 per centum or more of the gross income of such citizen or domes-
tic corporation (computed without the benefit of this section) for the three-
year period immediately preceding the close of thie taxable year as may be
applicable was derived from sources within a possession of the United States;

an

“(2) If, in the case of such corporation, 50 per centum or more of its’gross
fncome "(computed without the benefit of this section) for such period or such
part thereof was derlved from the active conduct of a trade or business within
a possession of the United States; or

“(8) If, in case of such citizen, 50 per centum or more of his gross income
(computed without the benefit of this section) for such perlor or such part
thercof was derived from the active conduct of a trade or business within a
pbssession of the United States either on his own account or as an employee
or agent of another.,

“(b) Amounts received in United States: Notwithstanding the provisions of
subsection (a), there shall be included in gross income all amounts recefved by
such citizens of corporations within the United States, whether derived from
sources within or without the United States.”

It should be remembered that the above section of the 1921 act was incorpo-
rated into the Income-tax laws for one single purpose only, namely, to show
that it was not the intention of the Congress of the United States to require
cltizens of the United States actually and in good faith engaged in business in
the Philippine Islands to pay an income tax to the Federal Government on the
income derived by such citizens from insular business. This was not because
the Congress desired to favor the American eitizen but because the Congress
desired such citizen to pay all taxes derived from his Philippine business to the
government of the islands, in pursuance of its traditional tutelary policy. The
tax relationship of the Philippine Islands to the United States should not be
confused with that, for instance, of the State of New York, a distinct sover-
elgnty which, independently of the United States, must, under its own sovereign
obligations, levy its own taxes upon its own citizens and business for its own
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needs; whereas the Philippines are wholly within and under the Federal sov-
ereignty, its taxes are levied wholly under the authority and obligation of
Federal revenue laws, and the proceeds of all taxation on income derived from
‘the conduct of business in the islands should be applied to their needs.

The Philippine authorities and the responsible officials in the United States
belloved that that section cleared up the situation. For n number of years the
Americans continued to pay their taxes to the Philippine Government as usual,
secure in the belief that there would be no furthér difticulties, while the Ked-
eral Bureau of Internal Revenue, on its side, was satisfled that the islands
could not be used as havens of safety by tax evaders, for Americans in the
Philippines were required by the new law to show that they were actually
interested out here; that 80 percent of their entire income was derived from
the Philippines; and, furthermore, that they werc regularly and actively en-
gaged in business in the islands; and that at least 50 percent of their income
wasg derived from the active conduct or management of that business. These
American businessmen—most ot them pioncers-—hnd always earned their in-
come wholly from the conduct of business enterprises and professions in the
islands and apprehended no duplication of Federal taxation.

In 1026, however, the Federal Bureau of Internal Revenue held that, not-
withstanding the American taxpayer was actively engaged in the conduct of a
business, the segregation from such husiness of that part of his income which
was derived from dividends placed himt below the 60 percent and subjected
his income from the Philippine Islands to the Federal income-tax law, This
ruling was confirmed by the Board of Tax Appeals (Docket No. 23101) and by
the Court of Appeals of the District of Columbla (No, 5547) and on certlorari
from that court to the United States Supreme Court the writ was denied.

This is in effect an erroneous interpretation of the act of Congress which has
resulted in oncrous discrimination against American citizens actually engaged in
business in the Philippine Islands in corporate form. No question has been
raised as to the exemption of any American doing business as an individual in
the Philippine Islands, or an American engaged in the profession of law, or of
medicine, or a partnership, from Federal income tax, provided 80 percent of his
gross income s derived from sources within the Philippine Islands and 50 per-
cent thereof from the active conduct of-such business or profession. Needless to
repeat, the grent bulk of Amerlean business that is done In the Philippine
Islands by citizens of the United States residing therein is done In corporate
capacity.

The unintentional unfairness and iInjustice of this Interpretatlon by the
Bureau, having hecome apparent, in 1928, administration officials concerned in
the matter, including the President of the United States, the Secretary of War,
the Sceretary of the Treasury, and the Governor General of the Philippine
Islands joined In requesting Congress, then engaged in writing a new internal
revemie act, to clarify section 262 so as to permit that part of the income which
a businessman in the Philippine Islands derived by way of dividends from a
company conducted by him to be jncluded in that 50 percent. The views of
these officers are set forth in the accompanying reprint of the letter, above
referred to.

On May 11, 1936, when the new income-tax law swns before the Senate, Mr.
John W. Haussermann, acting in the interest of these American residents as
well ns the citizens of the Philippines, addressed a letter to the Secretary of the
Treasury of the United States emhodying much of the substance of my present
communication, at the suggestion made by Chairman Harrison, of the Senate
Committee on Finance, in order to formally pave the way for another attempt
to obtaln congressional clarification of this legislation. At the Senator's fur-
ther suggestion the matter wag fully discussed with Mr. L. H. Parker, legisla-
tive counscl of Congress, then and now assisting the committee. Eventually a
clarifying amendment to the “50 percent” paragraph of section 251 was sub-
mitted to the Finance Committee and on June 5, 1936, was adopted by the
Senate as its amendment (No, 152) to paragraph 3 of section 251 of the
Revemie Act of 1936 (H. R. 12395).

In the confervnce between the two Houses of Congress on H, R. 12395, how-
ever, the Senate, in the press for adjournment, receded from more than §0 of
its amendments that were not immediately related to the main points in the
measure bhecause of lack of time for due consideration of their merit. The
above amendment was one of them. But during its brief course in the con-
- gregsional process no objections were ralsed against it, and it was the under-
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standing that it would be taken up for consideration in the forthcoming Con-
gress when a new income-tnx bill was expected to be brought forth,

Respectfully submitted.
H, W, VAN DYKE,
Lucien H. MERCIER.

Wasiinaron, D, C.

PROPORED AMENDMENTS TO H. R. 0862, INTRODUCED MARCII 1, 1038,
REVENUE ACT OF 1938

AMENDMENT No, 1

Amenad Supplement J, Scetion 251, Page 232, by striking out all of sub-section
(n) and inserting in lieu thereof the following:

“"(n) Gencral rule—In the case of citizens of the United States resident of a
possession of the United States for more than five years prior to January 1, 1938,
and in the case of citizens of the United States or domestie corporations (other
than personal holding companies as defined in Title 1-A, Section 402) engaged in
the active conduet of n trade or business in such possession, and satisfying the
followlng conditions, gross income means only gross income from sources within
the United States—

(1) If 80 per centum or more of the gross income of such citizens or domestic
corporations (computed without the benefit of this section but including salarfes
and other compensation for personal services rendered in such possession),
for the three year period immediately preceding the close of the taxable year
(or for such part of such period immediately preceding the close of such taxable
year as may be applicable) was derived from sources within a possesslou of the

United States,”
Add a new section at the end of Title V, to be kuown as Section 812 and to

read as follows:
“Skcrion 812 Relroucuve amendments to Revenue Acts of 1917 and all sub-

sequent revenue acts.”

(a) The Revenue Act of 1917, and Section 261 of the Revenue Act of 1918 are
hereby retroactively amended hv adding at the end thereof the language which
appears below ; Scctions 262 of the Revenue Act of 1921, and of the Revenue Act
of 1924, and of the Revenue Act of 1926, and Sections 251 of the Revenue Act of
1928, und the Revenue Act of 1932, and of the Revenue Act of 1934, and of the
Revenue Act of 1936, are hereby nmendod by striking out all of sub~section (a)

thereof and inserting in len thereof the following:
“(n) General rule-—In the case of citizens of the United States who are bona

flde residents of a possession of the United States, and in the case of citizens
of the United States or domestic corporations (other than personal holding
companies as defined in Title 1-A, Section 402) engaged in the active conduct
of a trade or business in such possession, and satisfying the following condition,
gross income means only gross income from sources within the United States—

“(1) If 80 per centum or more of the gross income of such citizens or domestic
corporations (computed without the benefit of this scction but including
salaries and other compensation: for personal services rendered in such posses-
sion), for the three year period immediately preceding the close of the taxable
year (or for such part of such period immediately preceding the close of such
taxable year as may be applicable) was derived from sources within a possession
of the United States.”

(b) The amendments made by this Section to the revenue acts amended shall
be effective as to each of said acts as of the respective dates of the enactment of

such acts,
MEMORANDUM ON THI EFFECT OF AMENDMENTS

AMENDMENT NO, 1

Amendment No. 1 seeks to corvect the situation as set forth in the Memorandum

covering Amendment No. 2,
This Amendment No. 1 eliiminates the 50% clause of Section 261 altogether,

retroactively to the year 1917,
548R8K—38——@
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In order that no tax dodging haven he created, tho amendment, so far ns,the
1038 Act is concerned, would allow a bona flde resident of a possession of the
United States for more than flve years prior to January 1, 1938, to pay'a Federal
tax only on his fncome from sources within the United States if more than 80%
of his gross income was derlved from sources within a possession of the Unlted

States.
AMENDMENT NO. 2

Insert a new Section at the end of Supplement J, Section 251, Page 235, to' be
known as sub-section (j) thereof, and to read as follows;

‘“(§) Philippine Islands.—No citizen of the United States who has been a’ resi-
dent of the Philippine Islands for more than five years, and no citizen of the
United States or domestic corporation (other than a personal holding company
as defined in Title 1-A, Secction 402) engaged in the active conduct of a trade
or business in the Philippine Islands, shall have any greater tax liability under
this Act with respect to income derived from sources within sald Islands than
is imposed under this Act with respect to such income upon citizens or corpora-
tions of such I;slumls. or upon alliens or foreign corporations in such Islands.”

REVENUE ACT8 OF 1017 TO 1030

Insert & new section at the end of Title V, giving a reotroactive effect to this
amendment as if the law beginning with the Revenue Acts of 1917, and reading
as follows:

“Philippine Islands.—No citizen of the United States who is a bona fide vesi-
dent of the Philippine Islands, and no citizen of the Unlted States or domestie
corporation engaged in the active conduct of a trade or business in the Philippine
Islands, shall have any greater tax linbility under this Act with respect to income
derived from sources within said Ts!'auds than is imposed under. this act with
respect to such income upon citizens or corporations of such Islands, or upon

aliens or foreign corporations in such Islands.”

MEMORANDUM ON THE EFFECT OF AMENDMENTS
AMENDMENT NO. 2

The net effect of Amendment No. 2 is to put the American In the Philippine
Islands on exactly the same tax basis as the foreigners in the Islands with whom
they have to compete and who receive exactly the same protection from this
Government that the American receives. The sum and substance of the Amend-
ment Is that the American in the Philippines will have no greater tax liability
under the Revenue Act of 1938 and all prior Revenue Acts since 1917 than is
imposed by those Acts on the Filipinos or foreigners living in those Islands.

This amendment is lmited to the Philippine Islands and does not effect any

other possession of the United States.
AMENDMENT NO. 3

Amendment to Revenue 'Aot of 1938

Amend Supplement J, Section 251, Page 232, by striking out the perlod after
the word “another” appearing on line 2, Page 233; inserting a semicolon, and
adding the following words:

“Provided, however, That for the purpose of this subsection, the incdome
dividends, salaries and other compensatlon received from a corporation, partner-
ship, trade, or business being conducted in a possession of the United States,
shall be deemed to be gross income derived from the active conduct of & trade
or business, when such citizen is actively engaged in the conduct of such
corporation, partnership, trade, or business, either as an officer, agent, or em-

ployee thereof.”
RETROACTIVE FEATURE

Add a new section at the end of Title V, giving Secc. 251 as nbove amended a
retroactive effect as in the law beginning \slth the 1917 Act. . :
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MEMORANDUM ON THE EFFEOT OF AMENDMENT No, 8

- Bection 2581 provides that an American in business in a possession of the
United States has to pay a tax only on his income from sources within the
United States if 80% or more of his gross income comes from sources within a
Jpossession of the United States; and §50% or more of his gross income 1s de-

rived from the active conduct of a trade or business.

" Whenever the interpretation of the 50% clause has come up, it has been con-
strued very strictly, with the result that what Congress wanted to do by
Section 251 has been more or less nullified in the case of n great many

Americans in the Philippine Islands.
For instance, an American conducting business as an individual or as a part-

“nership, no matter how much capital he has invested in the business, gets the
full benefit of Section 251. Another American doing the identical business,
with the same amount of invested capital, but doing it in corporate form, is
limited to drawing a reasonable salary from this corporation; and the divi-
dends that he gets from the corporation although this corporation is merely
his style of doing business, results in depriving him of the benefit of Section
.251. Again, an American may own an apartment house with very heavy
gross rentals; but with very little net income, or maybe a net loss for the
Year. In computing his tax lability under the 80 percent clause, the amount of
the gross rentals from this apartment house is the amount used, rather than the
net, or the loss; and this deprives the American of the benefits of Section 251.

Other instances could be cited.
The motive of Congress In passing Section 251 was to exempt the bona fide

business man in the Philippines from having to pay any tax to this Govern-
ment in order that he might get for this country the valuable trade of the
Fhilippines. The percentages and the language used in the section as it has
stood since 1921 were to make certain that a tax dodging haven would not

be created.
Amendment No. 3 seeks te remedy the situation retroactive to 1917 by in-

cluding in the computation of the income under the B0-percent clause the divi-
dends or income received by an individual from a corporation or business under
his active conduct, provided 80 percent of the income of that corporation or

pvusiness arlses in that possession of the United States.

Mr. Meroier. Mr. Chairman and gentlemen of the committee, I
think probably the chairman was in error in his remark a while ago
that the House had in some fashion taken care of this situation.

The Cuairsan. As I understand it, the House did this: They took
care of, as far as the future was concerned, the tax on incomes de-
rived by American citizens in the Philippines from Philippine
sources; they did not exempt Americans living in the Philippines
from income derived from sources within the United States.

Mr. Megrcier. May I correct the chairman on that score? There
were two proposition submitted to the House; one, the amendment of
section 119 (e), and that is on page 161; that is what they corrected.
Section 119 (e) provided that if anyone residing in a possession of
Jthe United States came to- this country to purchase some personal
property, the resulting profit from the sale of that property in a
possession of the United States could be taxed in the United States.
That situation they corrected, and I think they corrected it very

well.,
It is a situation that should have been corrected, I think, because
if it had been allowed to exist (and none of the Americans iiving in
the Philippines knew it was there until the revenue agent came
there), it would.have stopped Americans fromn coming to this country
to purchase merchandise for sale in the Philippines. .

Mr. Merorer. 1925,

The CrAIrMaN, 1925, yes.

Mr. Mercier. Yes.

'
'
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The other matter we brought to the attention of the House, but
-about which nothing has been done, was an amendment to section
251, to take care of the future on section 251, as well as the past.
Section 251 was brought into revenuoe laws in 1921 and has remained
the same ever since %)21. That section rgrovides that with respect
to Americans living in possessions of the United States, gross income
shall mean only gross income from sources within the United States
if 80 percent of their gross income comes from that possession, and
if 50 percent of the gross income was derived from the active con-
duct of a trade or business, either in his own behalf or as agent or
employee of another. Now, then, in order to give you the correct
picture, & revenue agent was sent there by this Government last year.
The full renlization of the liability for these taxes did not come on
theso Americans until 1933. Up until 1933 every American residing
in the Philippines thought that. scction 251, the way it was worded,
and particularly the words said about it in Congress, nomb]{ by
Speaker Longworth, protected them to the extent they did not have
to file any returns or ‘my any taxes here.

Now, here is what happened in 1933: One of the Americans there
has always maintained his home in Qhio, despite the fact he had
spent nearly all of his time in the Philippines. He is one of these
kindly gentlemen who wants to pay everything he thinks he owes,
whether he owes it or not

The Caamaran, That is very care.

Mr. Mercier, He has always filed returns, althongh under the
pllioper interpretation of section 251 he should not have filed any at
all.

In 1930 one of the officials in the Bureau said, “So far as this
articular income is concerned you do owe us a tax, because in
guring out the 50 percent clause of section 251 you cannot take

into consideration the dividends that come to you from the busi-

ness operated by you, because that is a return on your capital, and
so, picking out these dividends, you owe a tax on all of the dividends
as well as all of the income from the Philippines, excepting salary.”

That case was taken to the courts and was finally decided in 1933
by the Court of Appeals of the District of Columbia, and since that
time, as I say, came the full realization these Americans owed taxes,
because they did not think, in figuring out their exemption, to sece
whether they came within the 80-percent and the 50-percent clause
they took under the 50-percent clause the dividends they received
from the corporation they owned. Most of thése Americans in the
Philippines do business in a corporate form, and most of the cor-
porations there, I am told, are closely held, except the mining com-
panies, which are widely held; but the rest of those corporations are
closely held corporations.

All of the capital in those corporations is capital which these
Americans got in the Philippine Islands; they could never get capi-
tal in the United States to help them with their business becanse of
the political uncertainty in the Islands. So, from the very earliest
of times, in order to get their business to grow, they had to plow
back into these corporations nearly all of their earnings, because
that is the only way they could get capital.
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- Now, then, even though that corporation is their alter ego, what-
ever comes to them by way of dividends, the court has 1efd, and
that is contrary to what Mr. Longworth said in 1921, that despite
the fact the corporation is nothing but his alter ego, his earnings
are considered as dividends and they are not to be considered under
the 50-percent clause of section 251,

The Cramman. Was that a court decision or a decision of the
Board of Tax Appenlst

Mr. Mercier. Both the Board of Tax Appeals and a court.

The Cuamrsan, What court$

Mr. Mercier. District of Columbia.

The Cramrman, That was not until 1933 ¢

Mr, Mercier, Not vntil 1933,

The Cuamrman, And that is whgiwthey -wgke up to the fact they
were about to be assessed § g gy,

Mr. Mercier, That is gight, Mr, Chairman; that is when they woke
up to the fact they were about to be assessed.

Two years ago we@ame before your committee and asked ygur com-
mittee to amend sgetion 251, and, you digl, and included it as part of
the bill. It went up in confprengg, and,because of lack of time it,
lt)(;ge}t;her with 40 other copmittee gmendgients, was thrown out.jn a

OCK. . i § a v, RS

The CitamrMan. Had the Goverprient, made any effort before 1{2130
to collect anything from these Ampricans living in the, Philippines?

Mr. Mercigr. No, sir; none uptif the revenye agent was sent over
there in 1937 C e L gy ,

The Cuampan. Why do they point-outiparticularly the years 10§47,
1918, 1919, and 19205 is that beoguse they umd‘é‘,t]wir biggest profits in
those years migl because gf the high taxeg in thoge yeu;;s%’ i

Mr. Mencieny No, Senators When the'Insome Tax Act of 1913 gras

-

passed there wag o provision which said in effect o 5

So far ag Amerieans in the Philippines¥And ossessidhs of ‘the United Btates
are concerned, the tax referred to.in ‘this acti;shall he pald by themto the
Philippine government and the returus,must be ‘o(l with the Philippigé govern-
ment and the Philippine government mus Kiep-the money. o

When the 1916 act cape along it provided the same thing, and the
1917 act made no change, and the 1918 act kept it still-in force. But
despite the fact that the 1918:agf, ept that provision in force, that
the American was to pay his tax and file'Hii§ return over there, despite
that fact, a case came up in California and was decided by the court
in May of 1921, which lheld that the increased rates of the 1918 act
should nevertheless have to be paid by an American who was living
in the Philippine Islands. )

The Cuamrman. They did not pay the same rates to the Philippine
government that were incorporated in the prior acts?

Mr, Mencier. Yes, sir; the self-same act, except under the 1918 act.
Tt increased the rate, and in the 1918 act it was said if the Philippine
government wanted to increase the rates, the way this Congress had

one, they had a right to do so.

The Crrairman. But they did not?

Mr. Mercier, No. The Government is seeking to collect the in-
creased rates of the 1918 act for 1918, 1919, and 1920.

The Cramman. Well, under the 1917 act—

Mr. Mercier. And under the 1917 act as well.

rigs s+ o
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The Cuarsan, Did the Philippine government put up the same

rates our tax laws put on?

Mr. Mencier. Yes, sir.

The CramMAN. The only change took place in 1018¢ -

Mr. Mercier. That is right, All of the Americans in the Philip-
pines in 1917, 1918, 1919, and 1920 thought they owed no taxes be-
cause of the provisions I have called to your attention.

The Cuamyaxn. Are you contending 1f they have to pay this rate,
which is higher in the 1918 act than under the 1917 act, it should
go to the Philippine Government and not to the United States?

Mr. Mercier. If the higher rates are going to be applied against
everybody in the Philippine Islands on the same basis, it should be
paid to that government; but I think it is wrong to single out of’
those in our own |l)ossession the American to tax him as distinguished

from everybody else.
The Cuamryan., Have you talked to the Treasury Department

about this?

Mr, Mencier. 1 have talked with My, Parker and Mr, Kent in Mr.,
Magill’s office, and the Commissioner of Internal Revenue, and I do-
not know—I think probably the matter has received favorable con-
sideration everywhere, but I am not certain. But I wanted to finish

about the 4 years principally in question.

The Cramman. Very well. )
Mvr. Mercier, When that decision was handed down in May of

1921 the matter was immediately brought to the attention of the
Congress, of course, and in November 1921 this section 251 was.
passed. No effort was ever made by this Government thereafter to
collect from these Americans the taxes due—-

The CrarmaN. That was after the California decision?

Mr. Mercier. That was after the California decision, when Con-

gress passed section 251, within 4 months. When the Senate passed
section 251 they made it retroactive to 1918, When it got into con-
ference, the conferees struck out the retroactive provision. In 1923
the Treasury announced it was going to collect that money from
those Americans in the Philippines for those 4 years. As a result, T
think Governor General Wom’l, the Sceretary of War, and several
others, interested themselves in this thing, and the Treasury just
promptly forgot all about collecting them and has never done any-
thing along that line except when the revenue agent came there in
1937.
It ig an interesting thing from the standpoint of the trade of this
country that when those people first got to the Philippines this coun-
try had only about 6 percent of the total trade of the Philippines, or
about $5,000,000 a year. At the present day these Americans have
procured for this Government the most favorable type of trade we
can think of, somewhere hetween 72 and 80 percent of the Philippine
trade. It amounts in money to about $200,000,000 a year. They get
trom us nearly all of their cotton goods and most of their wheat, and
all of the surplus materials we cannot use here and have to sell some-
where, and in return we get from them merchandise which, with the
possibie exception of sugar, does not in anywise compete with any-
thing we manufacture here in the United States.
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We.have submitted to the Treasury Department, and I believe
Mr, Parker has also seen them, a series of amendments, any one of
which would correct the situation we have in mind.

Senator Kina. Are there a number of sections to be amended ?

My, Mercier. No; only the one section, section 251.

The Criamnman. Some of these taxes have been collected ?

Mur. Mercier, Yes, sir,

The Cuamman, Do you know how much?

Mr. Mercier, T believe that the collections by Mr, Bercaw from
American citizens have totaled about $1,300,000. Of that, $500,000
comes from foreign corporations, and that of course would not be
affected by this at all,

The CramaaN. How much is the claim?

Mr, Mercier, The amount of the claim I could not tell you because
it involves from the period 1917 to 1921, about 3,000 people, and for
the 1921-37 period about 300.

The Crramman. If you eliminate interest charges for failure to
png' what would it be?

fr. Mercien. I could not tell you. I have not any way of esti-
mating what the claim would be; I do not think anyone could
estimate it.

Senator Kina, It would be less than a quarter of a million dollars
if you eliminate the interest, the amount collected from American
citizens?

Mr. Mercier. You mean what has been collected already?

Senator King. Yes; that we might be called upon morally, if not
legally, to refund.

Mpr, Mercier, No; I would say possibly around $900,000,

Senator Kina. I thought you said $500,000.

Mr. Mercier. The total is $1,500,000, approximately, and if you
take $500,000, that would still leave about a milliep or $900,000.

Senator King, How much of that is interest; have you any idea?

Mpr, Mercier. Oh; if you collected all of the way back to 1918 it
would be 120 percent on one, 114 percent on another——

Senator Kina. When you say $1,500,000, do you inch}de the inter-
est?

Mr. Mercier. Yes, sir.

Senator Kina, But eliminating the interest, it would be approxi-
mately a quarter of a million dollars that had been collected from
American citizens?

Mr. Mercier. Yes; somewhere between that and half a million.,

The Cuamyan. Practically all of this income was from sources
within the Philippine Islands? .

Mr. Mencier. All of it was; yes, sir. -

The Cramyan. You do not contend if an American has invest-
meénts in this country, that those should not be taxed—the income

on_those? )
Mr. Mercier. No, sir; and he has to pay a tax on that under the

law as it stands now.

The Cuamman. I think the committee understands the proposi-
tion, and with the cooperation we have gotten from you and Sen-
ator Hawes and Mr, McNutt——
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Senator Kina. Would not the Chinese situntion be analogous?

Mvr, Mercier. Just about the sume,

Senator Kina. It would be a fair parallel?

Mr, Meroier, Yes.

Tho Cuamman. I think, Mr, Mercier, if you could have another
conference with theso experts—you know we have a lot of “brain.
trusters” around here—you had botter do it

Mr. Mencien, I will see Mr. Parkor and Mr, Kent.

Senator Kina. And Dr, Magill?

Mr. Mercigr. Dr, Magill, also; yes.

Thank you very much,

The Crtamman. Mr, Bond Geddes, Washington, D. C,, represont-
ing the Radio Manufacturers’ Association.

STATEMENT OF BOND GEDDES, WASHINGTON, D. C., REPRESENT-
ING THE RADI0O MANUFACTURERS' ASSOCIATION

Mr. Gevpes, T have a brief and some memoranda for the con-
venience of the committeo, Senator, which will enable them to follow
my remarks. :

The Cuamaan, You ave in favor of eliminating the tax on radios?

Mr. Geopes. I have an if argument, I am only here because the
House has embarked on a program of beginning to repeal these
so-called nuisance or excise taxes, On this sheet [indieating] you
will note the upper part, is the repeal and the lower part will give

you the House program in brief,
Thoe Crramman. You may file that,
('The brief referred to is ag follows:)

Brikr oF BonNp (epprs, WaruniNaToN, D). O, RrPRESENTING TRE RAbIO
MANUFACTURERS" ASNOCIATION

BTATEMENT ON 06-PERCENT EXCISE TAX ON RADIO ArFARATUS

Mr. Chairman and gentlemen of the committee, my name {8 Bond Geddes, and
I am executive vice president of and appearing for the Radio Manufncturers'
Association, This is the national, nonprofit trade organization for the manu-
facturing portlon of the radio Industry, including all leading manufacturers and
representing ahout 86 or 90 percent of manufacturing volume.

The pending House revenue bill, H, It 0682, repeals exelsze taxes of about
$30,000,000, announced as beginning a program to remove the selective and
temporary nulsance taxes under existing law., IIxcept for a few excise tuxes
vielding small revenue, it iy surprising that the I'rensury recommended and
the House bill provides tax repeal principally of over $20,000,000 for unques-
ttonable luxuries, including furs, sporting goods, eameras, and chewing gum.

The House bill falled: to include radlo fn this Initintion of repeal of some of
the nuisnnece taxes, and would continue the 6-percent tax on radlo apparatus.

Radio, we enrnestly submit, should be necorded flrst and foremost considera-
tion becnuse of fts present unlversal necessity, publie service, and general
use. Radle should have priority In any excige-tax repeal, over all of the out-
right luxuries as provided in the House bill, We do not contend that radio
manufacturers or hrondeasters should be entirely {ax free, but this special
nulsnnce tax on radto should be removed and ahead of any of the undeniable
luxuries named in the House bl

Radio, In its present-day service and widespread use, 18 not a luxury or semi-
luxury, not under the conditions now prevailing, What might have been termed
a luxury or semiluxury 10 years ago, or whenh this temporary oxecise tax was
Imposed in 1032, is today in general use; a general necessity of modern life,
The poeorest Amerfean family now enjoys the all-embracing serviee of radio
today, as our industry has brought down the cost to a fractlon of former
vears, the average radio selling price in 1037 belng less than 40,
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Itadio today I8 one of the most necessary, most used, most influential ad-
Juncts of everyday family and business life. Because of ity service and general
public use it should be, ke the press, absolutely tree of speelnl taxation because
it Is an even wider menns of publie communieation than the press, We ask
that radio be accorded tax velef---elther complote vepeal or. substantial re-
Quetion—Dbefore any and all of the obvious luxuries for which repeal is pro-
vided in thoe House bill,

Our plea for prior repeal of the radio tax I8 supporied by the entire industry,
Including thousands of distributors aud dealers, by broadeastors, and also the
i:\melrlm;u Federation of Labor, the Intter beenuse of the inerensed employment
nvolved.

Radlo and the press are the two great mediums of mass communication,
Radio reaches the greater number of people, many of them exclusively, und i3
a lavger and growlng intluence, with facsimile, televizion, and other new de-
velopments approaching rapidly from onr Inboratorfes. There {8 a postal
subsidy, enjoyed by o portion of the press and referved to recently by President
Roosevelt, while the greater publie serviee of radlo communiention benrs the
hurden of this xeleetive exelse tax,

Radlo now in the Amerfean seheme of life ix a prime necessity, more necessary
than 10 or 6 ycars ago, and still more necessary in the future, Ruadlo 18 as
chavacteristically Amerfean as the automobile, the moving picture, or the
telephone, and reaches o larger audlence, ‘There are 7,000,000 more radlos
the United States than passenger automobiles.  There are more than twice
ns many homes In the United States with radios than with telephones. In
some forelgn countries radio ig even supplicd by the government at cost, to
make it more available to the poorer citizen,

In times of peace or war, and especinlly of nntional erisls or disaster, radio
performs outstanding and exclusive service. This occurred duriug the Inst few
days when the flood-stricken community of Los Angeles was entively cut off from
all telegraph, telephone, highway, and other communieation except radlo, Dur-
ing the Ohio and Misslssippl floods lust year, radlo functioned for stricken
communitics, alded the Amerlean Red Crogs, and saved lves and property.

Because of the universal service and usage of radio—with 36,800,000 now in
use—we enrnestly urge entlre removal—the complete repeal—-of the radio
exciso tnx, n selective and extra tnx on this modern and greatest means of
mass communication.

Repeal of the radio tax wonld eause less revenue loss to the Government
than any of the major cxelse taxes repealed under the House bill,  If your
committee should tind, unfortunately, that beeause of revenue necessitios of
the Government, it i not practieable at present to entirely abolish the radlo
tax, we are submitting an alternative request---to which the previous facts
and couslderations apply with cqual force—for reduction immediately of the
present b-percent tax rate.

Our alternative proposal {8 embodied In the proposed recommendutions of
our associntfon for immediate revislon of sectlon 607, title 1V, of the act, to

read as follows:
“BECTION 007, TAX ON RADIO AND PHONOGRAPH APPARATUS, ETC.

“Theroe I8 hereby tmposed upon the following articley, sold by the manufue-
turer, producer, or importer, a tnx-equivalent to 234 (or 3) percent of the price
for which so sold: Chassis, cabinets, tubes, reproducing units, power packs,
and phonograph mechanisms sold for use ag part of radio recelving sets or
combination radlo and phonograph xets (includivg in ench caso such as are
soldd as accessorles therefor) except such as are sold for use ag part of poliee,
marine, aireraft, address, intercommunicating apparatus, cquipment, and de-
vices, or other commercial applcations of vadio. A rale of auy two or more
of the above articles shall, for tho purposes of this scetlon, be consldered as a
sale of each sepurately.”

Our recommended revision of section 007 comprises three mnjor subjecta:
Birat, reduction of the present G-percent rate to 214 or 8 percent, depending
upon the tax-repeal Hmitations and possibitities of the Govermment as may he
determined by the Treasury and Congress; sccond, exemption from taxation
of the rndlo taxable units incorporated in police, marine, atreratt, address, inter-
communleating apparatus, equipnient, and devices or other comerelnl radio:
and third (also without materinl revenue reduction), an administratlve amend-
ment of the Inw’s Innguage which would he most constractive from the atnml
point of the Government ns well as our industry.
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Bntire repeal of the radio tax would cost the Qovernment this fiscal yeny
about $5,000,000 or possibly $5,2560,000 although the Treasury estimates fiscal-
year receipts of $6,454,000, excluding $300,000 repealed on phonograph records,
We know positively that the Treasury's expectations cannot materialize. Al-
ready for the 7 months ending January 81, the latest official figures available
show a decrease of 814 percent compared with the last flscal year, January
radlio-tax collections (largely on December 1937 operations) belug down 46 per-
cent. Most of our factories since have been and are ‘now practieally idle, with
widespread unemployment, and business prospects hold no hope for the Treas-
ury's estimates of radio revenue.

Compared with a reasonable estimate of around $5,000,000 from radfo, the
House bill provides, according to the Ways and Meang Comniittee report
(pp. 10 and 11) for the following “nuisance” tax repeals:

Repeual of crcise taxres, H. B, 9682

Tooth paste, tollet soap, et oo $6, 600, 000
U S e e , 920, 000
Phonograph 1ecords - oo e 300, 000
Sporting goodS o e 0, 802, 000
Cameras and 1en8es - e 080, 000
CheWINg BUI e e 020, 000
Matehes o e ¢, 800, 000
Oll ProCesSSINga e e e e 8§04, 000

D OtR] - e e 29, 325, 000

The Ways and Means Committee cited reasons for beginning repeal of the
“nuisance” taxes (quoting from the House committee report) as those “having
a low revenue yield and which are administratively troublesome, or causing
serious inequities, or are imposed on necessities.” The “nuisance” tax on radio
i8 entirely in this category. It has a low revenue fleld—below all of the principal
taxes repealed in the House bill. Also there are serlous administrative troubles
with the radio tax, and certainly it fs imposed on a modern-day necessity, of
common and general public use and service. We again emphasize that becanse
of its function as the largest and greatest ageney of communication it should be
entirely free of any extra tax burden, similarly to the presy. Persons owning
radlo-recelving sets are in a similar position to subscribers of newspapers. Re-
celving-set owners are the “circulation” of radio broadeasting, ‘They should he
free of special and burdensome taxation.

That there are serious administrative difficulties in the fur tax is contended
by the Treasury, but our information is that the Internal Revenue Bureau has
developed a formula on furs which operates satisfactorlly. Fur, ylelding $5,920,-
000 in revenue, and more than radio, are definitely in the luxury class, It
cannot be argued reasonably that the fur tax should be repealed prior to that
on the public's radio-recelving set, considering the comparative costs, general
use, and public service. Certainly radio is entitled to tax relief ahead of furs.
To repeal the fur tax, exempting sable and ermine coats, ete., while the radio
tax Is continued eannot be justified or sustained in anyone's mind or conscience.

Another “luxury” tax which the IIouse bill would repeal is that on sporting
goods, This involves a revenue loss of $6,802,000, which also Is far more than
radio revenue. There are minor administrative troubles relating to sports
apparel and toys and games, but to exempt polo, golf, baseball, football, and
other sports apparatus and retain the tax on radio is illogical and indefensible.
The House bill states that the sports tax “bears heavily on the youth of the
country” and also that the tax on chewing gum is a “burden’” on children. We
submit that millions more of the youth and children of America constantly
use, enjoy, and require radio than sporting goods or chewing gum.

The House bill also, while omitting radio from tax relicf, would repeal the
tax on cameras. A comparlson between snapshots, the enjoyment of photog-
raphy, and the great publie service of radio leaves its own conclusion. While
the camera tax brings small but increasing revenue, it certainly should not be
repealed prior to removal or reduction of the special tax on the public's radio.

The excise tax on matches also is repealed under the House bill, with a reve-
nue loss of $6,900,000, and that on tollet soap, tooth paste, etc., bringing in
$£6,600,000, both groups returning far more than radlo, which at least is on an
equal plane of general public use, service, and necessity.
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On every basls clted by the Treasury and the House Ways and Means Com-
mittee for beginning repeal of these speclal, burdensome ‘“nuisance” taxes—-low
revenue, administrative difficultles, and modern-day general use and necessliy-—
we respectfully submit that the radio tax should be first to be repealed or
reduced, and prior to any and all of the artlcles carried in the House bill,

The excise rate on automobile trucks is 2 percent and on other automobiles
3 percent. In view of the parallel and general use of automoblles and radlo,
we think it consistent, logical, and recasonable to ask your committee to at
least reduce the radlo rate to the 3-percent rate on automobiles,

Our recommendations for exemption of police, marine, alrcraft, and other
commercinl radio Involve no substantial loss In Federal revenue. We doubt
If Congress ever intended application of the radlo exclse tax to reach strictly
commercial radio apparatus, although Treasury rulings on the complex radlo
law, as now based on component units, has hrought that result. A large part
of these administrative difficulties has occurred in the application of the radio-
parts tax to commercial radio and also to nonradio apparatus. The tax now
applies on the widely developed and necessary use of commercisl radlo for
police administration and public safety, for aviation, shipping, signaling de-
vices for the Army and Navy, railroads, ectc., schools, colleges, offlces, hospitals,
industry, and innumerable other commercinl applications or usages of radio.

Many of these commercial devices and apparatus—not ordinary receiving
setg—contain few radio units, but incluston in much nonradio apparatus of a
few taxable radio units technically subjects the entire apparatus to the radio
tax. There exist innumerable cases of administrative difflculty, causing exten-
sive and costly audits and reports of manufacturers, interpretations from In-
ternal Revenue Bureau, and also inequities between competing manufacturers
because of varying and even conflicting rulings in different revenue collection
districts, We earnestly urge that the imperatively necessary administrative
changes in the language of sectlon 607, as we have recommended, be made in
your revision of the law., At least this clarification ard workable amendment
of section 607 should be made now. )

In conclusion, we repeat that radio, because of fits general and universal
service and usage, like the press, should be free from special taxation, this
gelective “nuisance” tax., It should have first and preferred consideration in
tax relief, ahead of any of the excises repeanled in the House bill. In beginning
the program of elimination of these “nuisance” taxes, it has a preferential
position of public use and service and should be accorded prier action. If any
elimination or reduction of excise taxes whatever is possible, the radie tax
should be removed or at least the 5-percent rate rednced to 214 or 3 percent,
with exemption for police, aircraft, marine, and otier commercial radio. In
all events, the present lnw should be amended to include the minor and tech-
nical administrative changes we have rccommemlod to clarify, simplify, and

make it more equitable.

[Submitted by Radlo Manufacturcrs Assoclation, Washington, D. C.]
RerEAL—TITLE IV, SECTION 007—5-PERCENT TAX ON Rapio REcEIVING, SETS, BrC.
(Estimated, $5,000,000)

ALTERNATIVE AMENDMENT
(Estimated, $2,600,000 to $3,000.000)

SEC. 607, TAX ON RADIO AND PHONOGRAPH APPARATUS, ETC.

There is hereby imposed upon the following articles, sold by the manufnc-
turer, producer, or importer, a tax equivalent to 234 (or 3) percent of the price
for which so sold: Chassis, cabinets, tubes, reproducing units, power packs,
and phonograph mechanisms sold for use as part of radio-recelving sets or com-
bination radio and phonograph sets (including in each case such as are sold as
accessories therefor), except such as are sold for use as part of police, marine,
afrcraft, address, intcrcommunlcnting apparatus, equipment, and devices or
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other commercial applications of radio. A sale of ‘any two or more of the
above articles shall, for the purposes of thig section, be counsldered as a sale of
each separately.

Repeal of excise taxes provided in H. R. 9632

Tooth paste, toflet soap, @te- e $06, 600, 600
B e e e e e 5, 920, 000
I’honograph records .o 300, 000
Sporting goods. - o e —————— 6, 802, 000
Cameras and 1enSes . o oo 980, 000
ChewIng BUM . e e 929, 060
MAatehes - e = 6, 900, 060
Ol processIng - e 884, 000
P OtA) e ————————— 20, 325, 000

Mvr, Gebpes. Mr, Chairman and gentlemen of the committee, this
radio tax has been in effect since 1932 as a temporary tax, We have
gone along and paid the tax, and we have not been before Congress for
5 years, and are here now only hecause the House has begun a program
of eliminating temporary excise taxes, The radio tax is small; it is
one of the minor taxes; in fact, it is smaller than any of the major
excise taxes which would be repealed under the House bill,

Senator Towxsenn, That is, such as tooth paste, matches, and chew-
ing gum?

fr. Geppes. It is smaller than any of them, Senator.

Ttis surprising that in the initiation of the program of the repeal of
excise taxes the Treasury began with unquestionable Inxuries, such as
furs, sporting goods, chewing gum, and one orv two other luxuries, and
they have omitted radios, and we are here because we think the radio
should have preference over any of these taxes now in the program.

The Crtsmatan. You think radio is a necessity now?

Mr., Geopes. Tt is not a luxury ; regardless of what its classification
might have been 10 years ago, when radios were very expensive, the
cost has been tremendously brought down since then, and ﬂ[my are now
in general use. ‘There are 36,800,000 sets in use today, and that is
7,000,000 more than automobiles and twice as many as telephones.
The radio is a matter of general common use.

Senator TownseNp. Do you think they have reached the saturation

point? -
Mvr. Gepprs. No, Senator; although it would seem that way at this

moment.

This is a special tax, We pay all other taxes, but this is a special
tax on what we consider the greatest and most-powerful form of mass
communication. We think radio should be on a basis comparable with
the press. The press, at least part of it, enjoys a subsidy. Now, we
have this extra 5-percent tax on radio facilities, and I think it is un-
necessary to tell the committee the service, national and international,
performed by radio—civie, educational, musie, religious, political, and
all of the other services enjoyed by radio. On that basis we feel, if -
Congress is going to start on any program of repealing excise taxes,
radio should be considered in a proferential class ahead of any of
these other excise taxes on luxuries.

On the fur tax the Treasury makes what I regard as a specious
argument in saying that the receipts do not justify the administra-
tive difficulties.  The furriers have done a fine job by prevailing on
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the Treasury to recommend s change in the fur tax. There has been
the question of sample fur on the sleeve or the collar, and so forth,
but it is our information the Treasury Department has worked out
a formula on furs that is very satisfactory to the furviors.

'.I‘}le (?}HAIBMAN. You are not advocating that the tax be put back
on furs

Mr. Gepprs. No, Senator; we advocate if it is possible for Con-
gress to begin a program of removing excise taxes, radio should be
considered as a most Important means of communication, comparable
to the press.

The CuamrmaN. Have you any estimate as to the loss of revenue
that would result by this proposed change?

Mur. Geppes. The Treasury estimates that the loss of revenue this
year will be $6,400,000. We know absolutely and positively from
tlie latest returns on excise taxes for last January——that is, for
the month of December—that if the Treasury gets $5,000,000 or
$5,250,000 this year it will be doing fine. The Treasury records
show that taxcs collected on radios 1n January were down 46 per-
cent—our taxes are virtually at a standstill; we have from forty
to fifty thousand unemployed at this moment.

Senator King. Where are most of the factories?

Mur. Geppes. In Chicago and the Middle West; Chicago, Cleveland,
and also in the eastern cities, New England, and the Philadelphia-
Camden district. -

Senator King. Some in Ohio?

Mr. Gepprs. Yes, sir.

We feel that the Treasury—they gave three arguments for elimi-
nating excise taxes and one of them was because of administrative
difficulties. We have them in our tax; it is a tax not on the radio
set but on the several component units. It has a phraseology that
where an article is suitable for radio use, even in a nonradio applica-
tion, it subjects tho entire mechanism to the radio tax. That lan-
guage is clumsy and it causes lots of administrative difficulties. If
nothing is done about the tax we would like to have the tdministrative
amendment changed.

The Cuairman., What percent of automobiles have radios in them ¢

Mr. Geppes. Senator, there are now about 7,000,000 radio sets in
automobiles, or about one-fourth in automobile sets.

Senator Kina. One-fourth in automobiles?

Mr. Gebpes. Yes.

The Cuamman. And the life of the radio in an automobile is
.what percentage of the life of the automobile, generally?

Senator HerriNg. About 200 percent.

Mr. Gevpes. They last entirely too long; they will at least last
as long as the automobile. .

The Cuaeman. From the standpoint of the radio seller they last
too long. \ .

Mr. Geopes. Yes, sir, : .

Senator Kina. The trouble is you make so many little gadgets
and amendments that you have to get a new: set every few months.

Mur. Geopes. That simply marks progress of science n the art,:

Senator Kin .. T think the scienge should be more static. o

Mr. Genpes. It is static in television. Y

Senator Townsenp, Why is that? . Ly
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Mr. Genpes, It is largely financial, and there are also transinission
difficulties that cannot be solved. For instance, they can cover Eng-
land with eight television stations, whereas we estimate it would take
at least 600 stations in this country.

Senator Kina., Are you developing the television mechanism ¢

Senator IlerrmiNa, It is already developed, but they do not want to
spring it.

Mr. Grppes. No, sir; it is simply an impossible engineering prob-
lem, A television set now will not transmit more than 25 miles as a
service range and the engineers have found no reasonably cheap
facility to get beyond the 25-mile limit and connect stations like you
do the networks; in other words, you have to have u ssparate tele-
vigion station in every large community in the United States and
there is a tremendous capital investment involved.

Senator Herrina, Is that true of facsimile?

Mr. Geopes, No, sir; it is not true of facsimile, beeause that is
approaching very rapidly. It is being experimontec’l on in 16 broad-
cast stations and also by a number of manufacturers; in my opinion
it is imminent for adoption.

We recognize the constructive action in the House in eliminatin
the 1 (b) basket clause, and it makes it uncertain whether any o
these excise taxes may be retained in the bill—

Senator Kixa. Why do you say that?

The Crzairman. That has been rumored by someone.

Senator Krna. You mean the reduction of the revenue may neces-
sitate restoring——

My, Genves. Restoring all of the excise taxes.  Our request is based
on the possibility of the committee carrying out the Treasury pro-
gram as contained in the House bill, or taking off some excise taxes,
and if any are taken off, we helieve radios should be first.

The Crrarmax. The press ought not carry that because that causes
more visitors to come before the committee.

; Senator Kixg. I think the members of the press have been very
air,
The Cramman. You want to eliminate the 5-percent tax on radios?

Mr. Geopes. If any excise taxes ave going to be omitted, we ask
that that ke omitted.

The CrairmaN. You would like to get that done?

Mr. Gropes. That is the first and foremost.

The CHamrMaN. Your alternative is to make it about 8 percent

and include it in the general provision{
Mr. Geopes. If it is not possible to repeal it, then we would like:

to have it reduced.

The Cuamman. If we make it 8 percent, you claim under section
607 we would get how much revenue ? '

Mr. Geopes. If you repeal it, you will lose from $5,000,000 to
$5,250,000 this year, although the Treasury estimates $6,400,000, but
they have not a chance to get it. :

The CaamrMAN, The Treasury does not go too high often,

Senator Kina. But they are not infallible, - .

The CHamrmaN. On this other proposition, if we reduce it to 8
percent, we would get from two and a half to three million?$

Mr. Geppes. Yes, sir.

The Cwuairman. Anything else?
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Mr. Geopes. We feel Congress never intended to levy this tax
except on those things which were regarded as luxuries. 'We do not
think Congress intended to levy it on such organizations as the police,
public safety, schools, and things like that.

Senator Krna. And ships on the high seas.

Mr., Geopes. Yes, sir, We do not think it was intended in the
policy of Congress. ) )

The Ciamman. You get a refund if you sell it to a municipal
organization such as to the police, or State organizations?

Mr. Geppes, If it is a State institution, then it is not taxable.

The Cuairman. But we use it on the police force and they get a
refund. do they not? ~

Mur. Geppes. The tax does not apply; but if we sell direct to schools,
gymnasiums, theaters, the Union Station, and things like that, we
pay the tax. We do not think Congress intended that should apply
to strictly commercial radio

The Crramian. Is there anything else you wanted to say?

Mr. Geobes. Nothing.

Senator Kine. Did you leave » memorandum, Mr. Geddes?

Mr. Geppes. Yes, sir.

The CrAIRMAN. Mr. Donald Kane, representing the National Co-
operative Milk Producers Federation.

Do you have a brief, Mr. Kane?

My, Kane., Yes, sir: a supplemental statement and also a list of

our member organizations which I would like to put in the record.
The Crairman. Very well.

STATEMENT OF DONALD KANE, WASHINGTON, D. C., COUNSEL, NA-
TIONAL COOPERATIVE MILK PRODUCERS' FEDERATION, WASH-

INGTON, D. C.

Mr. Kaxe. I am counsel of the National Cooperative Milk Pro-
ducers’ Federation, a dairy federation of 59 farmer-owned and
farmer-controlled cooperative associations representing more than
350.000 dairy farmers. The Filled Cheese Act was passed by Con-

ress in 1896. At that time many cheese manufacturers were taking
the butterfat out of cheese and replacing it with melted lard and
other vegetable-or animal oils and selling it for genuine cheese,

Senator King. Did they not have to state, like oleomargarine, that
part of the, cheese was the component part you have indicated ¢

Mr. Kane. Not at that time; they do now. But at that time they
were selling it for and as cheese, particularly abroad in our export
markets, and at that time we had quite a substantial export market.
The 1:retsu]t of the sale of this spurious product was that we lost those
markets.

The Cuaraan, Tell us what filled cheese is.

Mr. Kane. Filled cheese is cheese from which the butterfat has
been removed and replaced by oil or a fat other than butterfat. The
Kraft Cheese Co. is making a product called Okey-Doke in which the
cheese is ground up and mlxe({) with either coconut oil or some other
vegetable oil. They make cheese-covered popcorn and also use it
for spreading on potato chips and crackers and things of that kind.
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The Crammman. It is pretty good, is it not{ '
Mr, KAne, Yes; as far as their product is eoncerned, and we have

no objection to that. I represent the dairy farmers here, and we are

afraid the amendment put into the act by the House, although it will
take care of the Kraft Co.’s difficulty, will make it possible for open

bootlegging of filled cheese again, ,
Senator Townsexp, They would not bootleg cheese, would they?

Mr. Kane. We are afraid of that.

The Cuamman. You suggest the elimination of the amendment as
put in by the House?

- Mr. Kane. Yes, sir. :

The Craimman, Is there some modification of that amendment you
might suggest ?

Mr, Kanr. No, sir.  That amendment was put in by Congressman
Thompson of IHinois, a member of the Ways and Means Committee,
and there was no hearing held on it. The committee took the word
of Chester Thompson, who has been a good friend of agricuitvre, and
I do not think he realized that by offering this amendment to take
cave of the one company he was opening up the whole filled-cheese
law so that there could be bootlegging of this spurious product,

The Cnairsman: Has he changed his mind about that?

Mr. Kane. He feels this amendment would not permit that, but
the Secretary of Agriculture wrote a letter to Congressman Boilenu
of Wisconsin, in which the Secretary points ont how absolutely im-
possible it would be to police ths filled-cheese lnw if the exemption is

ut in to take care of this one particular product. T am filing that
etter with the committee.

Our position is if any interested company, such as the Kraft Co.,
desires a modification of the filled-cheese law to take care of an
honest product, which will not permit any bootlegging of spurions
cheese and deprive our dairy farmers of the market for cheese, we will
go with them and develop an amendment, first of all, with the con-
sultation of other people in the cheese industry besides the Kraft
Co., because we have a lot of cooperatives and other private people
who are interested. '

The Cuairman. But you have no suggestion now to take care if it$

Mr, Kane. No, sir. I have tried to work out some language which
would cover the product of the Kraft Co. and still not open up the
way for violation through the sale of this stuff for making Welsh
rarebit, cheese omcletts, toasted cheese sandwiches, and other uses
now filled by genuine cheese, L

The Crairman, Welsh rarebits are pretty good sometimes,

Mr. Kane. They ave if made with genuine cheese, but not when

theg‘ aré made with lard. . ,
enator Kina. They are helping the growers.of pigs in using lard.
Mr. Kane. And the Kraft Co. is helping the cocoanut growers in

the Philippines in using cocoanut oil, , ,
The CraarmAN. You say you have a letter front Secrotary Wallace.
in your brieft > © = ¢ ‘ ‘ S
"Mr. Kang. Yes,' o .' A
" The Craryan. And'you linve filed the whole discussion$
. Mr. Kane. Yes; dir, - © 0 ° - ot
The Csamdan: Thank ysu very miuch,

[ !
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SUPPLEMENTAL STATEMENT OF DONALD KANE, COUNBEL, TUE NATICNAL
CooPERATIVE MILK PRODUCERS' FEDERATION

The Federal fllled cheese law was enacted by Congress in 1898. This logis-
fation was occasioned by the fraudulent and deceptive sale, both in American
markets and in our export trade, of a so-called cheese made from skimmed milk
to which was added lard and other animal and vegetable olls and fats.

Because of the widespread sale of this spurlous article, American cheese
producers practically lost their foreign markets. At the samie time, American
consumers were becoming disgusted with this so-called Amerlcan cheese and
dairy farmers throughout the United States were feeling the conscquent offects,

The law as passed imposes a 1 cent per pound tax on filled cheese and provides
rtringent regulations with reference to its packaging and sale,

Since 1806, so far as-we know, there have been no attempts to modify or nullify
in any way the Federal filled cieese law. The proposed amendiuent contained
in section 707 of the Revenue Act of 1038 was included in the bill by the House
Ways and Means Conumittee on the petition of Congressman Chester Thompson
of 1llinois, a member of said committee, .

No bhearings were held on this subject. No opportunity was given to any
interested parties to appear and Ye.le imony. No request was made of any
departent of the Federgl.@oveffinent of ‘of-apy of the State governments for
their opinfens as to theéffect of this amendmel ?u;g{lx the Iederal filled cheese

law, or upon other, related food and drug laws, N

The first opppﬂlunity that anyone had to study the 'wnendment came when
the bill was rted out to the 1} use of Representativéy, At that time vur
federation o0 sulted not only the| nrm’eho,wued and farn¥y-controlled cheese
cooperatives In our federation but also otheis in the privaty cheese industry
and oflicigls of the United Smgcs Dery rtmon},bf Agriculture.

The wer' obtaingd "from stach o v{‘{hus groups was the samg, namely, that
the proposed amendment, no matter 1 4 pmisewé’l‘ 1y its objet, would have

the effgct of makin ‘»t,%}%epﬂl,ﬂﬂéﬁb ese law yfienforceable.
g ity Wallacg asking the

Congressman Bollenu “@ddreiged. g letter to Secrd
opiniap f the United Stateg pepartment oi A iculm‘e with refagence to this

legislgtion, PRrY . ;
Ile?}éccelved the \followiuf "{}tleq{rom Se%réfhu;n}gﬁilnce in response to his

requ : <y ¥ - i
@ L - Mangh 9, 1033,
Hon. GEmALo J. HQILEAY, § & oy
House chrgzchgatlvcs. G AR B

Drap, MR. BolLBAU 1,ﬁln ucklmwloéginjgr r letter of.March 7, 938, request-
ing the;Departmentis gomment on-che-desiralijlity of g, proposed gmendment to
the act yf June 6, 1896, detizing fill heese. Dur coppruent is offered largely on
the basis;of our experience in thé enfpreement of the Federal Food and Drugs

Act in thednterest of conswper protectign. ) .
| it Y iyit the Qﬂﬂatltumn edible ol's nther
than butterfag, for the natural butt '

of cheese in £ purported to be of

restricted use’~: B3y the original fllled cheese law certnin sombinations of foods

made in imitationgr semblanca of cheese are held to be#illed cheese.”
To need exemption; the products, provision for &ﬁén is made in the amend-
se they will be readily mis- |

mend, must be of the natwe of cheese, in wl

taken for cheese by the purthsser.odd! )y the amendment the excmption
rests on the manner of sale and objective use, these vestrictions are not, in our
opinfon, so binding as to preclude the possibility of many combinations of cheese
and oils supplanting cheese in its ordinary uses. The ostensible sale may be
claimed to be for flavoring, but actually and practically the articles may be used
in place of cheese. There are many “spreads” now on the market consisting
malnly of whole milk cheese with added oubstances, other than edible oils,
.which are used to impart cheese flavor to other foods. In fact, the preparation
of & sandwich can be interpreted as an huparting of cheese flavor to the bread
or roll. This leglslation may result in the replncement of the butterfat of the
cheese component of such product by edible oll.

It Is recognized that this reply does not furnish an adequnte auswer to your
question but as the subject Involves the activities of three bureans of the De-
partment, and requires carcful study of the various factors concerned, it is
impossible in the limifed time avallable to present a more comprehensive state-

ment, ‘
54885~—38——-7
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Upon reference of the matter to the Bureau of the Budget, as required by Bud-
get Olreular 344, the Acting Director thereof advisced the Department of Agricul-
ture under date of March 0, 1038, as follows:

“I am returning herewith a copy of your nropesed report in which no recom-
mendation is made either for or against the enactment of the proposed legis-
lation, and you are advised that there would be no objection by this oflice to

its submission to Congressman Bolleau.
“Sincerely,
“H. A. WALLACE, Sceretary.”

It is obvious, therefore, that everyone who has a legitimate interest in the
protection of the American dairy farmers and in the protection of domestic
consumers, and our export markets for cheese, is opposed to the amendment,
On the other hand, the only persons seeking its ennctment so far as we are able
to determine is the Kraft Cheese Co.

Thelr interest in this matter arises out of the fact that they are manufac-
turing a compound consisting of drled cheese and coconut oil, which compound
is being used for the purpose of spraying popcorn, potato chips, and other like
articles to impart a cheese flavor.

The Bureau of Internal Revenue has held that this compound should be
classified as filled cheese under the act of 1808 and it was to get around this
ruling of the Burcau of Internal Revenue that the Xraft Co. induced Congress-
man Thompson to introduce this amendment. :

We have no criticism of the Kraft Co. They are an entirely reliable and
high-class corporation engaged In the cheese business not only in the United
States but also in foreign countries, We are sure that it 18 not their intention
to weaken the fllled-cheese law but their purpose is solely to protect the com-
pound which they are now selling.

However, in the desire to take care of their present problem, we are afraid
that they did not consider the dangers inherent in thelr proposal.

While the amendment provided that the substances and compounds which are
to be exempted are not to be sold in imitation of cheese but only for cheese
flavor, the difficulties of enforcement would appear to be insurmountable.

Once the product has been sold by the manufacturer, there is no control what-
soever over the wholesaler or the retailer. While the manufacturer may sell it
in good faith, to be used as cheese flavoring, there is nothing which would prevent
the retailer from selling or using it as a cheese spread for use in cheese omelets,
for use in Welsh rarebit and toasted cheese sandwiches and numerous other
uses where it would be substituted for genuine cheese.

In addition, unscrupulous manufacturers could unquestionably manufacture
o product under this amendment which would be sold in direct competition with
cheese out of grocery stores and other sales outlets. It would be very easy for
an unscrupulous manufacturer to do this and at the same time meet the require-
ments of section 707 by stating in small letters on the glass or can that the
product was a cheese flavoring and not a genuine cheese,

Representing as we do, the dairy farmers of the United States, we are obvi-
ously interested in developing further outlets for cheese. We do not, however,
desire to open these outlets through the use of compounds and substances which
would take away the market for pure whole American-produced cheese.

We are willing to cooperate in any Investigation which this committee or any
other committee of Congress might undertake to develop a modification of the
existing law which might permit the legitimate use of a cheese spray, provided
this can be done In a manner which will not leave the road open for bootlegging
and for the practice of fraud and deception of consumers.

Such an investigation would require the study, not only of persons engaged in
the cheese industry but also of State and Federal food and drug authoritles,

We do, however, strenuously object to any change in a statute which has
been effective for 42 years made without hearings and without consultation with
any interested partles, including dairy farmers and Federal and State pure food

and drug authorities,
MEMBER ORGANIZATIONS

Berrien County (Mich.) Milk Producers' Association, Benton Harbor, Mich,
California Millk Producers’ Association, 6022 South Gramercy Place, Los

Angeles, Calif.
Cedar Rapids Cooperative Dairy Co.,, 660 Tenth Street 8W. Cedar Rapids,

Iowa.
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Challenge Cream and Butter Assoclation, 925 East Sccond Street, Los
Angeles, Calif.
Champaign County Milk Producers, 201 North Walnut Street, Champaign, Il
Chattanooga Area Milk Producers Association, Chattanooga, Tenn,
c Connecticut Milk Producers’ Association, 130 Washington Street, Hartford,
onn.
Consolidated Badger Cooperative, Shawano, Wis.
Consolldated Milk Producers for San Francisco, 0593 Market Street, San

Francisco, Calif,
Cooperative Pure Mill- Assoclation of Cincinnati, Plum and Central Parkway,

Cincinnati, Ohio.
Coos Bay Mutual Creamery Co., Marshfleld, Oreg,
Dairy and Poultry Cooperatives, Inc., 110 North Franklin Street, Chicago, 111
P Dairymen's Cooperative Sales Association, 451 Century Building, Pittsburgh,
a.
Dairymen’s League Cooperative Assocliation, Inc., 11 West Forty-second Strect,
New York, N. Y.
Des Moines Cooperative Dalry Marketing Association, 1935 Des Moines Street,

Des Molines, Iowa,
Dubuque Cooperative Dairy Marketing Association, Inc,, 1020 Central Avenue,

Dubuque, Iowa.
Evansville Milk Producers' Assoclation, Inc.,, 305 Bochne Building, BEvans-

ville, Ind.
Fx‘lls Cities Cooperative Milk Producers’ Assoclation, 229 Bourbon Stock

Yards Building, Louisville, Ky.
Georgla Milk Producers’ Confederation, 601 Whitehall Street, SW., At-

lanta, Ga.

Indiana Dairy Marketing Association, Muncie, Ind.

Indianapolis Dairymen’s Cooperative, Inc., 729 Lemcke Building, Indianapolis,
Ind.
Inland Empire Dairy Association, 1803 West Third Avenue, Spokane, Wash.
Interstate Associated Creameries, 1319 Southeast Twelfth Avenue, Port-

land, Oreg. .
Inter-State Mlik Producers’ Cooperative, Inc., 401 North Broad Street, Phila-

delphia, Pa.
Knuoxville Milk Producers’ Association, Knoxville, Tenn.
Land O'Lakes Creameries, Inc, 2201 Kennedy Street NE., Minneapolis, Minn.
McLean County Milk Producers’ Assoclation, 411-413 North Center Street,

Bloomington, Ill.
Madison Milk Producers’ Cooperative Assoclation, 20 Coyne Court, Madison,

8.
ml\mryllgma & Virginia Milk Producers’ Assoclatlon, 1781 I Street NW., Wash-

gton, D.

Mnr;s\'}ﬁnd Cooperative Milk Producers, Inc, 810 Fidelity Building, Balti-
more, Md.

Miami Valley Cooperative Milk Producers’ Assoclation, 136-138 West Maple
Street, Dayton, Ohio.

Michigan Milk Producers' Assoclation, 400 Stephenson Building, Detroit Mich.

Mid-west Producers’ Creamerles, Inc.,, 224 West Jefferson Street, South Bend,

Ind.

Milk I'roducers’ Assoclation of San Dlego County, 354 Eleventh Avenue, San
Diego, Calif,

Milk Producers’ Assoclation of Summit County and Vicinity, 145 Bedver Street,
Akron, Ohio,

Milwaukee Cooperative Milkk Producers, 1633 North Thirteenth Streét, Mil-
waukee, Wis,

Nebraska-Iowa Non-Stock Cooperative Milk Assoclation, 2508 Dodge Street,
Omaha, Nebr,
Mgwlss;w kEngland Milk Producers' Association, 142 Cambridge Street, Charlestown,

hr;lorthwestern (Ohlo) Cooperative Sales Co., 22213 Detroit Avenue, Toledo,

0,
0. K. Cooperative Milk Association, Ine., Oklahoma City, Okla.
Peoria Milk Producers, Inc,, 208-210 East State Street, Peoria, 1l
Pure Milk Assoclation, 608 South Dearborn Street, Ohicago, IIl.
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Pure Milk Producers’ Association, 853 Live Stock Exchange Bullding, Kansas

City, Mo.
Pure Milk Products Cooperative, 111 King Street, Madison, Wis.
Richmond Cooperative Milk Producers’ Association, 516 Lyric Building, Rich-

mond, Va.
St. Joseph, Mo., Milk Producers’ Assoclation, Inc. 403 Ballinger Building, St.

Joseph, Mo.
Salt Lauke Milk Producers’ Association, 1060 South State Street, Salt Lake

City, Utah.
Sanitary Milk Producers, Room 609 Chamber of Commerce Building, 511

Locust Street, St. Louis, Mo.
Scloto Valley Cooperative Milk Producers’ Association, 70 East State Street,

Columbus, Ohlo.
C“Sim;x City Milk Producers’ Association, Inc., 418-414 Warnock Bullding, Sloux
Sity, Iowa, '

South Texas Producers Assoclation, Inc., 912 Bankers' Mortgage Building,
Houston, Tex.

Stark County Milk Producers' Associntion, Inc., Canton, Ohlo.

THlamook County Creamery Assoclation, Tillamook, Oreg.

Tulsa Milk Producers’ Cooperative Assocliation, 1120 North Boston Street,

Tulsa, Okla,
Twin Clty Milk Producers’ Association, 2402 University Avenue, St. Paul,

Minn.
Twin Ports Cooperative Dairy Associntion, 6128 Tower Avenue, Superior, Wis.

United Dairymen’s Assoclation, 635 Elliott Avenue West, Seattle, Wash.

Valley of Virginia Cooperative Milk Producers’ Associatlion, Ilarrisonburg, Va.

Wisconsin Cheese Producers’ Federation Cooperative, Plymouth, Wis,

The Cuamman. Mr. Dewey I'. Fagerburg or Mr. E. P. Snyder, of
Chicago, Ill, representing the Kraft-Phenix Cheese Corporation.

STATEMENT OF DEWEY F. FAGERBUR®, CHICAGO, ILL, REPRE-
SENTING KRAFT-PHENIX CHEESE CORPORATION

Mr. Fagersura. Mr, Chairman and gentlemen, the firm which I
represent, the Kraft-Phenix Cheese Corporation—

he Cramman. Have you talked to I\gl'. Kane?

Mr. FacerpURG. Yes, sir,

The CuamyaN, You did not agree?

Mr. Facersura. No; I do not see why anyone interested in the
dairy industry should object to this amendment, because our view-
Boint is one entirely of one interested in the dairy industry and I

o not think there is a concern in the country that would do any
more to prevent the situation which existed in filled cheese that has
been referred to, if we thought it would bring that back——

Senator Kina. You are one of the largest users of cheese?

Mr. Facersure. Yes; I think we buy a large portion of the pro-
duction of Mr. Kane’s plants,

The CuarMAN, So you do not agree with the organization com-
posed of dairy farmers on this proposition !

Mr. Facersura. Noj for this reason: We do not feel that the
amendment in its present phraseology would permit the substitution
of this flavoring for any legitimate cheese purpose. Our company,
as well as every other company in the cheese industry, has been
working for a number of years to try to develop a way of spraying
cheese on food products so they can enlarge the market for natural
cheese. During the last few years they have developed this product.
They do it by almost dehydrating the natural cheese and get the
moisture down to about 1 percent, which gives them a powdered
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cheese. They combine with that powdered cheese an edible oil, and
they are then enabled to spray the product on foods, and we hope
it will ultimately become a good filler for crackers and be sprayed on
crackers and potato chips.

During the last year our client used 600,000 pounds of natural
cheese in this product. Mr. Thompson testified before the Ways and
Means Committee there were over a million pounds of cheese used
for this purpose last yenr; so I assume he had information indi-
cating what our competitors used for that purpose.

The reason we do not have any fear of this amendment opening
up the door to violations of the Filled Cheese Act is that the amend-
ment eliminates from the application of the old Filled Cheese Act,
only substances and compounds consisting principally of cheese with
added edible oils. Cheese is defined in section 1 as being made from
milk or cream; in other words, whole milk or cream. So it is a new
way of utilizing whole-milk cheese, rather than a substitution for
whole-milk cheese and it has no importance as a revenue factor, be-
cause I think Mr. Thompson put into the record—and he did testify
before the Ways and Means Committee, so there was a hearing on
this—that over the 42 years that this Filled Cheese Act had been on
the books there had only been collected by the Government approxi-
mately $127,000.

The CuairaaN, Was this amendment recommended by the sub-
committee of the Ways and Means Committee?

Mr., Facersura. No, sir; it was offered in the committee—

Senator Townsenp, Have you read the letter of the Secretary of
Agriculture? '

Mr. FaceErBURG, Yes, sir.

1 Se;lator Townsenp. You do not entertain the same fears that he

oes

Mr. Facersura. No, sir, He has stated he has not had a great
deal of time to examine into the question, and he says this legisla-
tion may result in the replacement of the butterfat of the cheese com-
ponent of such product by edible oil. He is referring to cheese, but
this amendment says that this product has to be cheese, which cheese
is defined in section 1 of the act as bein% made from whole milk. So
that that statement is in error; it could not result in the replace-
ment of butterfat, and it would be easy from analysis for the Depart-
ment to find out whether it did.

One reason why we have to have this exemption is that under the
interpretation of the Department of Internal Revenue as put upon
this act it will require the stoppage of this entire business of manu-
facturing and use of cheeso flavoring on farinaceous food products,
because it is impossible to stamp a package of this type of flavor as
required in the Filled Cheese Act. You have a stamp on the side,
top, and bottom of the cheese, in letters 2 inches in height, I believe
it is, the words “Filled cheese.” This cheese flavor is put up in a
tin container and you could not possibly stamp anything on a pasty
produci of this type.

The Crairaan. Is there any other similar cheese made by compa-
nies other than the Kraft people?

Mr, FAacerbura, Yes; it is made by the Borden Co. and a number
of other smaller—

The CrairMan. You say other small?
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Mr. Facersura. I should take the word “other” out, because Borden
is Rnito a competitor.

s I snid, we expect that the outlet during the next few years will
run into several millions of pounds of natural cheese, and we think
it is to the interest of the dairy industry in its entirety that this
amendment be passed, because this outlet will be stopped unless——

Senator Tow~Nsenp, You want it as in this bill?

My, Facersura. Yes, sir.

Heroe is another factor to consider in determining whether or not
this product is going to be substituted for natural cheese: The whole-
sale price, as sold by our client, was 35 cents a pound. That results
from the fact you have to use the best well-aged cheddar cheese in
order to impart the cheese flavor to the product.

The Cramaan. What would be the price of the cheddar cheese?

My, Faceroure. On January 12, 1938, the wholesale price of well-
aged cheddars in Chicago was 2314 cents and the retail price in the
Fair Store of woll-age({I cheddars was 33 cents or 2 cents less than
the wholesale price of the cheese flavoring.

Senator Herring, What percent of cheese to oil do you use?

Mr. Facernura. Forty-five percent cheese and 55 percent oil.  You
have to have sufficient oil so that you can readily spray it on these
food products.

Senator La ForLerre. Have you given any consideration to the
problem that the Secretary points out 1 his letter of policing enforce-
ment of this amendment?

Mr. Facersura. Yes; I think so. We do not think there will be
any difficulty in policing it, because from a practical point of view
the expense of the product prevents its competition with natural
cheese, and in the second place it can be very readily determined
whether or not this product has the oil in it; and if there was any
other type of cheese that had the oil combined with it, when you
heat it the oil will run off; for example, if you leave cheese flavoring
in much more than ordihary room temperature, the oil separates out;
so it is readily ascertainable whether it is cheese or cheese flavoring.
Furthermore, we feel the branding provisions of the act, aside from
the Filled Cheese Act, would be sufficient to protect the product.

Senator Kine. Would the ordinary inspector who visits cheese
factories detect the difference?

Mr. Facerpure. Yes, sir.

Senator Kixg. The oil would be manifest?

Mr. Fagernura. Yes, sir.

Senator Townsenp. Is it of advantage to the manufacturer to
inerease the oil content?

Mr. Faoersure. That is a matter of experimentation, Senator.
They experimented with the relative quantities that had to be used
to get the cheese to dry well on the food product, and at the same
time you have to use an optimum of cheese in order to impart the
cheese flavor. You cannot sell the product unless it has a good flavor
and is a good cheese product. So they use as much cheese as neces- -
sary to give the sharp cheese flavor and still have it carried by oil.

genator Kina. It has never been contended by anyone it is delete-
rious in any way?

Mr. Facersura. Noj; as Mr. Kane has said, there can be no objec-
tion to our product or that of our competitors.
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Senator La Forrerre. The only apprehension is, as I understood
Mr. Kane’s statement, this amendment, while authorized to cover
this particular product, may open up and loosen the enforcement of
the Filled Cheese Act, which would be a great blow to the industry

in this country.
Mr. Facersura. If we thought that would be the result, we would

be just as much opposed to it as he, but the language providing that
the product has to be made of cheese will prevent that, because
cheese is defined as being made of whole milk, in the first section
of the act; and filled cheese, as the Department of Agriculture de-
fined it in its bulletin in 1918, is the name applied to cheese from
which the butterfat has been removed and foreign fat added. It
further states, “the foreign fat is added by stirring it violently in
the milk and setting with sufficient rennet to coagulate quickly. The
rest of tho manufacture is the same as for Cheddar cheese.”

That refers to section 707, and in this copy that I have it is page

307.
Thank you very much,
(The following letter was offered by Mrv. Fagerburg:)

Wasnainagton, D. C,, March 16, 1938,

Hon. PAT HARRISON,
Chairman, Finance Committee, United States Senate,
Washington, D. C.

DEeAr Sir: Acting upon your suggestion, we are briefly outlining herein the
reasons why section 707 of the proposed Revenue Act of 1038 should be enacted
into law. This section provides for the amendment of section 2 of the Filled
Cheese Act of 1896. The Honorable Chester Thompson of Illinofs, who intro-
duced this measure in the House, made a statement before the Ways and Means
Committee, which gives n comprehensive explanation of the reasons for his
introduction of the amendment. We attach hereto, a copy of his statement as it
appears on pages 848 to 8564 of the Report of Hearlngs before the Committee on
Ways and Means of the House of Representatives, on Revenue Revision 1938.

At the time the proposed Revenue Act of 1938 was considered in the House

of Representatives, certain objections were raised to scction 707, on the ground
that its enactment might open the door to violations of the Filled Cheese Act
and make that act difficult of enforcement. As we stated to you, we represent
Kraft-Phenix Cheese Corporation, which, perhaps more than any other single
concern in the dairy industry of the United States, IS interested in the strict
enforcement of the Filled Cheese Act. We would not favor any amendment to
that act that would result in the reintroduction of filled cheese on the American
market. However, we do not believe that the amendment to the Filled Cheese
Act proposed by Congressman Thompson would result in a revival of the manu-
facture of fillled cheese. The amendment merely permits the combination of
natural whole-milk cheese with edible oils, thus permitting the adaptation of
natural cheese to uses which otherwise would not be possible.
. At the present tline, cheese flavoring made by the combination of dehydrated
natural cheese and an oil carrier is being widely used for spraying on popcorn
and it is anticipated that the use of this product will be extended to crackers,
potato chips, and other farinaceous products and thus develop a new market
for several millions of pounds of natural cheese per year. The Filled Cheese
Act as presently coustrued by the Department of Internal Revenue, will require
the discontinuance of the sale of this product, and it is to prevent the loss of
this market, that the amendment is proposed.

‘We do not understand that the amendment 18 being criticized on account of
its authorization of the use of a product such as the cheese flavoring, which is
now being used for the coating of popcorn. The objectors have merely expressed
a fear that the language of the amendment may permit a revival of the manu-
facture of filled cheese. They have not pointed out wherein the language of
the amendment I8 capable of such construction. That the amendment may not
be so construed 1s evidenced by the fact that it only permits the combination
of “cheese” with edible olls and “cheese” 18 defined In the first section of the
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act as a product made from whole milk or cream, Illed cheese, on the other
hand, 18 made from milk which has had substituted for the natural butterfat
of the mitk, a fat foreign to milk. (See the excerpts from the Congressional
Record of April 9, 10, and 11, 1808, referred to in the Ilonorable Chester Thomp-
son’s attached statement.)

It is our opinton that a product made from whole-milk cheese and edible
oll used for the purpose of cheese flnvoring is not a filled cheese, but as above
noted, the Department of Internal Revenue has ruled otherwlise, and in view
of the fact that the Filled Cheese Act of 1886 has certain specific requirements
with respect to the marking and packaging of tilled cheese which cannot be
complied with in handling a pasty produet such as the cheese flavor which is
used for coating popeorn, the result of the enforcement of the present Ifilled
Cheese Act, as interpreted by the Department of Internal Revenue, would be
to deprive the industry of this additional outlet for high-grade natural cheese,
an outlet which it is antielpated will run to several millions of pounds per year
within the next 2 years. It should be noted also that the cheese used in this
product is the very highest type of well-aged Ameriean Cheddar. This type
of cheese ia required to produce the strong cheese flavor necessary for the
intended uses.

The manufacture of filled cheese was detrimental to the cheese industry he-
cause it substituted for natural cheese an inferior cheaper product which was
easily pawned off as natural cheese on an unsuspecting public. In contrast, the
cheese flavor which is used for the coating of popcorn is, on account of the
expensive process of manufacture and the high grade of cheese and olls used
thereln, sold at whclesale prices which are higher than the retail prices of
well-aged American Cheddar cheese.

By way of illustration, on January 17, 1938, the wholesale price of cheese
flavoring sold by Kraft-I'henix Cheese Corporation was 35 cents per pound.
On the same day well-aged American Cheddar cheese was being wholesaled
in Chieago at 2314 cents per pound, and retailed nt The Fair store (a typical
large Chlcago retail outlet) at 33 cents per pound. From the foregoing it is
evident that this product would uot be a competitive substitute for cheese even
if such substitution were feasible. Its use, therefore, must necessarily be re-
stricted to instances where natuval cheese could not be used. As a matter of
fact, the only present outlet for this cheese flavor are to manufacturers of
food products who spray it on thelr products to impart thereto a natural cheese
flavor heretofore impossible of accoriplishment.

In the event there is a request from anyone to appear before the Senate
Finance Committee to testify with respect to this amendment, we would appre-
clate it if you would accord to us like opportunity. The writer could be called,
collect, in Chicago, telephone Randolph 8161, or by collect telegram at 135
South La Salle Street, Chicago.

Respectfully yours,
NicHorso~y, SNYDER, CHADWELL & FAGERBURG,

By D. F. FAgErBURG.
(The following statement was also offered for the record by Mr.
Fagerburg:)

STATEMENT OF HON. CHESTER THO.{PBON

Mr. Chairman, I wish to outline briefly the preseut effect upon the cheese
industry and the enlargement of the use of cheese in food products of certain
provisions of the Filled Cheese Act of 1896. Duving the perlod from approxi-
mately 1875 to 1895, the creameries of this country in an apparently ever-
increasing number, after extracting the butterfat from milk for the manufacture
of butter, used the skim-milk residue for manufacturing a product which, upon
completion, bore a semblance to cheese, had a fat content practically the same
or the same as cheese but contained little or no butterfat, It was made by
heating the skim milk and agitating it while injecting into it lard or animal
fats. Rennet was added to coagulate the compound and the process of manu-
facture thereafter was similar to that of the manufacture of Cheddar cheese.

Certain of these creameries would label the product “filled cheese”; others
would label it merely *“cheese”; but the Congressional Record indieates that at
the time this act was under consideration interested Congressmen's fnvestigntions
disclosed that, whether the product was originally marked “filled cheese" by the
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manufacturer or not, when it was sold throughout the United States or foreign
countries, the markings were changed to indicate that 1t was, 1. e, Wisconsin
full cream cheese or other cheeses connoting a high quality of American
Cheddar cheese. The practice grew to such proportions that, in the early part
of the ninetles, it was credited with the ruination of the Amerlcan cheese-export
business.

The Filled Cheese Act of 1898 was, therefore, passed to tax the manufacturers
of filled cheese, to place a tax upon the product sold, and to fmpose certain
restrictlons upon the manufacturers, wholesalers, and dealers of the product
including regulation of the method of marking the contalners in which the
product was sold, specifying the type of containers to be used and providing for
penaltles in cases of violation.

I am including certain oxtracts from the Congressionnl Record which will
serve to illustrate the members' concept of the product which Congress was
proposing to regulate by the adoption of the act of 1896; and, from an exam-
inntion of the complete record of the debates on the filled cheese bill, par-
ticularly in the HMouse of Representatives where it was most thoroughly dls-
cussced, it 18 obvious that the thing Congress was trying to control was the
manufacture of a product made of skim milk and animal fats which was
being sold in imitation of cheese and thereby destroying the market for cheese.
There certainly seemed to he no intent that the act apply to a product which
is not sold as cheese but which is manufactured to enlarge the uses of cheese
nn;l ;n make it possible to use cheese where it had never been possible to use
it before.

From the reference by the Members of Congress, it will he noted that the
products belng discussed for taxation or control as filled cheese were made of
milk from which the butterfat content had been extracted. The Department
of Agrlculture in its Bulletin No. 608, fssued March 6, 1018, also defines fllled
cheese as follows:

Filled cheese is the name applied to cheese from which the hutterfat has
heen removed and forelgn fats added. The foreign fat is added by stirring
it violently in the mlilk and setting with sufficlent rennet to coagulate quickly.
The rest of the manufacture is the same as for Cheddar cheese.

The Commissioner of Tnternnl Revenue has recently interpreted the deflni-
tion of “filled cheese” in the act tv cover a product manufactured which is not
made of a milk or skim milk from which the butterfat has been extracted. It
is made of well-aged Cheddar cheese from which the molsture has been ex-
tracted by a speclial spray-drying process which reduces it to a cheese powder
with a moisture content less than 8 percent and generally around 1 percent,
This cheese powder {8 then combined with a combination of vegetable oils nor-
mally solid at room temperature in such a way as to cause the cheese particles
to be uniformly suspended in the fat globules. The end product, while solid at
room temperature, will separate into cheese and oll if left standing at higher
temperatures. It is, therefore, impossible to pack it in wooden boxes as re-
aunired by the Filled Cheese Act. In my opinion, this characteristic also renders
the product dissimilar to cheese in the accepted concepf of that term and takes
it out of the act, but the Commissioner of Internal Revenue holds otherwise.
The product {8 not sold as a cheese but as a cheese flavor. It was developed to
broaden the uses of natural cheese, not to curtail its uses.

The cheese industry of America had for a number of years heen endeavorlng to
develop a method of spraying cheese upon various food products, Cheese when
melted by ftself will not spray satisfactorily because of its heavy hody and tex-
tufe. Even if it could be sprayed, the moisture in natural cheese would cause
any product upon which it was sprayed to become rancld when exposed to the
atmosphere for any length of time. Since 1932, however, the nbove-deseribed
method of redueing cheese to a powdered form which is almost moisture-free has
heen developed. Through this medium cheese may he sprayed upon farinaceous
food products such as popcorn, and a large business has been develonped {n the
United States in the coating of poncorn with cheese flavor which will be wiped
out if thisg product is held to he fllled cheese within the meaning of the present
act. This business ig conducted by relatively small operators scattered through-
out the country who buy the cheese flavor and use it for conting poncorn. They
have invested in especinlly huilt equinment, all of which will be rendered worth-
leca {f this product is construed to he filled cheese, hecause it 18 fmpossible to
pack it In wooden boxes or to mark it as required by the Filled Cheese Act, The
nroduct 18 of such texture that if heated slirhtly above normal room temperature

ft will settle out into cheese and vegetable ofls.
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Under these circumstances I feel that Congress will be disposed to amend
the Fllled Cheese Act to clarify any ambiguity in the definition of filled cheese
that may exist under its present phrascology, and to definitely read out of the
act a product of this type.

It is my view, both from a careful consideration of the words of the Filled
Cheese Act and from a review of the debates in Congress at the time of the
adoption of the act, that it was not intended to and does not apply to a product
of this character. The Commissioner of Internal Revenue, however, has taken
the position that it does so apply, and I recognize that theve Is perhaps an am-
biguity in the language which may properly serve as a basis for the argument
that it does.

Having in mind the apparent intent of Congress in the adoption of this act, I
would, therefore, suggest for your consideration the amendment of the act to
glnlrit’y its terms, Section 2 of the act of 1806 (20 Stat. 253 et seq.) provides as
ollows :

“That for the purposes of this act certain substances and compounds shall be
known and designated as ‘filled chieese,” namely: All substances made of milk
or skimmed milk, with the admixture of butter, antmal fats or olls, vegetable
or any other oils, or compounds foreign to such milk, and made in imitation or

semblance of cheese.”
My proposal would be that this section of the act be amended by adding

thereto the following proviso:

“Provided, That substances and compounds consisting principally of cheese
with added vegetable olls which are not sold as substitutes for cheese but are
primarily useful for imparting a cheese flavor to other foods shall not be
considered ‘filled cheese' within the menning of this act.”

The manufacturers who purchase this cheese flavor understand that they are
not buying checse. They buy it for a specific purpose and pay more for it than
the regular prices for American Cheddar cheese,

Under the proposed amendment, if cheese flavor should at any time be sold as
cheese, the proviso would not be applicable and the guilty party could be prose-
cuted under the statute. I may say that the provisions of the food and drug
law with respect to misbranding would also serve to protect the public against
any such misrepresentation.

Mr. Chairman, I feel that the cheese industry (which includes every farmer
and dairyman producing milk for the cheese market and every person whose
welfare is in any way dependent upon its prosperity) is Interested in this cor-
rective legislation, because if the act is enforced according to the interpretation
thereof by the Commission of Internal Revenue, a very useful and broad fleld
for the development of the use of cheese in food products will have been with-

drawn from the cheese industry.

[From Cong fonal Record, H , vol. 28, pt. 4]
Frurep CHEESE

April 9, 1896

(P, 8702:)
Mr., Cook of Wisconsin, “Filled cheese” is an imitation cheese and is sold to

the people by means of deception which disguises the facts as to what the
ar;lclelreally is. Such deception is a fraud and should be publicly branded as
a fraud. .

Filled cheese is made at butter factories, where they have centrifugal ma-
chinery to take all the cream or butterfat out of the milk. The cream is made
into butter and sold for “flnest creamery,” and then they take the skimmed
milk that is left and put lnrd and neutral oils into it. This is done by “heating
the milk and injecting the neutral into the milk,” and this is made into what
is known to the trade as filled cheese.

(P. 8703:)

Mr. Cook of Wisconsin, Filled cheese is made from skimmed milk, rennet,

neutral oils, salt, and colorlng.
Mr. OteY, What part is taken out of the milk that ig supplied or filled in in

the making of filled cheese?
Mr. NortHwAY. The butter.
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I’ 8820:

I(\h'. GROS\')ENOR. IFilled cheese is a food product manufuctured from milk and
neutral oil. The process is that of taking the milk of the cow and by a modern
process extracting from the milk all butterfat, leaving the milk simply skimmed
milk—nothing eclse. Seventy percent of this milk and 30 percent of neutral
oll constitute the product known as filled cheese. The neutral ofl is manufac-
tured from the leaf lard of the hog. The process of rendering and prepuaring
for use is by the application of heat. There was some dispute in the testimony
before the committee as to the degree of heat that has been applied to the
commodity. In the beginning of our investigation it was stated that about 120
degrees of heat were applied and that this was not sufficient to render the article
digestible. The weight of the evidence, however, places the degree of heat at

a point very considerably higher.

(P. 3838:)
Mr. 'AwNEY. Mr, Chairman, what is filled cheese and what methods are

employed in its manufacture and sale? IPilled cheese is a compound or counter-
feit chieese, the counstituent parts of which are skinuned milk and uncooked
animal fat, known to the trade as neutral oil. Thiy neutral oil is substituted
or put into the skimmed milk to take the place of the butterfat extracted by
the use of the centrifugal separator. This substituted fat is not made by those
who manufacture filled cheese, but is bought by them from the manufacturers
of neutral oil or pork-packing establishments. It ig claimed by the manu-
facturers of filled cheese that nothing but pure hog leaf is used in making this
oil. They admit, however, that it may be, and doubtless is in many instances
made from the fat of diseased animals or from impure refuse or putrid fats,
and that when they receive it they do not know and have no means of knowing
whether it is pure or filled with the germs of disensc.

The percentage of skimmed milk and neutral ofl used in making filled checse
is about 70 percent of the former and about 30 percent of the latter. To
this is added a certain amount of rennet, with the necessary coloring and
flavoring matter. It is made in the form and semblance of pure cheese, with
nb?omgtg%lf'z u)o mark or brand of any kind to identify it as filled cheese.

P. H

Mvr. Ray. The only milk used in the manufacture of filled cheese is that
from which the cream has Leen removed by the separator. In other words,
filled cheese 18 the result of mixing refuse lard with skim milk and so com-
bining the two us to produce an article that is sold to the laboring masses of
this country as the product of the dairy, when, in fact, it is not cheese and
does not contain the life-sustaining powers found in cheese. Tilled cheese is
a fraud and an fmposition upon those who would purchase and use cheese
as a food. Filled cheese is an impositlon upon the farmers of the United
States for it substitutes in our city markets an article that is not cheese for
cheese—substitutes a fraudulent article that is sold as cheese. Filled cheese
is (ﬂll’l igg;gegtible mass of lard or other animal oils flavored with skim milk.

Mr, Evans: Filled cheese is unquestionably a meritorious food product. It
is a product of skimmed milk in which rennet, pure lard, and other harmless
substances take the place of the butter or cream, and the.miik being filled in
this way, the product is called “filled cheese” in contradistinction to cream
cheese made without skimming the milk, )

(P. 38804:)
Letter from Secretary of Agriculture, J. Sterling Morton, to the Committee

on Ways and Meauns, Fifty-fourth Congress.

“What is known as filled cheese was formerly called margarin checse and
oleo, cheese, and is designated as imitation cheese in the laws of several
States. It is apparently a perfectly legitimate food product and properly called
cheese. It has the characteristies of cheese, although not of high grade, and
is similar in chemical composition, The only essentinl difference between
filled cheese and that made from whole milk is in the substitution of the fat
of the hog for that of the cow. The neutral fat of the milk being extracted,
or separated, 1s replaced by a good quality of lard, at the rate of 2 or 8 pounds
of the latter to 100 pounds of skim milk,

“At different stages in the development of this industry varlous fats and
oils have been used, fncluding oleo oil, margarin, cotton oll, and unmerchant-
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able butter, as well as others still cheaper and of doubtful origin. But ob-
jectionable results have led to the rejection of all except neutral lard. At the
present time the only fat not natural to milk which is used in making 98
percent or more of the filled cheese produced is neutral lard, and this of a
superior quality, tasteless, odorless, and usually selling at about 1 cent per
pound more than the best family lard. The wholesale price of “neutral” has
been for some months in tho vicinity of 7 cents per pound.

“In view of these facts the most correct and signiflcant legal designation of
this article would be ‘lard cheese.

“In the process of manufacture the bulk of the milk is raised to the same
temperature as in making ordinary cheese, while part of the milk and all of
the neutral lard i3 raised to a temperature of at least 200° ¥. This is about
us high a temperature as pork fat is subject to in cooking, and much higher
than the fat of milk is heated in ordinary cheese making. The places and
processes of manufacture of lard cheese, or filled cheese, and the snme where
whole-milk or full-cream cheese are made are practically equal, so far as
care and cleanli1ess are concerned.”

(P, 3847:)
Mr. SAUERHERING. The process of manufacture s quite simple and inex-

pensive. DBy the use of a modern cream separator the butterfat is extracted
from the milk and manufactured Into good creamery butter; then the skimmed
milk is taken, and, by a peculiar process known to the trade, lard neutral olls
are forced into it to take the place of the butterfat which has been extracted.
From this skimmed milk, so “filled” with lard and neutral oils, “fllled cheese”

is made.
April 11, 1896

(P. 8871:)

Now, what is filled cheese It is the result of the new method of separating
the fatty substance from new milk. By the centrifugal force that is used milk
can have the fattly substance taken from it and made into butter, and that
milk thus relieved of its fatty substance, which is perfectly fresh and whole-
some, is, under the new method, manufactured into cheese. How? By taking
leaf lard and subjecting it to certain heat, so that it becomes oil, and mixing
a certain number of pounds of that with a hundred pounds of this milk, and
then the process of manufacture is the same as the manufacture of other
cheese. The leaf lard is as pure and clean a product as the fatty substance in
the milk itself, The only difference between a full-cream cheese and this filled
cheese 18 the fact, as I have just indicated, that in the one case it is the fatty
substance that comes from the cow and in the filled cheese it is the fatty
substance that 18 taken from the leaf lard of the hog.

[From Congressional Record, Senate, vol. 28, pt. 7]
June 4, 1896
(P. 6090:)

Mr. SHERMAN: Now, it Is complained recently that in order to get a cheaper
form of cheese they take the sklmmed milk only. So far as the milk is con-
cerned, they take the cream and convert it into butter and sell the butter.
They then take the skimmed milk, which my friend from Missourl says is so
wholesome—although I suppose we have drunk a good deal of it in our life-
time without being very dangerously injured—and add to it not cream, or the
product of cream, but they add to it lard--the lard of the hog—and they take
this lard, reduced, or rendered, as they call it, melted by a heat of probably
120, 130, or 140 degrees, and they mix that lard with the milk and make what
is called filled cheese. That 18, it is skimmed-milk cheese, filled with lard
instead of with butter or butterine or cream, which is the foundation of
butter. That is all there 18 In this case,

The manufacture and sale of fllled cheese have grown to be an abuse so
great ns to destroy a large industry in many of the agricultural States of the
Union—North, South, Enst, and West. It has become so great an evil that the
farmers in their meetings and conferences have denounced it, and they claim
that it is injurious to thelr business.

This filled cheese, which {8 manufactured, not of eream and milk but manu-
factured of skimmed milk, the cream which is tuken out of {t and made into
butter being superseded by lard, s belleved by many to be unhealthy. Cer-
tainly, it 18 not what is called cheese, which is a product always of the cow,
and not of the hog. The distinction there is marked.
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The business amounts to n fraud. It I8 true that a person who did not have
gome mode of testing this cheese might not distinguish it from ordinary cheese,
but most persons could tell the difference between it and the genuine cheese ;
but still it s colorea preelsely like the genulne cheese. (P, 6002:) Letter from
. W. Wiley, Chief of Chemical Division, Department of Agriculture, to Hon,
John H. Gear, United States Senator from Missourl:

“Srp: ‘Illed cheese’ is a trade term glven to cheese which is mnde from
gkim milk. The deficlency in fat is usually supplied by the addition of lard.
In all the samples which have been examined in ihis laboratory the added fat
has been found to be lard. It is said that only the purest leaf lard of a neutral
renction Is used for flling, but this, of course, cannot be conflrmed by our
own investigations, which have extended to only n few samples. The lard
found in the samples examined by us has apparently been of & high grade of
purity.

“The caseln, or cheese-making pronerty, of fled cheese and full cream cheese
does not differ greatly in mmount, and from an ordinary analysis the two kinds
of cheese might be easily confounded, as they may have the sume quantitics of
water, of casein, and of fat. If, however, the fat be examined, the difference
between the two cheeses is readily appreciated; in the full milk cheese the fat
present being butterfat, while in the filled cheese nearly the whole of the fat
present is lard or some fat foreign to milk. I enclose a table giving some data
of analyses which have lately been made in this Divislon,

“The fraud which 18 practiced in the case of filled cheese is in abstraciion
of a more valuable and the insertion of n less valuable fat, the price of lard
being, as a rule, much less than the price of good butter. Thus, the skim milk
which is left after the separation of the cream, by sctting or by mechanicenl
appliances, and which is of very little value, can be turned into a cheese which
in appearance and general properties resembles very nearly that made from
full milk. It is not difficult to discriminate, however, between the taste of a
full-milk cheese and that of fllled cheese, and especially for cooking purposes,
When the cheese is to be cooked as a whole, or where it enters ns an ingredient
in other goods, the difference i3 most marked. As an illustration of this. it
may be said that it is quite impossible to make a presentable Welsh rabbit
from a fllled cheese.

“The fraud in fllled cheese cannot properly be sald to be a nutritive one,
fnasmuch as the nutritive value of the lard which is added is probably nearly

the same as the fat which is abstracted.”

The Caarman. The next witness is Mr, Claude W. Dudley, repre-
senting the Millers National Federation, and I understand he desires

to discuss the undistributed-profits tax.
Have you a brief there, Mr, Dudley?

STATEMENT OF CLAUDE W. DUDLEY, WASHINGTON, D. 0, REP-
RESENTING THE MILLERS NATIONAL FEDERATION

Mr. Duprey. I have, Mr. Chairman, and I should like to have each
of you have one, becnuse there are two tables in there to which I

want to refer.
The Crammsran. Very well, '
(The brief referred to is as follows:)

T represent the Millers' National Federation of Chicago, Ill, the members of
which are engaged in the milling of wheat and rye flour and also in some cases
fn other lines of business, The federation has 569 myembers, who produce
approximately 81 percent of the wheat flour commercially produced in the
United States. The federation has nent to {ts members a questionnaire for the
purpose of securing & cross-section of their views with respect to the undis.
tributed-profits tax. Our members are unqualifiedly in favor of the repeal of
that tax, even though it may le necessary for revenue purposes to increase
substantially the rates of normal income tax on corporations. They belleve
that this tax has retarded business recovery, that it works a hardship on every
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small- and medium-sized business, and that it is basically unsound in prin-
clple in that it penalizes thrift and conservatism in management of corporate
affalrs. I ask that perndssion be granted to place in the record an annlysis
of this questionnaire,

The revenue bill as passed by the House of Representatives retains the prin-
ciple of the undistributed-profits tax. It is drastically modified, but the prin-
ciple is still there. This tax is so generally condemned that it should be aban.
doned entlrely. The reduction in rate does not remove the inequities; it merely
lightens their burden. It is well recognized that it Is lmpossible for corpora-
tions to pay out all thefr profits as dividends, yet this proposed law provides
for a higher rate of tax if any part of the profits {8 retained for expansion or
rehabilitation of plant, retirement of debt, or other legitimate corporate pur-
poses. It is well known that corporations cannot accurately compute thelr
proflts of the taxable year until after the year is closed, yet this proposed law
imposes a penalty tax upon any part of the profits which are not actually
distributed before the end of the year.

I urge the complete repeal of the undistributed-profits tax, first, because of
the inequalities which are inherent In it and which cannot casily be removed,
second, because of its complexities, and third, because it encourages dissipation
of business resources at a time when every encouragement should be given to
employment of capital in business enterprise.

The Inequalities Inherent in the undistributed-profits tax have been loudly
proclaimed. It is directly contrary to the basic prineiple that taxes should
be levied in accordance with ability to pay. The debt-ridden corporation
which s financtally unable to pay a dividend pays the highest rate of tax;
the affluent corporation with ample cash resources from which it can currently
distribute its profits pays the highest rate of tax; the afiluent corporation with
ample cash resources from which it can currently distribute its profits pays
the least tax. The small corporation seeking to flnance its development out
of its own savings pays for that privilege. It has no other source of capital
upon which to draw. The Iarge corporation which has already attained an
outstanding position in its flcld has no need to retain its earnings for further
expansion and pays only the minimum tax,

The provision exempting corporations having not more than $25,000 of net
income from the undistributed-profits tax is helpful so far as it goes. It
carries with it an implication that growth beyond that point i{s not to be
encouraged. With that policy I disagree emphatically. Growth and develop-
ment of industries, whether owned by corporations or individuals, is a vital
factor in the job of rehabilitation now before us. No tax policy should be
adopted which discourages the growth of a business beyond the point of $25,000
of net income. No barrier should be set up to discourage the development of
business beyond any stated size,

Now let us consider the complexities that are inherent in the undistributed-
profits tax, I think we all agree that simplieity in a tax law is a desirable
objective. We have not in recent years made any progress in that direction,
The 1918 act, Including its very elaborate scheme of war-profits and excess-
profits taxes, was 100 pages long; the Revenue Act of 1938 I1s 121 pages. The
game of hide and seek of tax avoidance and loophole plugging and the efforts
of Congress to correct this, that and the other inequality, have combined to
make the determination of net income a difficult matter under the present
laws. Add to that the necessity of determining adjusted net income, first
division net income, second division net income, special class net Income, tenta-
tive tax, alternative tax, dividends paid credit, basic surtax credit, bank
aflate credit, dividend carry-over, consent stock, consent dividends credit,
consent dividends day, preferentinl dividends, et cetera, and you increase tre-
mendously the dificulties encountered by the businessman in making a return.
‘The expense involved in the preparation and audit of the returns will be dis-
proportionate in comparison with the revenue collected from an undistributed-
-profits tax which is limited to a maximum of 4 percent,

- It would be much simpler to increase the basic rate from 16 percent to 17
percent and have this increase of 1 percent apply to all corporations. And
since approximately 80 percent of all corporate profits are distributed In
dividends, it 18 obvlous that as large an amount of revenuc would be collected

in this manner.
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I am opposed to the undistributed-profits tax because it encourages
dlssipation of business resources at a time when every encouragement should be
given to employment of capital in business enterprise. The need for this Is
apparent from an examination of the data with respect to new capital issues of
reeent years. Durlng the past 6 years, 1932-37, the total new capital issues of
domestic corporatio, s Is $3,451,615.000. The comparable figure for the corre-
sponding 6 years of the ; revious decade is $16,801,170,000. Take the year 1037
alone. During the fivst 8 months of Iast year business was at a higher level than
at any previous tlme vith the single exception of the year 1020, Yet the new
capital invested in domestle corporations was only §1,191,601,000 in comparison
with $4,636,801,000 in 1927,

It 13 not my contention that the undistributed-profits tax is the principal eanse
of the tallure of new capital to be attracted to business enterprise,  The timidity
of capital was cevident before the undistributed-profits-tax lnw was passed. I do
contend, however, that it Is one of the important contributing factors and it
{8 one which can be inexpensively removed.

There 18 no need for an undistributed-profits tax to prevent the unwarranted
accumulation of surplus by corporations,  Section 102 of the act provides that a
special tax of 23 percent to 35 percemy shall be levied on the net income of every
corporation which is formed or availed of for the purpose of preventing the
imposition of the surtax on its stockholders by permitting its gaius or profits to
accumulate Instead of belng distributed. The real measure of effectiveness of
this statute is not in the amount of revenue which it produces directly but the
amount which it produces indirectly by forcing distributions by corporations who
fear the imposition of the special tax fmposed by seetion 102,

The effectiveness of this provision and section 351 of the present law, relating
to personal holding companies, is clearly shown by the fact that in 1935 the
cash dividends paid by all corporntlons, large and small, amounted to 78.2
percent of their adjusted net income, compared with distributions amounting
to 474 percent of the adjusted net Income in 1923, For the G-year period,
10380 to 1035, the cash dividends paid by all corporations amounted to SG.9 per-
cent of thelr aggregate adjusted net income.

The Government has lost in the lower courts two outstanding cases in which
thay have brought proceedings under section 102. These are the DeMille case
and the National Grocery case. The Supreme Court has denied the Govern-
ment’s petitlon for certforari in the former case and has granted it in the
1atter case. In its present form, section 102 requires that there be a manifest
purpose to avold surtaxes, otherwise the penalty tax does not apply. In the
DeMille case. the Board of Tax Appeals held that even though the effect of
the corporation’s nctivities may be the preventlon of the imposition of sur-
taxes upon the stockholders, nevertheless the penalty tnx dees not apply unless
there be a purpose to avold such taxes. This committee should cousider the
possibility of amendments to section 102 of the act =0 as to bring within fts
scope those cases where the obvious effect of a corporation's activities is to
prevent the imposition of surtaxes on its stockholders, even thongh it ecannot
he proved that there exlsts a positive purpose and intent to avold such taxes.
No amendment should be adopted, however, which subjects a corporation to
the penalty tax because of accumulation of surplus to provide for expansion of
the corporate business or the accumulation of adequate reserves for the
preservation of the business.
~Of tar greater importance as a deterrent to employment of capital in business
enterprise are the extremely high rates of tax on the net income of individuals.
The maximum rate of tax Is now 79 percent. This applies to net Income in
excess of $5,000,000. A rate of 70 percent or more applies to all income in
excess of $1,000,000. A rate of 62 percent or more applies to all income in
excess of $100,000,

These rates are too high, and in my opinion do not produce as large a revenue
a8 would be produced by lower rates. It must be remembered that the Federal
income tax is not the only tax that has to be paid by the individual taxpayer.
In additlon there i the State income tax which is often imposed by two or
more States. And there are numerous other State taxes, including those on
real estate and personal property. What possible incentlve can there be to
an individual to invest his money in business enterprise when the Government—
State and Federal—takes more than 80 percent of the profita from such {nvest-

‘ment and bears none of the losses?

Finally,
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The following table shows for each of the years 1917-86, the maximum rate
of individual income tax, the number of individuals reporting net income’of
£300,000 or more, the total individual Income taxes as reported, and the Federal
Reserve Board's index of industrinl production,

umber of
Maximum rate m“dh l(ggg:t Individual in. l;}a;l:rr(?llgmrg?
of individual Rxocomo of comue taxes as (ndnstrial
income tax $300,000 or returned production
more
Percent

84 1,015 $705,381,000 |.o.eeoneeneanns
6271 1,127,722,000 |...coceennaezs
73 679 | 1,269, 630,000 83
3 395 | 1,075,054,000 87
73 240 719, 387, 000 67
53 537 861, 057,000 85
4344 542 661, 665, 000 101
46 74 701, 25,000 95
25 1,578 734, 516, 000 104
25 1, 501 732, 475, 000 108
25 1,038 830, 639, 000 108
25 3,250 | 1,164, 254,000 111
25 3,130 | 1,001,938, 000 110
25 1,020 476, 715, 000 9
25 494 246,127,000 81
a3 2148 329, 902, 000 84
63 a1 374, 120, 000 76

63 235 511, 400, 000 7
63 854 1 853, 900, 000 (]
7 568 | 11,210, 157, 000 105

1 Preliminary estimates,

It 1s significant to note that practically every time the tax rates are in.
creased the number of persons reporting net income of $300,000 or more de-
creases and that when tax rates are reduced, the number of people reporting
these large Incomes increases. For example, during the perlod 1917-21,
a period of Increasing rates, the number of people reporting net income of
more than $300,000 declined from 1,015 to 246. From 1921 to 1025, during
which period maximum rates were reduced from 73 to 23 percent, the number
of people reporting net income of $300,000 or more iucerased from 246 to
1,678. By 1928, when the maximum rate was still 25 percent, this number
had increased to 3,230. By 1032, a depression year in which the maximum
rate was increased to 63 percent, the number of people reporting net income
of $300,000 or more had again declined to 246. In 1936, a year of substantial
recovery, when the Federal Reserve Board's index of industrial production
reached 105, the numher of persons reporting net income of $300,000 or more
was only 568. The maximum rate of tax in that year was 79 percent. The
number reporting net income of over $300,000 is less than one third of the
number reporting such income in 1927, when the index of industrial produc-
;tion stood at 106, but the maximum rate of tax was 25 percent. It Is obvious
that when very high rates of tax are in effect, the taxpayers with the largest
income shift their funds into tax-exempt securities, When tax rates are re-
duced, such.funds are again attracted to business enterprise.

The highest rate of tax do not necessarily produce the greatest amounts of
revenue. During the first 5 years of the last decade, 1020-24, when the
maximum-tax rate varied from 46 to T3 percent, the total individual-income
taxes were $4,021,428000. During the next & years, 1025-20, when the
maximum rate of tax was 25 percent,.the total Individual-income taxes were
$4,463,822,000. It is true that business conditions were botter during the
sgeond half of the decade but it is also unquestionably true that the lower tax
rates were contributing factors in the improvement of business conditions.

We should be careful not to accept the estimate of $1,210,157,000 of individ-
ual-income tax recelpts for 1936 as proving the productiveness of high rates
of tax. In the first place, this is only a preliminary estimate and subject
to correction on final compilation of all the returns. . In the next place, we
all know that corporate distributions were artificlally stimulated {n that year
by the undistributed-profits tax. Many extra dividends were paid near the
cloge of the taxable year. A great deal of the windfall of revenue. in that
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year will undoubtedly be lost In 1037 and 1938, for it is axiomatic that ab-
normally large distributions of corporate earnings in 1 year must be followed
by abnormally small distributions in later years.

The theory of high surtaxes is that it places the heaviest tax burden on the
wealthier class. This theory has not worked out in practice. The facts are
exactly contrary to this theory. Durlug the 20-year period, 1917-36, Indi-
viduals having net income of more than $100,000 paid 44 percent of the total
taxes and individuals having net income of less than $100,000 paid 66 percent
of the total taxes. During 11 out of the 20 years, the maximum-tax rate on
individuals was in excess of 60 percent. In those 11 years individuals having
net income of wmore than $100,000 paid only 38.1 percent of the total taxes and
individuals having net fucome of less than $100,000 paid 61.9 percent of the
total. During 0 out of the 20 years, the maximum-tax rate on individuals
wns less than 50 percent. In those 9 years individuals having net income of
more than $100,000 paid 52.1 percent of the total taxes and individuals having
net income of less than $100,000 paid 47.0 percent of the total. The following
table shows for each year of the 20 years' perlod the maximum rate of tax
on the net income of individuals, the amount of tax and the percentage of
the total tax paid by persons having net incomes of more than $100,000, and
the amount and percentage of tl;‘g,‘wm!'mx"’ﬂﬁk]‘bg‘k persons having net income
of less than $100,000. o
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Individual {ncome taxes, 1917-36

Tax pald by

Mol ' 7
mum | Total tax pald ”ﬁ{;"g&'}:‘:’
rlst:axo! by individuals come of less
than $100,000
Percent
8 $691, 492, 000 £330, 006, 000
ki 1,127,723,000 658, 003, 000
73 1, 269, 630, 600 728, 614, 000
73 1,075,053, 000 753, 992, 000
3 719, 348, 000 617,170,000
58 861, 057, GO0 559, 345, 000
63 , 002, 219, 535,000
63 374, 120,000 230, 449.000
63 511,399, 000 1,428,000
63 643, 900, 0C0 410, 612,000
70 1,210, 157, 000 721,038,000
Total for yoars in which maximum rate of tax was above
80 percent....... - PN A 8,823,071,000 |  5,464,022,000
1023........ 1433 661, 660, 000 450, 853, 000
1024, 46 704, 265, 000 400, 513, 000
1025... 25 734, 555, 000 375,761, 000
1026... 25 732, 471, 000 359, 760, 000
1027... 25 830, 639, 000 382, 703, 000
1928... 25 1,164, 254, 000 450,071, 000
1029... 25 1,001, 939, 000 318, 549, 000
1930. 25 476, 716, 000 237, 064, 000
30 S 25 246, 127, 000 136, 445, 000
Total for years in which maximumn rate of tax was under
LT 40 1 S SPRNPIY AP, 6, 552, 632, 000 3,141,874, 000
[14:1: 1 B 7017 | DU S 15, 376,603,000 | 8, 605, 896, 000
Percent of total | Percent of total
g;gol:gi%&’: tax pald by tax pald by
ing net in- persons havs persons have
coms of more ing no: Iln- ing m;t in.
como of less | come of more
than $100,000 than $100,000 | than $100,000
$361, 468 4.7 63.3
469, 720 58.3 41,7
513, 086 51.2 42.8
321,001 70.1 20.9
202,218 719 28,1
201,712 65.0 35.0
110, 427 68.5 33.5
137,671 63.2 30.8
179,074 64.8 38.2
243,478 62.8 3.2
A 59.6 40.4
Total for yoars fn which maximum rate of tax was
above 50 percent 3,359,040 61.9 38.1
1023 210, 778 68.1 1319
1924 303, 60.9 43.1
358, 7! 51.2 48.8
a1, 40,1 50.9
447,846 46.1 5.9
928 714,183 38.7 61.3
, 390 34.8 65.2
1930 . 239, 652 40.7 50.3
1931 . casevsssuenennaacsasunsane 109, 682 55.4 44.6
Total for years {n which maximum rate of tax was
undsr 50 percent......... cemrscassessanns ceannan 38,410,758 47.9 52.1
Grand total..... ceen 6,770,707 56.0 44.0

Throughout 1023 investors thought they were subject to a maximum tax of 58 percont.

1 After “"l"i’é‘é‘f retroactive reduction of 25 percont under the provisions of the Revenue Act of 1924, en-
"

acted June

1 After npplyfng' retroactive reduction of 25 percent under the provisions of the Revenue Act of 1924,
enacted June 2, 1924, Throughout 1923 investors thought they were subject to a maximum tax of 58 parcent,
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This table proves conclusively that the burden on those having the lower in-
comes is proportionately greater when the highest tax rates are in offect. This
is because of the fact that when rates are ralsed or reduced, the adjustment is
made all along the Vue, affecting those with small and large incomes. The
wealthler class find it advantageous to shift their capital into the tax-exempt
field as the rates are increased. The smaller taxpayers, most of whose income
is from personal services rather than investments, have no such refuge and
must pay the tax. For this and other reasons it is invariably true that as tax
rates are reduced the portion of the tax burden borne by the wealthier clasy
increases and as tax rates are Increased, the portion of the burden borne by -this
group constantly decreases,

We are now in the midst of a period of declining business. The most impor-
tant thing to be done is to start business on the upgrade, to stop the increase
in uncmployment, and to start reemployment. I urge upon the committee a
moderate reduction in individual surtaxes, say, to a maximum of 50 percent, as
a means to that end. I also urge that the committee, subsequent to the passage
of the Revenue Act of 1938, undertake an exhaustive investigation of the whole
subject for the purpose of ascertaining the rates of tax applicable to the net
income of individuals which will be most advantageous from two points of view:
First, the revenue to be collected, and, sccond, the Government expenditure
which can be saved from a general improvement in business.

1 also urge upon the committee the necessity of broadening the tax base by
reducing the specific exemptions. Too few people pay income taxes. The esti-
mate for 1036 is that there were 2,888,000 taxable returns filed. This is in com.
parison with 41,487,000 people gainfully employed in that year. Less than 7
percent of the people gainfully employed contribute anything to the Federal
Government by way of a direet tax. I believe that it would be a good thing
for this number to be trebled or quadrupled. Nothing stimulates the interest in
governmental activities so much as a direct obligation to pay taxes for its support.

My final recommendation is that a constitutional amendment should be
adopted which will permit the Federal Government to tax the income from the
future issues of State and municipal bonds and which will give the State gov-
ernments the power to tax the income from future issues of obligations of the
Federal Government. The adoption of such an amendment, coupled with a
gradual reduction of the surtaxes, will, in my opinion, do much to direct the
investment of private capital into business enterprise, reduce unemplosment, and
redound generally to the benefit of the country.

EXHIBIT A-——ANALYSI8 OF QUESTIONNAIRES ON EFFROTS OF THE UNDISTRIBUT.SD-PROFITS
TAX RECEIVED FROM MFMBFRS OF MILLERS' NATIONAL FEDERATION

1. What is the capacity of your mill or mills? Under 1,000 barrcls, 71; 1,000
to 2,600 barrels, 32; over 2,500 barrels, 16,

2. (o) Have you in the past had the policy of accumulating reserves in
periods of prosperity, Yes, 116; no, 2
©+ (b) If so, have these reserves been used to increase the payments that
could otherwise be made during perlods of depression: (1) To your em-
ployees, Yes, 98; no, 9.

(2) To your stockholders? Yes, 86; no, 20.

8. (a) Do you think that the etfect of the undistributed-profits tax is to
accentuate depressions or decrease the severity of depressions? Accentuate,
108; decrease, 2; neither, 2.

4, Is it your bellef that the undistributed-profits tax has been a business
stimulant m that it has forced distribution to stockholders and placed thom
in funds for additionnl purchases of goods? No, 76; yes, 22; qualified, 20
" B. Do you believe that the undistributed-profits tax has retarded business
by discouraging businessmen from undertaking additions and improvements
to plant facilitles? Yes,; 119,

6. If your answer to question 4 nnd 6 are both “yes,” do you believe that the
net .effect has been to stimulate or retard business? Retard, 76; stimulate,
14 qualified, 3.

7. (a) Have you abandoned any contemplated improvement or addition to
your plant facllitles because of the tax on earnings which would be required
to be retained for such purposes? No, 62; yes, 49
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(b) If so, state the estimated cost of the contemplated expenditure.

Forty-seven of the responding members reported the abandonment of con-
templated improvements and additions estimated to cost $1,970,5600,

(c) State the approximate number of man-hours of labor in the improvement
or addition abandoned.

Thirty-one of the responding members attempted an approximation of the
man-hours of Inbor invelved in the improvement or addition abandoned. The
total man-hours involved in these 31 eases are 553,270,

8, Do you have difliculty in estimating accurately before the close of the
taxable year the amount of your net income for the year so that you ave
required to base your decision as to distribution of dividends to some extent
on guesswork? Yes, 104; no, 10; qualified, 1.

9. Do you think it nceessary that a reasonable time after the close of the
taxable year be allowed for the payment of dividends, credit for which is to
be taken in the tax return? Yes, 121; no, 1.

10. Is it a fact that in a year of increasing business a part of your prolits
are tied up in inventories and accounts receivable and are not avallable for dis-
tribution in the yeav in which earned? Yeos, 114; no, 5: qualified, 1.

11, Approximately what period of time clapses between the date of realiza-
tion of profits in a bookkeeping sense and the date on which the profits are
available in distributable form? 1 to 3 months, 67; 8 to 6 months, 35; 6 to 12
months, 3.

12, (u) Ias the operation of the undistributed-profits tax law caused you to
pay dividends in excess of the amount which sound, prudent Judgment would
otherwise dictate? Yes, 57; no, b4,

13. Have you had, during the past year, adequate working capitnl? Yex, 56;
no, 46 ; qualifled, 12,

14, Ilave you, because of the undistributed-profits tax, paid as dividends
amounts which should have been in use as working capital? Yes, §8; no, §3;
qualifieq, 1.

156, (a) Ias it been your practice to pay dividends less than your net income
in periods of prosperity? Yes, 105; no, 7; qualified, 1.

(b) Did your dividends paid exceed your net income in the aggregate for
the taxable years 1031, 1932, and 1933 combined? No, 78; yes, 30.

16. Do you now have debts outstanding which should be retired in due
course from net profits? Yes, 72; no, 45.

17. Does the undistributed-profits tax tend to retard the growth of your
business? Yes, 01; no, 11; qualitied, 3.

18. (a) Do you think that the general effect of the undistributed-profits tax
law is more favorable to the large or to the small corporations? Yes, 112; no, 0.

22. (b) If so, what percentage of the profits do you think should be permitted
to be retained tax free? 3 percent to 25 percent, 26; 25.01 percent to 50 percent,
47 60.01 percent to 100 percent, 24,

(c) Would you favor the exemption of such part of the proflts even though it
would be necessary for revenue purposes to increase substantinlly the rates on
the remaining taxable profits? Yes, 80; no, 16.

23. (a) Do you favor the repeal of the undistributed-profits tax? Yes, 109;
no, 4; qualtified, 8.

(b) Would you favor the repeal of the undistributed tax even though it would
be necessary for revenue purposes to increase substantially the rates of normal
fncome tax on corporations? Yes, 81; no, 16; qualified, 4.

24, Do you favor a substantial Increase in the rates on undistributed profits
and the elimination of the normal income tax on corporations, the capital-stock
tax, and the excess-profits tax? No, 78; yes, 14; qualified, 8.

Mr. Doprey. I represent the Millers National Federation, which is
a trade association of the flour-milling industry. We have four

recommendations to make—— A .
Senator Kina, Is that a large organization in the sense it covers

the United States pretty generally?
Mr. Doptey. Qur members produce about 81 percent of the wheat

flour commercially produced in the United States.
Senator Kina. That would cover bran, shorts, and grits?
Mr, Duorey. That is correct.
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We have four specific recommendations to make, the first of which
is the absolute repeal of the undistributed-profits tax.

Senator Townsenp. If that were done, you would have no other
recommendation

Mr. Duprey. We do, Senator.

Senator Kixa. When you eat the whole apple you want something
else?
Mr. Duprer. Second, a reduction of the surtaxes on individuals,
substantially, but not more than 50 percent, and, third, a broadening
of the tax Dase so that the number of persons filing income-tax re-
turns shall be substantially increased.

The CratraaN. Do you want to reduce the surtaxes 50 percent?

Mr. DupLey. So that the maximum is not more than 50 })ercent.

Senator King. Then you are addressing yourself to something more
than the undistributed-profits tax?

Mr, Duprey. I am, Senator. . .
Finally, the adoption of a constitutional amendment which will

}mrmit the Federal Government to tax the income from State

1s8leS——
Senator Connarry. How about the State taxing the Federal Gov-

ernment?

Senator Kina. You want the Federal Government to have power to
tax the States if it wants to, through taxation$

Mr. Dunrey. No, sir,

Senator ConnarLy. We have no jurisdiction of constitutional
amendments; I think we are wasting time.

The Cuamman. He is stating briefly his recommendations, as I
understand,

Mr, Doprey. That is correct, Senator.,

I should like to summarize very briefly those four points and the
reasons for them,

IFivst, with respect to the undistributed-profits tax, you will find in
our brief o résumé of a questionnaire which the federation sent to all
of its members relating to the undistributed-profits tax—

‘The CrArMAN. What does your organization consist of ; what kind
of millers?

Mr. Doprey. Flour millers.

The Cuamman. Eighty-five percent of all in the country belong
to the federation?

Mr. Doptey. Not in number, but in volume.

'The CaamaaN. How much in number?

Mr. Duprey. There are 600 members in number. I could not say
exactly what percentage of the total number of persons engaged in
tho manufacture of flour are members of the federation.

The Ciramman. You speak the views of that organization?

Myr. Dubrey. I think I do, Senator.

Senator Kina. Of course, the number of persons having stock in
those various plants would be much greater than 600, would it not ¢

Mr. Duprey. Yes; but not so much as you might think, Senator,
For instance, we think probably 95 percent of the members would be
in what was called the third basket. The flour-mill industry, espe-
cially, is an industry of incorporated members which are very closely
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heldhgorpomtions, and there are a great many individuals and part-

nerships.

Senzlntor ConnNarry. Is it peculiar to the flour-milling business they

have more closely held corporations, or not?

Mr. DubLey. Of course, there are other industries in which that is
also true, but it is true of the flour-milling industry. I have heard
it said that every corporation in the State of Kansas producing flour
would be a title 1B corporation if it were enacted into law. I do
not know whether that is true or not.

Our members are unqualifiedly against the undistributed-profits
tax and are for its complete repeal because of the inequalities which
are inherent in it and which cannot get out. In response to the ques-
tionnaire they say, both the large and small members, that this tax
falls more heavily on the small manufacturer than on the large; they
are against it also because of its complexities. You gentlemen know
our tax laws are becoming constantly more complex—

Senator Kine. You have not read this bill to see how simple it is?

Mr. Duprey. I have studied the bill, Senator, and regard the
determination of net income itself a difficult matter, but when you
have to determine unadjusted net income and undistributed net in-
come and special class net income and first division net income and
second division net income and all of the other types of income and
credits which are involved in the undistributed-profits tax, it is a
nightmare,

Senator Kine, I agree with you.

. My, Duprey. Finally, we think the most important thing imme-
diately is to get capital redirected into business enterprise. We think
the repeal of the undistributed-profits tax would be one step in that

direction. We would much prefer an increase in the basic rate, and

I should think 1 percent increase in rate would bring in as much

revenue, applied to all corporations, as the 16-20-percent plan. The

basic rate of 17 percent on all corporations having a net income of
more than $25,000, I should think would produce as much revenue
as the 16-20-percent plan,

The CuamryaN. If the 17 percent did not, at a flat rate, do you
think your organization woul(i’ prefer to go to a higher flat rate than
retain the 16-20¢

Mr. Duprey. I do not only think so, but there, are answers in my
brief which show they would.

Now, the drying: u}) of capital which is going into industry is
serious. In 6 years of the present decade the total new capital put
into domestic corporations is only $8,000,000,000——

The CrairmaN. How many years?

Mr. Duprey. The 6 years from 1932 to 1987, $3,000,000,000.

The Cuarraan, Does that include profits lowed bacl{

Mr. Doprey. No, sir; that is new capital, what arve called flota-
tions of new capital.

The CramumAN. I did not know there had been that much.

Mr. Duprey. In the previous comparable 6 years of the previous
decade it was $19,000,000,000; in other words, we are having only
$1 in almost seven in comparison with what it has been in the past.

Furthermore, unemployment of labor goes right along with unem-
ployment of capital; that is axiomatic.



REVENUE ACT OF 1038 1090

Senator KiNe. You do not call reflotations new capital

Mr. Dubrey. No, sir; that leaves out the refunding issues. Now,
it is very sessential that capital—

The Cuairman. How much is involved in new issues for the last
year or the last 2 years; have you those figures?

Mr. Duprey. For 1937, Senator?

Senator Kina. The calendar year?
Mr, Duprey. For the calendar year 1937, and that, by the way,

was a year in which business, for the first 8 months of 1937, was at
the highest level we ever had except 1929 alome. In that year,
despite that splendid business situation, the total new capital was
only $1,105,000,000 in comparison with $4,600,000,000 in 1927, 10
years before, )

I do not contend the undistributed-profits tax is the principal
cause of the failure of capital to go into business enterprise, but
I think it is a contributing factor. "I think the high surtaxes are
one of the principal causes for the failure of capital to be attracted
to business enterprise. The maximum rate is now 79 percent. At
$1,000,000 it is 76 percent and at $100,000 it is 62 percent. All of
those rates are sufficiently high so that the gamble is not good.
Whenever the Government takes more than two-thirds of the gain
and bears none of the losses, and so long as we have billions and
billions of State and municipal and Federal issues which are tax-
exempt and available to the weaithy taxpayers, we cannot expect
ca )itnldto be redirected into business enterprise until those rates are
reduced. :

Senator Kina. You understand, do you not, that the Federal issues
of t'ax-?exempt securities have been largely held by insurance com-

anies
P Mr. Duprey. Banks and insurance companies.

Senator KiNa. And they buttress the credit of the bank and at the
same time protect the hundreds of thousands of poor people as well
as wealthy people who have life-insurance policies.

Mr. Duprey. The table on page 8 of my prepared statement and
the table on page 11, also, show clearly what happens as surtax
rates are increased and reduced. For instance, the table on page 8
shows as the rates are increased the number of persons reporting
incomes of $300,000 or more drastically declines; as the rates are
reduced the number of persons reporting incomes of $300,000 or more
is very substantial% increased.

The Cuaraan., What are thése figures based on?

Mr. Dubrey. These are figures from 1917 to 1936, taken from the
statistics of income as published by the Bureau of Internal Revenue;
they are the Bureau of Internal Revenue statistics.

Now, the table on page 12 shows a startling result, The theory is
the higilest surtaxes hit the wealthiest classes; but as a matter of fact,
during the past 20 years, the lower the tax rates the greater propor-
tion of tax has been paid by people in the higher income groups,
whereas the higher the tax rate the smaller proportion of tax paid gy
those wealthy people.

For the 20-year period there are 11 years in which the maximum tax
rate on individuals is above 50 percent——

Senator Kine. You are reading from page 121
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Mr. Duptey. Yes. In those two groups of years, 1917 to 1922 and
1932 to 1936, the maximum tax rate on individuals was above 50 per-
cent, and during that period only 38 percent of the total tax paid was
paid by persons having more than $100,000 income, whereas 62 percent
was paid by persons having income of less than $100,000.

On the other hand, take the nine relatively low tax-rate years, which
are the years from 1923 to 1929 and 1930 and 1931; in all of those
years the maximum tax rate was up 50 percent, and at that time,
during those 9 years as a whole, persons having an income of more
than $100,000 paid 52 percent of the total taxes, and persons having
an incoma of less than $100,000 paid 48 percent of the taxes——

Senator Kinag. Is that 44 or 481

Mr. DuprLey. 47.9 percent, to be exact.

Senator Kina. I have the wrong one—1I see.

Mr. Doprey. Of course, the reason for that is obvious, During
these years, when the rates were put up very high, of course, they were
increased all along the line, starting at the bottom. People with mod-
erate incomes, most of them, the majority of their income is earned
and they cannot escape into the tax-exempt field, whereas the people
with the larger incomes, the greater part of their income being from
investments, they can escape into the tax-exempt field and do.

It is my belief that with a reduction to a maximum of not more than
50 percent tax rate on individuals, that a very substantial amount of
capital will be redirected into business enterprise, which we urgently
need there, and a greater proportion, rather than a smaller propor-
tion of our total tax burden will fall upon the wealthier groups that
are able to pay it.

I will be through in just a moment. My final suggestion is that the
tax base be broadened by lowering the exemption——

The Cramryan. You have said nothing about capital gains,

Mr. Duprey. I have not, Senator,

The CramrmaN, Do you discuss that in your brief ¢

Mr. Deprey. I have not, Senator, Of course, in a way the reduction
of the surtax to some extent takes care of the capital gains, so long
as a table such as that used in the House bill is used. If that is dis-
carded and a flat rate is placed upon capital gains, that rate should
have some reasonable relationship to the maximum surtax. Under
the House bill the maximum rate of tax which can apply to a capital
gain on an asset held more than 5 years is 16 percent,

The Cuamman. Without going into it fully, because you have
filed your brief, do you believe it would help to unfreeze some money
to put it into industry if with these other suggestions you have made
that the capital gains should be put at a reasonable figure, on a flat
rate, and put in a classification by itself

Mr. Duprey. I think it would help, Senator, but I think there is
one objection, if I may state it.

The CHAIRMAN. Yes.

Mr. Duprey. I think that the small taxpayer and the taxpayer with
a small income is entitled to relief with respect to capital gains in the
same proportion as a wealthy taxpayer. Under our old 1214-percent
maximum tax which was in effect so long, 10 or 12 years, no one got
any benefit unless he had an income of $50,000 or more.

The Cizamrvan. Your maximum surtax at that time was pretty low.
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Mr. DupLey. That is correct, it was relatively low. 1 do feel that
some consideration should be given to capital gains all of the way
along the line, in all income groups because of the fact when a man
does sell an asset which he has held for 5 or 6 years and realizes in
1 year the increase in value, theoretically it should be taxed just as
though he had earned it over the 5-year period. Of course, the same
is true of lawyers’ fees and that sort of thing, but unfortunately we
cannot do that because they come in in the year they collect it, glow,
as to broadening the base, there were only 2,800,000 returns filed last
year, as compared with 48,000,000 people employed ; that is less than
1 out of 14,

I would like to see that number trebled or even quadrupled. I
think it would be a splendid thing if we had 10,000,000 filing tax
returns and paying tax to the Government. In that case I think
it would be pos‘sibﬁ to eliminate some of the taxes those people are
now paying directly.

Senator Kine. Would you approach that objective by lowering the
amount of deductions or by increasing the income tax upon the lower
brackets—which?

Mr, Duprey. My thought would be to lower the exemptions,

Senator Kina. Lower the exemptions?

Mr. Duprey. Yes, sir.

Senator Kine. Thank you very much.

Mr. Duprey. Thank you, Senator. ) o
Senator Kina. Mr, J. C. Wilkes, Operative Builders’ Association

of the District of Columbia., Is Mr. Wilkes here?

(No response.)
Senator Kina. Mr. Donald Marks, representing H. Hentz & Co.

STATEMENT OF DONALD MARKS, NEW YORK CITY, REPRESENTING
H, HENTZ & CO.

Mr, Margs. I have a brief, Senator King, which I will file,

Senator King. Proceed, Mr. Marks,

Mr. Magks. I am here to make a plea for a rather narrow amend-
ment to title 8, schedule A, of the tax law »f 1926, as it now stands,
relating to transfer taxes on securities. I appeared before the House
Ways and Means Committee and presented my plea there, after hav.
ing vainly taken up with the Bureau of Internal Revenue and the
Treasury Department the situation presented by a ruling of the
Bureau which was made in March 1937 and reaffirmed, after some
discussion with the Bureau, in February of this year.

My plea is against a double taxation which has resulted from the
ruling of the Bureau, and I am basing my plea not only on the ground
it is an obvious ineclluity which plainly was not intended by Congress
but also because I feel that the amendment which I have to suggest
will actually result in an increase in revenue through added income
pnges because I am speaking for what may be called a depressed
industry. . )

H. Hentz & Co. is & member of the stock exchange and of various
other security and commodity exchanges in this country, and has
offices in some of the principal cities abrond. They have offices in
Amsterdam and Rotterdam in Holland, and this particular problem
relates only to purchases of American securities by Dutchmen,
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Senator Kine. You want us to take Holland, do you?

Mr. Marks. Not quite; I want you to do something for Holland,
and incidentally for ourselves.

Senator King. Just give us a conerete illustration.

Mr. Marks. The problem arises because in the very large invest-
ment business in American securities that has been carried on by
the Dutch, in various American securities purchased by the Dute
and taken to Holland have been put in what are known as Dutch
administration offices, which are stock corporations—there are about
300 of them, organized for the sole purpose of becoming depositaries
for American securities. The Dutch administration offices issue their
certificates against American securities and they are traded in on the
Dutch exchanges. That is the practice and has been the practice for
many years in Holland,

The Dutch administration offices are organized under the statutes
of the Netherlands and have no power to buy or sell securities them-
selves, but only the power to hold securities for deposit and retender
the American certificate upon surrender of their own,

Now, what has happened is this: The Bureau of Internal Rovenue
has ruled that there are two transfer taxes to be paid upon American
securities bought by Dutchmen and put into the name of a Dutch
administration office, and the reason they have ruled it is because
they have said the Dutchman who purchases the security must pay a
tax on the purchase and by transferring the certificate into the name
of the Dutch administration offico he must pay a second transfer tax
on the right to receive the certificate because title 8 taxes not only
purchases and sales but also transfers of the right tc receive.

I argued at length with the Bureau that the transfer of the right
to receive, if any occurred, took place outside ot the country, but
they turned me down on that——

The Cramman. If a party puts it in the bank here and it is
transferred the bank being the beneficiary, is it not true it has to
pay the tax?

Mr. Marks. Noj there are now in title 8 exemptions which are to
avoid double taxation where securities are put in the hands of nomi-
nees or custodians in this country, and I say the intent of Congress
plainly was not to have two taxes on any single purchase.

Senator Kina. Your contention is if I purchased stock here, as a
Dutchman, and pursuant to the plan in Holland, transferred it to
this organization, there would be just the one tax?

Mr, Marxs. There should be.

: Senator King. That is scarcely a transfer but merely a custodian-
ship.

Mr. Marks. Yes, sir. I might say this, gentlemen, that the result
of this ruling—the original ruling came down in March 1937, .and
from then until the reaffirmation in February of this year there was
great confusion in the application of this provision, but since this
affirmation of the ruling there has been a tremendous falling off of
the business of American brokers who have Dutch offices because
the Dutchmen say they are not going to buy securities and have two
taxes of 4 cents a hundred each imposed on every purchase.

The Cramman. I was under the impression the same rule applied
here; how about that?

Mr. L. H. Parger (Joint Committee on Internal Revenue Taxa-
tion). If a man wants to go to Europe and he puts his securities in
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the name of a nominee, for instance a bank, he has to pay a tax;
oven if the beneficial title has not changed he still has to pay another
tax.
The Cnairman. If a gentleman was traveling abroad to be gone
a year, he would go to a bank in Washington and say, “Here are my
securities; you may sell them”; he has to pay two taxes?

Mr, Parxer. The way he would get around it would be to give a
power of attorney. If he acted as agent it would not be. But the
ordinary way, years ago, they would put them in the hands of a
nominee.

Senator Kina, Suppose I was going abroad and I deposited a
stockk with my banker and told him, “If I draw a draft and I do
not have sufficient funds to cover, you sell that stock”?

The CrairyaN, You would have to pay two transfer taxes.

Mr. Parker, If you do it by putting it in the hands of a bank.

Senator Kina., Suppose I borrow money and put up the stocks as
security and go abroad and I do not pay my note on time and they
sell the stock; do I have to pay two transfer taxes there?

Mr, Parker. Noj I think not. .

Mr, Marxs. If T endorse a certiticate in blank and put it in the
hands of a bank with power to sell it, then there is no sccond trans-
fer tax on that deposit of my certificate.

Mr. Parker. With power of attornoey.

Mr. Maggs. Yes. The method suggested would not be followed
here. If I leave my stock in the hands of a broker, in street name,
or endorsed in blank, there is no transfer tax. I say clearly that a
method which has been followed in regard to American securities and
which has made a good market for American securities abroad should
not be submitted to a penal tax which will freeze that market. We
cannot afford to lose any revenue, I know, but what they have derived
from revenue on these double-transfer taxes will be lost by reason of
reduction of income taxes as a result of loss of this Dutch business.

Senator King. Suppose, as a Dutchman, I went to that organiza-
tion, the depositary, and I would say, “In order to avoid an unjust
tax, you 01'(591' for me 100 shares of stock and take it in your name,
although it is mine, and then give me the certificate; you are doing
that for me so I will escape the tax.”

Mr. Marxs. I would not be here if that simple method of evasion
could be followed, because the Dutch administration offices cannot
buy; they are not permitted to do so.

The Crramran. Have you filed your brief?

Mr, Marks, Yes, sir.

The CrAarMAN, This matter was brought to my attention by some
American bankers, that is, o certain feature of it. There may be
certain aspects of it that I do not recall, but the committee will con-

sider it. o
(The brief above referred to is as follows:)

MEMORANDUM IN RE PROPOSED AMENDMENT OF SCHEDULE A8 OF TITLE VIII OF THE
REVENUE ACT OF 1020, A8 AMENDED BY S8EOTION 723 (@) OF THE REVENUE AOT

OF 1032

This memorandum is submitted on behalf of H. Hentz & Co., of New York
City, members of the New York Stock Exchange and other American and
forelgn gecurities and commodity exchanges, and who have branch offices and
agents in many Huropean centers. These brokers, and other similarly situated,
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have been affected by a ruling of the Commissioner of Internal Revenue relating
to the transfer of stock purchased in this country by Dutch owners to the sev-
cral Duteh administration offices. The pertinent facts are as follows:

The Dutch administration offices are ccrporations organized under the laws
of Holland to act as depositaries for Aumerican securities which nre traded in
on Dutch securitles exchanges. Dutelhi owners may deposit such securities with
the appropriate administration offce and receive in exchange therefor cer.
tificates which are dellverable on the Dutch exchanges.

Dividends which accrue on stock deposited with a Dutch administration oflice
are payable to said office; and the holder of the Dutch certificate Issued against
the deposited shares may receive such dividend upon presentation of the cer-
tificate, which Is then stamped to show the payment of such dividend.

There are about 300 Duteh administrative offices. They are organized under
Statutes of The Netherlands, and they are quite uniform in_thelr “Statuten”
and bylaws, We are informed that they may act only as depositaries and may
not engage in the purchase or sale of securities. ‘T'here are elaborate safe-
guards established in thelr bylaws for the protection of the owners of ddposited
securities. A fee is charged for the making of such deposit and the fssuance of
the administration-office certificate.

All certiflcates deposited with an administration offlce must be issued in the
name of said administration office. 'They will not accept certificates in nego-
tinble condition or in common parlance, in “street name,”

The maintenance of proper arbitrage facilities between the Duteh and Aweri-
can s¢curitics markets necescarily involves the minimizing of expenses in con-
nection therewith so that the limits of price disparity between such markets
may not run to extremes. Both Investors and arbitrageurs in Hollnand neces-
sarfly use the administration offices. It is qulte usual for Duteh purchasers of
American securities to instruct the broker, either at the time the order for pur-
chase is given or at some time thereafter before the new certifiente has heen
issued in the name of the purchaser, to have the stock certificate issued in the
name of a particular administration office,

The Commissioner of Internal Revenue has ruled that in such cases a second
transfer tax is payable on the theory that there has heen a transfer of the right
to recelve from the owner to the administration office.

The ruling of the Commissioner is contained in a lntter dated March 24, 1837,
addressed to H. Hentz & Co.

Reconsideration of said ruling has been requested on the ground that such
transfer of the right to receive, if any there be, takes place wholly outside this
country and is, therefore, without the taxing jurisdiction of the United States.

However, in anticipation of a possible adverse decislon upon said appliea-
tion, this memorandum is submitted to request favorable conslderation of au
amendment of the law so as to avold the disruption of Dutch business which
has followed the ruling of the Commissioner.

A similar disruption of business with Switzerland has been experienced slnce
the method of handling American securities in Switzerland is similar to that
in Ilolland, except that the Swiss Banking Corporation acts as the depositary,
and the American certificates must be issued in its name.

It is suggested that the law be amended so as to enlarge the exemption from
transfer tax to include deliveries or transfers by n broker to a depositary,
custodian, nominee, or agent for a customer under certain limited conditions
which will not unduly broaden such exemption.

It scems obvious from the present weording of the proviso in schedule A3 of
title VITI, exempting deliveries or transfers to a broker for sale or by a broker
to a customer for whom and upon whose order he has purchased securitles,
that it was the intent of Congress to avoid double trausfer taxation in the
purchase and sale of securities. It is ?uite natural that where special faceil-
ities or methods exist in the handling of such securities, as in the case of the
Dutch administration offices, such cases might have been overlooked in the
drafting of the proviso above referred to.

However, there I8 no more occasion to impose a double transfer tax upon
the purchase of American securities by Dutch owners than in any other case,
where the purchase by reason of such special methods, requires issuance of
the new certifleate in the name of n custodian, nominee, or agent, That fact
should not result in double taxation. Such double taxation fmposes an undue
burden on the purchase of American securities by forelguers and tends to
impair thelr value in international markets,
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The revenue derived or to be derived from the imposition of such second
tax is trivial at best, and it is readily apparent that the indjrect loss of revenue
through the business which is lost to this country will far outweigh the small
returns from such transfer taxes.

Amerlean brokerage houses with offices fn IHolland, or with Dutch connec-
tions, and those with similar connections in Switzerland, huve complained that
since the ruling of the Commissioner above referred to, their business from
Holland and Switzerland has been materially affected.

On princlple, it is submitted that when securities are purchased and the pur-
chaser dircets his broker to have the new certificate issued in the name of a
custodian, nominee, or agent, there is not the substantial change of ownership
or interest therein which is or should be taxable. A custodian, nominee, or
agent holds the security for the benefit of the purchaser thereof, and therefore
no additional tax burden should be lnid upon the fssnance of the certificate in

the name of such custodian, nominee, or agent.
It 18 to be noted that if the Amerlean certifieates were transported abroad in

street name, and merely delivered from hand to hand in IHolland or Switzer-
Iand, there would be no tax on such transfers, The fact that the Duteh or
Nwiss owner, in order to meet the requirements of a speclal method which exists
in those countries, has the American certificate issued in the name of a cus-
todian, should not alter the taxable status of the transaction. The mere issu-
ance of the new certificate here in the name of the custodian should not he made

the occasion of a transfer tax.
An amendment to accomplish this narrow objective is simple. It i8 requested

that the third proviso of schedule A3 of title VIII be amended to read as fol-

TIows (italicized portions are new) :

“Provided further, That the tax shall not be imposed upon deliveries or trans-
fers to a broker or his registered nominee for sale, nor upon deliveries or trans-
fers by a broker or his registered nominee to a customer for whom and upon
whose order the broker has purchased same, nor upon deliveries or transfers by
a purchasing broker (a) to his registered nominee if the shares or certiflcates so
delivered or transferred are to be held by such nominee for the same purpose
as if held by the broker, or (b) to a depositary, custodian, nomince, or agont
for the customer if the instructions to make such delivery or transfer shall have
been given by the customer to the broker at or before the completion of the
purchase, but such deliveries or transfers shall be accompanied by a certifieate

setting forth the facts.”
The foregoing changes will not provide an unduly broad cxemption, but will

correct an obvious fnequity which {8 at the present time serfously harming our
securities business with Holland and 8witzerland.
Respectfully submitted,
BaER & MARKS,

No. 20 Exchange Pluce, Borough of Manhattan, City of New York, Attorneys for

H. Henty & Co,

Dated, NEw York, March 16, 1938.

The Crairman, There is one other witness, I think. Is Mr. Camp
heref

Mr. Canr. Yeos, sir.

The Cramrman, We will hear you now, Mr, Camp,

Mr. Camp. Mr. Chairman, if you wish to adjourn I could appear
in the morning,

The Cuamman. We will not have any time in the morning as we
have quite a number of witnesses scheduled to be here tomorrow.
. Mr. Camp. It will only take me a few minutes.

Senator Kina. Do you have a brief ?

Mr. Camp. Yes,

The Cuamrman, Are there any other witnesses who desire to speak
who were not on this calendar? .

Senator King. One or two witnesses did not show up.

The Cramyan, They will not be heard tomorrow then because we
have a full calendar.

All right, Mr, Camp, you may proceed.
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STATEMENT OF FRANK B. CAMP, CHICAGO, IIl

Mr, Camr. I represent the 100 Percent Endorsement Association
of Chicago, Ill. I am the executive secretary of that association, Mr.
Chairman,

A year ago it was incorporated to secure the 100 percent endorse-
ment of the toilet preparations industries of the United States.

On January 22 I appeared before the Ways and Means Committee
for all the associations in the United States except the Toilet Goods
Association of New York. That association prior to March 5 had
not endorsed the bill we are sponsoring which was introduced in the
House. Today we have the Toilet Goods Association’s endorsement.

The purpose for my being here is to ask you gentlemen to allow me
to put this amendment into the House bill, which reads, “That the
tax imposed”—

The Cuamman (interposing). Let me find that provision. That
is on cosmetics and toilet articﬁas?

Mr. Camp. That is the House bill. That is on page 299, line 86.

The Cramman, All right.

Mr. Camp. Our House bill H. R. 8484 asks for the repeal of the
entire section. This amendment also asks for the repeal of the entire
section.

Now, I have one other thing to ask.

The CaammaN. You are satisfied with certain provisions of the
House bill, but you do not think it goes far enough?

Mr. Camp. It does not go far enough, Mr, Chairman, and there is
no reason for segregating any one of those things from the other.

Now, I was told by the Ways and Means Committee it was a matter
of revenue. The Finance Committee naturally thinks they must have
revenue. There is no question about that.

I have an offer to make Congress whereas the Government can se-
cure enough revenue to take care of the entire repeal of section 603,
and also the excise tax collected from the radio industry, which was
mentioned by Mr. Geddes who preceded me here.

The CrarryaN. What is that tax?

Mr. Canme. This is a tax on international and express-money orders
of the United States of America.

Now, Mr, Chairman, I am only going to be brief.

On january 8, 1937, a member of your committee, Senator Arthur
Capper, wrote to me that he was very much interested in my letter
in which I said I would like to see a plan worked out by which
aliens would pay a tax of 25 percent on the money which they send
to their relatives in foreign countries. _

I have been trying to Eet a bill through Congress for 4 years.

I have a letter from the Assistant Postmaster General, and some
from seven or eiIght Congressmen, and from several Senators.

Prior to 1927 I had the Bonners Ferry News in Northern Idaho,
and I had occasion to contact the Great Northern and the Southern
Pacific and many others with employees approximating 10,000, And
there was a Greek section hand at Bonners Ferry, who was an alien,
and who had lived 10 years in the United States, and who every
month went to the post office in Bonners Ferry and bought a $100
money order for $1 and sent it to Athens, Greece.
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I have been told the Greek Government is taking 40 percent of
every dollar sent out by alien Greeks in this country.

It seems to me, gentlemen, you are seeking revenue, And as one
Congressman wrote me, he says, “You ask why Congress does not
enact a tax of 50 percent on international money orders. So far as
I know such a tax has never before beon suggested.” Why$ Is it
because we ave afraid of antagonizing our foreign voters that we
do not tax them for more than 1 percent to send money out when
they ?fnil to become citizens of the country they have lived in for
rears
) We are the only Nation left in the world, Mr. Chairman, where its
citizens send money out for any percent. !Why should we?

And if T understand correctly—I may be misinformed, but I think
not—there were $32,000,000 sent out last year from this country to
72 other countries by aliens and immigrants,

Now, why not 25 percent instead of 1 percent? It brings you
back tax which you eliminate from the excise taxes and the balance
helps Mr. Farley with the deficit in the Post Office Department.
It can be worked out. It is simple. It does not require any more
employees and it does not require the appointment of any com-
mission. The postmaster in each post office simply charges 25 percent
instead of 1 percent—1 percent, you understand, Mr. Chairman, to
send our money that is earned here by alien citizens to their own
countries, when now an alien can send for $1 the sum of $100.

I am offering you that as a bill, and if it could be introduced and
argued by your committee before the Senate I believe that you
would have the cooperation of 100 percent of the Senate behind such
a bill. Perhaps you would not have 100 percent, but you would have
a majority that would enable you to stop considering piecemeal
measures as to these various excise taxes,

I am not trying, you understand, to have a tax removed from an
industry just for the sake of having the tax removed, I have made a
study of this industry for 2 years inside and out. I worked for the
Internal Revenue Department in Chicago, Ill, in the Excise Tax
Division with warrants for distraint on taxes that were assessed 22
months back after a certain new rulin§ was made.

But what I am trying to get at is this: Today we have in Chicago
alone so man?' unemployed, worse than, I believe, it has ever been,
smﬁgerinf help in the department stores and in the offices everywhere.
And we have in the cosmetic industry a necessity for taking $500,
$1,000, or $2,000 to the window of the Collector of Internal Revenue
in‘cash every month, instead of being able to take and advertise a new
name on a new face powder or other products.

And there is not a gentleman on this committee, Mr. Chairman, who
has a wife and daughters, who can conscientiously say that toilet
preparations today are a iuxury. They are an absolute necessity,
unless you pay $50 an ounce for perfume, or unless you pay $40 a
box for an imported talcum powder. But the man with a wife
and daughters in any home will find everything that is taxed in
that list on the shelf and it is used, )

But I have this thought—and I know positively that it is not a
question of just taking and wipingboout excise taxes, But I do
know this—that ma: contacts with both cosmetic and with radio
people will enable Congress not only to eliminate soaps and tooth-
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pastes but everything in that section 603. And that is all I am
asking. I am here in this city today for the purpose of asking your
committee to repeal this tax; also for the purpose of asking you to
let me file this amendment and a brief on Saturday with these

remarks, .
The CrARMAN. I would suggest you get it in promptly.
Mr. Came, It will be here Saturday morning.

I thank you. .
(Subsequently Mr. Camp submitted the following brief:)

[H. R, 8184, 75th Cong., 2d sess.]
A BILY To terminate the tax on toilet preparations, ete,

Be {t enacted by the Senate and IHouse of Representatives of the United States
of Amcrica in Conyress assembled, That section 603 of the Revenue Act of 1032,
as amended (imposing a tax on toilet preparations, and so forth), is hereby

repealed.
Brier or 100 PERCENT ENDORSEMENT ASSOCIATION

(An assoclation to terminate the tax on toilet preparations, etc., sponsoring bill
. R. 8484, Chicago, IlL.)

BRIEF FOR REPEAL OF MANUFACTURERS' EXCISE TAX ON TOILET PREPARATIONS AS PRO-
VIDED FOR IN THE REVENUE ACT OF 1932 AND AMENDMENTS THERETO, BY FRANK B
CAMP, EXECUTIVE SECRETARY, 100 PERCENT ENDORSEMENT ASSOCIATION

Your petitioner respectfully represents that the membership of the 100 Per-
cent Endorsement Association consists of members of the toilet-preparation
industry located in every section of the United States and likewise members
of affiliated groups buying from and selling to the toilet-preparations industry.

The tollet-preparation industry, due to the imposition of the excise tax, has
suffered directly in four principal ways, as follows: (1) Loss of immediate
working capital, (2) creation of competitive restrictfons, (3) governmental dis-
crimination, (4) bankruptcies and failures.

The reference to loss of immediate working capital means, in substance, (a)
the loss of cash paid to the Government in taxes which should, in view of con-
ditions existing within the industry, be available for reinvestment in current
business; (b) the loss of reserve capital wherewith to offset general or local
business recesslons as are being experienced at the present time,

Unequaled taxation has imposed severe restrictions upon the toilet-prepara-
tion industry. Business competition today is between all industries that com-
pete with each other for a share of the public’s dollar. The most successful
industry is one that intensively applies all of its resources to creating a greater
volume of sales, higher turnover, and lower cost of operating expenses. Such
an industry can operate at a profit.

The toilet-preparation industry has been denied, through taxation, its rightful
opportunities to conduct this competition, It is obvious that such an industry,
when taxed, cannot devote its financial resources to compete with other indus-
tries which are not taxed. Industries which have a higher rate of turnover,
higher rate of sales, have a greater degree of proflt—industries which, by the
conservation of their moneys, can, under normal conditions, devote their full
energies to stimulating their production and distribution, and in subnormal
periods can better withstand business recessions.

The tollet-preparation industry of the United States has been forced to meet
all adverse economic situations, and by reason of discriminatory taxation has
lost its place in American business life until it has reached a point where it
no longer represents its industrial capabilities or possibilities. It is being rap-
fdly taxed out of existence—its bankrupteies and failures adding to the burdens
of the Nation.

It is conscientiously believed that the toilet-preparation industry has been
and is belng severely discriminated against by reason of it3 classification for
purposes of taxation—as an industry that deals in luxuries, and especially in
view of the fact that other industrles have long ago been freed of exclse tax:
which action places the toilet-preparations industry in an underbalanced com-

petitive position,
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It 1s further belleved that it is erroncous to construe the toilet-preparation
industry as a source of taxation, justified on the assumption that it {8 able to
pay its taxes and yet remain in existence. It is respectfully submitted that this
diserimination on the part of the Government has done more to retard the
growth of this industry than any other glven element and that this discrimina-
tion has caused such reverses in the past 5 years as the industry will never be
able to overcome so long as this diserimination continues. It is contended that
such conditions are economically unsound, unjust, and unequal, It is not be-
Heved that it is the intent of the Govermment to contribute toward their con-
tinuance.

I'ractleally every tollet-preparation manufacturer during the last several
years has been fnvolved In serfous tax litigation with the Bureau of Internal
Revenue regarding Interpretations and application of the tax on tollet prepara-
tiong, and particulnrly the small manufacturers of toilet preparations who made
monthly returns and paid taxes as provided for under the section relating to
tax on teilet preparations as interpreted by the former administration.

In 1635 different interpretations and applications of che section were invoked
and immedintely thereafter deputy collectors called on all toilet-preparation
manufacturers in the entire United States and set up additional taxes. It was
not a case wherein the present ndministration indicated that from a date a cer-
tain new policy would be fnvoked and that interpretations and applieation of
the tax would be thus and so, but, on the contrary, set up retreactive taxes which
the small manufacturers in the toilet-preparation industry cannot possibly pay,
and consequently will result in the closing of thelr doors or the flling of bank-
rupty proceedings. "The larger manufacturers of toilet preparations, although
Hkewlse assessed additional taxes, due to their reserve, ete,, and their method
of passing the tax on to distributors, will be the only ones able to ride the storm.

Your petittoner further respectfully represents that ihere has been an enor-
mous increase in selling prices on tollet preparations, yet said inereases all hnd
to be absorbed by the manufacturers engaged in the toilet-preparation industry.
Selling costs have materially increased, this being due to decreased prices, and
general business conditions having caused n decrease in sales, while salesmen’s
salaries and expenses have not decreased, and expenses in many cases, due to
hotel and railroad rates, have shown an increase,

The greatest demand for tollet preparations is through the chaln-store chen-
nels of distribution, sold to the consuming housewives at a set price of 10 ceuts,
Likewise there has been a material increase during the past several years in the
cost of raw materials, pnckaging, labor, overhend expense, other expenses, ete.
Manufacturers generally have been obliged Quring the pust 6 months of this year,
on account of underproduction, to carry an enormous loss in labor and overhead,
which had to be deducted from any net profit which they contemplated making,
because in cost accounting it ix necessary to figure cost of Inbor and overhead
upon costs arrived nt on the basis of eapacity on normal production, and this
is equally true as to flguring the expense factor and costs.

There has been a material decline in sales of manufacturers selling to the
wholesale trade and retail channels of distribution for the past 6 months, The
returns on excise tax themselves, as paid to the Treasury Department, show the
percent of the falling off of said sales.

Your petitioner further represents that there has been a noticenble feature
in analysis of present-day conditions in which there is a marked tendency to-
ward localization of business, Local and near-by territories have shown in
some instances a falling off of sales, which can be attributed, first, to higher
freight rates; and, secondly, the policy of hand-to-mouth buying, and low stocks,
which cause jobbers and retailers to buy where they can get the quickest service,
as sald wholesale and retail channels of distribution have refused to earry any
large amount of stock on hand.

There are certain sources using tollet preparations, such as beauty shops,
barber shops, ete.,, who compound and mix their own preparations in conjunction
with services rendered in sald establishments. No records are kept, no taxes are
paid, and yet they are in direcet competition with manufacturers who are
compelled to make required returns and pay safd taxes monthly.

Another bad competitive development exists wherein certain channels of dis-
tribution have toilet preparations manufactured and produced for them, which are
produced in bulk, the tax being pald on the manufacturer’s selling price to satd
channels of distribution. The distributor does not pay any tax on his sales to
the retail channels of distribution, yet there are certain small tollet-preparation
manufacturers who manufacture and produce tollet preparations and then sell
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direct to the wholesale or retail channels of distribution. It s necessary, in the
sale of sald toilet preparations by small manufacturers to the wholesale and
retail channels of distribution, to account for the sales made by them to the
retail channels of distribution, which nominally carry with the selling price man-
ufacturing costs, raw materinls, packaging, labor, overhead expense, commissions
pald salesmen, advertising, ete.

It is also worth consldering that 756 percent of the sales of tollet preparations
are direct to the housewlves, and particularly to the farmers and residents of
small towns. The housewlife cannot understand why it is necessary that she
should be compelled to pay a tax of 10 percent on tollet preparations when sume
are a necessity and not a luxury, while at the same time there is no further tax
on jewelry, candy, ete,, which might properly be elassified as luxurles.

Your petitioner further represents that a tabulation is now being prepared
relating to fallures in the toilet-preparation industry and likewlse pending addi-
tional assessment matters against small and large manufacturers, which will
plainly Indicate the dire need for retief for the small manufacturers.

In presenting these facts, it is especially urged that the tollet-preparation
industry be consldered as entitled to a complete elimination of excise tax, as an
industry deprived of Its competitive rights to such an extent that its economie
condition does not warrant a classification as a source of revenue, If freed from
taxation, the tollet-preparation Industry can recover a part of its lost advan-
tages, and by a utllization of its saved profits, recognize its cnsuing possibility for
stability and permanency. Through this means the payment of taxes under other
provisions of the IRevenue Act wil more than make up for any deficiency by the
eHmination of the present tax on toilet preparations. Unquestionably the revenue

will be used for fnereased pay rolls, Increased use of raw materials, increase in

production, etc.
The repeal of the 10-percent excise tax on tollet preparations and 5-percent tax

on toothpaste, soaps, etc,, should be made effective immediately, as the stocks of
this merchandise, both in the hands of the wholesale and retall channels of distri-
bution, are lower at the present time than at any other time in the history of the
industry. Accordingly the eHmination of the tax effective on some date in the
near future would cause minimum inconveniences and flnancial loss.

The appeal is endorsed by every large and small manufacturer of tollet prep-
arations in the United States and by the following assoclations representing this
industry : The Chicago Perfumery, Soap and Extract Association, the California
Cosmetics Assoetation, the Allied Drug and Cosmetic Association of Michigan,
and the Tollet Goods Association, Inc., of New York, also by approximately all
assoclations representing industries which buy from and sell to this industry.

The entire approximate revenue collected from this Industry yearly does not
exceed $18,000,000. The 100 Percent Endorsement Association realizes that
your committee cannot erase this amount from the actual revenue needed by
the Treasury Department, and because it so realizes it Is offering a substitute
tax, which, if enacted into lnw by the Congress, will produce a very substantial
amount above the $18,000,000 now collected In excise taxes from the tollet

preparations industry.
(Following is an outline of the proposed Federal tax:)

“I’noposs:o FepkrAL TAx oN ALY, MONEY OrDRRS SENT QUTSIDE ALL BOUNDARIES
oF THE UNITED STATES

“[An Act]

“UNITED STATES POSTAL DEPARTMENT—OFFICE OF THE POSTMASTER OENERAL

“By virtue of the authorlty vested in the Postmaster General, I, James A,
Farley, Postmaster General, do make, prescribe, publish, and give public notice
of these regulations, with the force and effect of law, to be in force and effect
on and after June 1, 1938, and until amended or sunerseded by regulations there-
after made by Congress with the approval of the President under said act.

“I. Definition

“The following terms ns used In this regulation shall have the meaning hereby

assigned to it
“All oney orders, secured or purchased, by any individual person, partner-

ship, firm, estate, or corporation, of Any fimount whatsoever, which said in-
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dividual person, partnership, firm, estate, or corporation, has secured or pur-
chased from any post office in the United States of America for the purpose of
sending to any individual person or persons, business houses, firms, or corpora-
tions, in any foreign country, shall be subject to a tax of not less than 25
percent of the face valne of sald money order and this tax of not less than
25 percent shall be payable to the postmaster of the post office from which said
money order Is purchased, prior to the issuing of said mouney order.

*2, There shall be one exception to the above ruling, to wit: If a sworn state-
ment accompanies the request for international money orders, showing that
money belng paid to an individual, partnership, firm, estate, or corporation
outside of the boundaries of the United States of Amerlea, is n payment for
merchandise purchased by sender, it shall not be subject to the tax. There
shall be no other exceptions.

“In witness whereof I have hereunto set my hand and caused the official
seal of the Department of postal affairs to be aflixed in the eity of Washington,

this 1st day of June 1938,
“JAMES A, FARLEY,

“Postmaster General.

“Approved :
“FRANKLIN D). ROOSEVELT,
“T'he President of the United States.
Your petitioner also wishes to incorporate in this brief the following copy of
a proposed bill to be later introduced in Congress:

“AMENDMENT Intended to be proposed by Mr, to the bill (IH. R. 0682) to provide
revenue, equalize taxation, and for other purposes

“On page 220, lines 3-6, insert the following:

“*(n) Toilet preparntions. The tax imposed by scction 603 of the Revenue
Act of 1932 shall not apply to articles sold after June 30, 1038.' "

This act must be legislated by Congress. Your petitioner is under the im-
pressfon that possibly such legislation must be inaugurated in the House of
Representatives because of its being a new revenue measure, but regardless of
where innugurated, such a tax is justifiable and when enacted into law will
produce twlee the revenue now collected by the Treasury Department in excise
taxes from the toilet preparations industry. One of your comynittee members,
the Honorable Arthur Capper has expressed himself as being in favor of a plan
by which allens would pay a tax of at least 25 percent on the money which
they send to foreign countries.  Your petitioner further feels that the absolute
repeal of the excise tax on all toilet preparations (section 603) will enable this
certain industry to do its shave toward taking up the slack of unemployment,

We therefore respectfully, urgently, and earnestly petition the Congress of
the United States to grant to the tollet-preparation industry the much-needed
relief by entirely repealing, at the enrliest possible moment, section 603 of the
Revenue Act of 1932, as amended, and all provisions pertinent thereto or in
connection therewith during this, the Seventy-fifth Congress.

Respectfully submitted.
FRANK B. Caump,
Ezcoutive Sceretary.

The CuammaN. The committee will recess until tomorrow morn-
ing at 9: 80,
Whereupon, at 5:05 p. m,, the hearing was adjourned until
Friday, March 18, 1938, at 9: 30 a. m.)
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FRIDAY, MARCH 18, 1938

UNITED STATES SENATE,
CoMMITTEE ON FINANCE,
Washington, D. C.

The committee met, pursuant to recess, at 9: 30 a. m. in the Finance
Committee room, Senate Office Building, Senator Pat Harrison

(chairman) presiding. .
The Crairman The committee will be in order. Mr, Iglauer, of

Cleveland, Ohio.

STATEMENT 0 JAY IGLAUER, CLEVELAND, OHIO, TAXATION
COMNMITTEE, NATIONAL RETAIL DRY GOODS ASSOCIATION

The Ciamman, Mr. Iglauer, we have been forced to limit these dis-
cussions if we are ever going to get a tax bill out of the committee.
Do you have a brief, so we can refresh our minds when we go into the

executive session f )
Mr. Terauer. T have that brief, and I shall also time myself so I

will not exceed 1y time.

The Crammman. You represent the taxation committee, National
Retail Dry Goods Association?

Mr, Ioraver. Yes; and 40,000 retail stores of other associations,
whose telegrams I shall submit for the record.

Senator TownseNn, In other sections of the country?

Mr. Ieraugr, All over the country. I represent 5,900 retail stores,
as chairman of the taxation committee of the National Retail Dry
Goods Association, In addition to that, I have teiegrams authorizin
representation from four or five national associations not affiliate
with the National Retail Dry Goods Association, representing some
40,000 retail stores throughout the country.

(The telegrams referred to are as follows:)

WasningToN, D, C, March 17, 1938.

Mr. Harowp R. YouNa,
3525 Davis Strect NW., Washington, D. 0.:

Will you ask Jay Iglaner to represent the opinion of our group of 5,000
member stores in his appearance tomorrow before Senate Finance Committee.
We are strongly and basieally opposed to the principle of this undistributed-
profits tax, as testified before the same committee 2 years ago by our repre-
sentative. We favor no cut fn revenue but substitution of flat corporation in-
come tax of slightly higher percentage to offset the possible loss of proceeds.
Will you seek, however, some rellef for smaller firms. Please ask in our behalf
repeal of salary publieity. A return to flat rate capital-gains levy in place of
present graduated tax and some strengthening of section 102 to stop under-
accumulation of surplus for tax avoidance.

NATIONAL ReTALIL, FURNITURE ASBOCIATION,
Wat, J. CHEYNEY, Vice President.

123
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NEw YoRrk, N. Y., March 17, 1938,

JAY IOLAUER,
Nutional Retail Dry Goods Association, Munsey Building,
Washington, D. O.:

In your presentation to the Senate Finance Committee of the views of your
association on pending legislation we understand that you plan to oppose the
undistributed-profits tax in any form and also to oppose further publicity for
fncome-tax returns in any form. We should like to have you know that this
association, representing 3,600 shoe stores in all scctions of the country, is in
thorough agreement swith this position. Our members strongly hope that the
committee will endorse the principles of no publicity for income-tax returns
and no tax on undistributed profits in any form.

NATIONAL COUNOIL oF SHOE IRETAILERS, INO,

INDIANAPOLIS, IND.,, March 17, 1938,
HaroLp R. YouNe,
Munscy Building, Washington, D. C.;

Iglauer authorized to volce our objection to continuance undivided-profits tax,
insist on reduction capital-gains tax, elimination salary publicity, and strength-
ening of act prohibiting accumulation of unreasonable corporation surpluses.
In our judgment everything possible should be done to simplify our entire

tax structure.
HERBERT P. SHEETS,

Cutcaco, ILt., March 16, 1938.

Harorp Young,
Washington, D, O.:
N. A. R. C. H. approves Iglauer recommendations. Authorized to speak for us

as outlined.
: NATIONAL ASsocIATION REtair, CLOTHIERS.

New Yorg, N. Y., March 16, 1938.
JAY IQLAUER, .
Care Harold Young, Wasghington, D. C.:

Understand you are to appear before Scnate Finance Committee Friday in
opposition to eapital-gains and undistributed-profits taxes, including publicity
of salarles of executives. The Limited Price Varlety Stores Association, repre-
senting 2,000 independent variety stores as well as claims in this fleld, agree
fully with the National Retail Dry Goods Assoclation in conviction that these
provisions are not merely unsound but actually harmful to the development of
American business. You may, if you so wish, state your views represent those

of our assoclation as well as your association.
Pavr, H. NYSTROM,

President, Limited Price Variety Storcs Association,

I shall go right to the heart of this thing at once.

I am og the Halle Bros. Co., of Cleveland, Ohio, and chairman of
the taxation committee of the National Retail Dry Goods Associa-
tion, representing 5,900 individual retail storc members located in
every State. The personnel of our committee includes several inem-
bers  who have been in the service of the association since 1917 or
1918 and continuously through the subsequent periods of business
depression, of great financial and political change, The committes
has worked with the Treasury Department, the Bureau of Internal
Revenue and with the successive congressional committees; it has
consistently viewed Government activity, both legislative and admin-
istrative, as a sincere effort by you to solve pressing national prob-
lems and not to create them.
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We realize that extraordinary conditions have existed which have
made extraordinary expenditures necessary; there are still problems
which may require continuing aid from State and Federal Govern-
ment. Looking to the future we are concerned with the preservation
and further development of our economic system. We believe this
can be best accomplished by encouraging the prosperity and expan-
sion of our industrial life.

Taxes are an essential part of the governmental and economic
picture; we are not here to ask you to reduce the total tax dollars
needed for essentinl and reasonably economical operation; we hope
you gentlemen will give attention very soon to reducing the cost of
government, Our suggestions will attempt tu clarify the function
of taxation; to point out the instability of yield under the present
law and to suggest means of relieving industry and distribution of
those psychological factors that breed uncertainty and hesitation;
that lead corporations to make unwise distributions of working cap-
ital and then to make retrenchment of physical expansion and reem-
ployment.

The function of taxation it seems to us, must always be primarily
that of obtaining revenue. WWhen weaknesses in our tax structure
develop and loopholes for some of our taxpayers appear, it is not
illogical for government to attempt to close .them. As a result
there has been a trend toward the use of the taxing power for regu-
lation or for punishment, With this resort to abuse of the taxing
power, we take issue.

Regulation and punishment are functions of government, but it
would be well to keep them as distinet as possible from the function
of revenue production. The reasons underlying this principle are so
numerous and so well understood that the time of your committee
will not be taken to outline them,

Section 102 is one of the remedies of the present law. It imposes
a penalty upon unreasonable accumulations of reserves to avoid
When it has been invoked by the Government, it has been

tax.
effective, we are informed, in 9 out of 16 cases. Whether it is
amended to strengthen it, or left in its present form, it is unlikely

to present any problems for the ordinary operating company. By
the intelligent and vigorous use of section 102, the proper regula-
tion, of those corporations especially created, or availed of to evade
tax, will be accomplished.

If you will strengthen section 102, and eliminate the tax on
plowed-in profits, you will remove one of the major causes of irrita-
tion on the part of the multitude of corporations whose history
belies any appearance of an attempt to evade taxes.

The revenue from income taxation is sensitive to the total volume
of business profits; government income from this source fluctuates
widely with the changing cycles of business.

Under a system of taxing corporations at fixed rates your Treas-
ury experts could use the cumulative data on trends of current busi-
ness as a_fair measure of the expected income. Under the present
system of taxing “plowed in” earnings, corporations, in one year,
following a number of years of good operation, may declare large
dividends—in the nex  :ar, they may Enve the same earnings but
Tequirements for workmg capital may force corporations to retain

10

their earnings, and pay the penalty.
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Thus in 1 year the yield from undistributed profits will be small
but the yield from surtaxes very large—the next year quite the re-
verse. l)t is unreasonable to expect. Treasury experts to foretell the
return from either source or from both sources, because of unpre-
dictable -changes in corporate policy, bred of necessity ,or uncer-
tainty.

I S)l'lbmit. that there is no reliable proportion between the amount
of tax saved to corporations who distribute their earnings, and the
amounts paid by the individual stockholders, as the result of such
distribution, If 150 million was the yield from the undistributed-
profits tax for 1936, the only year for which this information is
available, no one can say accurately that the return to the Treasury
from individual surtaxes would have increased by 150 millions if
corporations had distributed all their earnings for that year, with
no yield from the undistributed-profits tax.

Business fluctuations are sufficiently severe to cause the Treasury
ample concern without retaining factors of unpredictable character
inherent in the law itself.

It seems inevitable that the same total of corporate income will
yield entirely different. tax revenues in different years, both as to
revenuies from corporation taxes and that of individuals, In short,
the effect of the tax on earnings plowed into business is to make it
difficult in the extreme for the Treasury to budget Federal receipts
with any practical certainty.

Of the uncertainties and hesitation on the part of business we can
speak with first-hand knowledge insofar as it applies to the retail
craft. Certainly one of the important factors which has contributed
to this feeling on the part of business has been the imposition of the
tax on undistributed profits. In the opinion of our taxation com-
mittee, it strikes at the very heart of one of the basic principles of
American business—the plowing in of profits. This is particularly
true of retail stores.

In every urban community, stores have grown from small begin-
nings with few employees to moderate, and large, specialty and
department stores, each employing hunéreds, and often thousands
of people. The stores we are thinking of are a part of the very life-
blood of the communities you gentlemen represent. They have
grown as their communities have grown and in accordance with the
requirements of the consumers in their neighborhoods. This growth
was possible only through the willingness of the proprietors to
defer, for mnn{ years, the personal enjoyment of the annual profits,
while they built up the business and created increasing employment
for hundreds of their fellow townsmen,

.Under the present law, they must choose between two horns of a
dilemma: If they retain their profits for working capital, for the
retirement of debt, for the expansion of facilities and added em-
ployment, for the replacement of worn-out or obsolete equipment,
they must pay a penalty for such retention; if they distribute their
earnings to avoid the penalty, to that extent they limit the capital
available for any of the purposes just mentioned. The very fact that
such an alternative exists makes for division of opinion in the man-
agement of corporations as to which course is the more prudent, or
desirable, and tends to discourage the purchase of new equipment as
well as expansion of facilities and employment,
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The amount of the tax is actually of less importance to the business-
man than the method of its imposition. We agree wholeheartedly
with the public statement attributed to the chairman of the Finance
Committee, and with the attitude of his colleagues to which the
statement referred, reflecting a disposition to simplify the tax struc-
ture. I am confident that business in general, and retailing in par-
ticular, will be deeply grateful for any action this committec may
take to make our tax laws simpler and more understandable,

Under the urge of the undistributed-profits tax in 1936, corpora-
tions distributed in dividends a much larger share of their earnings
than formerly. Many of them, in the years from 1930 to 1936, used
up substantial portions of working capital as the result of the depres-
sion, but particularly because they continued to pay dividends out of
accumulated surpluses to aid the restoration of business. As a conse-
quence, they do not now possess the protective cushion of accumulated
surplus which was available in 1929 and 1930. More than ever it is
necessary for corporations to plow in their reduced profits to maintain
employment, to provide a cushion against losses during periods of
low net income, and to provide (:apita%L for the expansion of merchan-
dise stocks, of accounts receivable, and for reemployment.

Actually, taking the bill as it is now before you, the amount which
the Treasury suggests is necessary to make up for the loss of revenue
as the result of the elimination of the tax on undistributed profits, is
approximately 1.8 percent of the total estimated yield from corporate-
income taxes alone, or less than $22,000,000 at the outside. I am
taking $22,000,000 as the figure. If we take $10,000,00 as the amount
then 1t is only 3.7 percent of the total estimated yield from corporate
income taxes, but I am told that $22,000,000 is the accurate figure,
which is 1.8 percent. Now, so much for the undistributed-profits tax,

The Cuairman. Have you about finished your statement !

Mr. Ierauer. Yes; on that point. I want to talk about capital
gains and losses.

In the bill before you we are confronted with a new and extremely
com}slicated system of taxing capital gains,

The taxpayer is confronted with the necessity first of segregating
his gains and losses into the numerous categories of the bill. He
must. check every individual transaction to see in which of the 49
categories it belongs. He must test whether he is to add the net long-
term capital gains to his ordinary income and apply the usual normal
and surtaxes, or to compute the tax on the ordinary net income and
add thereto 40 percent of the net long-term capital gain to see which
method produces the lesser tax, and so on and so on,

We are informed that in 1936 this section of the revenue bill yielded
less than $24,000,000 and further decreases are expected by the Treas-
ury in 1937 and 1938. This contrasts with the testimony of M.
Magill, that the average yield of the years 1927 to 1936 inclusive was
approximately $141,633,000. Mr. Magill failed to state at that point,
what was the yield for 1936 alone.

It is common knowledge that the revenue yield has been substan-
tially reduced as a result of even the existing provisions of this law
and it scems obvious these new complications will further discournge
sales and purchases productive of tax revenue.

Our taxation committee had earnestly hoped that the proposed
bill would move in the direction of simplification—we are disap-
pointed that the contrary has occurred.
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The new definition of capital assets which will permit the taxpayer
to take losses against ordinary income from the sale of property
used in the taxpayer’s trade, or business, and subject to depreciution
allowances, constitutes some relief. There is however a situation
which arises frequently in the retail business and in that of buildin
contractors, and perhaps others of which we may not have knowﬁ
edge, in which su‘os in substantial amount made to a large corpora-
tion are paid for with the stock, or other securities of the corpora-
tion. The taxpayer receiving such stock, or security, in payment of
his bill puts tho security in his pm‘tfoiio and closes the accounts
receivable. Thereafter the stock, or security, becomes worthless, or
suffers substantial depreciation in value when sold. The taxpayer
cannot charge the full loss against ordinary income under the pro-
posed statute, If he was fortunate enongh to have taken the stocks
or bonds as security for a note or mortgage, it is true he would
probably be able to charge off the full amount of his loss if the stocks
or bonds become worthless, but not otherwise, However, in the
case of a taxpayer known to us who accepted $100,000 in second
mortgage bonds issued by an hotel company in exchange for mer-
chandise consisting of furnishings supplied to the hotel, the pending
reorganization of the hotel company will wipe out these bonds.

If the proposed change in the revenue act is retained limiting bond
and stock losses on corporation transactions to $2.000, there will be
a donial of a rightful loss deduction not involving an investment
or speculative transaction, but which is in fact a merchandising trans-
action in the ordinary course of business. This is an inequity which
should be cured in any revision of the capital gains and losses section.
Corporations which of necessity must accept securities in payment
of merchandise and services should be permitted to deduct such losses,
if any, in full, just as they charge off bad debts.

I think that is a new element that has not been studied before,

Finally as to gains and losses, we say to you with the greatest
earnestness--simplify the tax structure, please do not complicate it.
Encourage the purchase and sale of securities by adopting a single,
flat rate similar to the 1214 percent rate in the earlier statute,

Now, may I say just a word about publicity ¢ :

The taxation committee of our associntion strongly recommended
the elimination of that clause, known as 148-D in the existing statute
which requires the publication of salaries.

The very astute proposal of a member of the House Ways and
Means Committee to increase the limit to $75,000 for the purpose of
harmonizing the differences of opinion which existed among House
Members on_this g)rovision, has probably had the effect of satisfying
a great number of those whose names will not now be published under
the changed provision, but seriously gentlemen, I direct your atten-
tion to the principle presented in. this provision and its unfairness in
the higher brackets of which unfortunately not I, nor the majority
of our Members are victims, :

There may be some justification for the disclosure to stockholders
only of the salaries paid to the officers of a company, whose stock is
widely held, but the public disclosure of salaries both under the Se-
curities and Exchange Commission Act and the bill before you serves
two principal harmful purposes: First, it tends materially to nc-
cept class consciousness; the workman at the bench, the salesperson,
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or the floor manager, fnils to uppreciate the knowledge, the experi-
ence and the skill and personal qualifications of leadership, modern
business requires of exceutives. i‘)von if the salary of the executive
is only $156,000 per year the rank and filo may regard such compensa-
tion as excessive. Sccond, the individual is seldom an impartial judge
of his own value. When he learns through the newspapers of sal-
aries paid to one or more of his associates which may be in excess
of his own compensation he is made unhappy, and it may result in
irritations and lack of cooperation between the executives in an
organization, The disclosure of salaries in large organizations, which
would ‘be the ones affected by the new provision, would in our opin-
ion seriously impair the individual use}ulness of persons who might
think they had been rated unfairly by the management. This is a
serious handicap to the successful operation of a business and might
often result in injury to the interests of the stockholders.

The publication of salaries provides a convenient list for sucker-
seekers and criminals. I think this statement needs no elaboration.

The Cuamrman. Well, you do not object to a shareholder in a cor-
poration knowing what the salaries of the officers and executives in
that particular corporation aref

Mr, Iorauer. Not in the least. I believe the S. E. C. should reveal
to individual stockholders who have shares in the corporation any-
thing that they may want to know about the operation of the com-
pany, concerning its financial soundness, that will give them an op-
portunity to judge whether the organization is stable and whether
1t is spending its money wisely, but the public disclosure does not do

anything but satisfy curiosity seckers.

Senator Burkiey. What is your comment on the way the bill
passed the House in regard to this disclosure?

Mr. Torauer. T just said I believe it would make no difference
because their names would be no longer on the list, but as to the
larger corporations like General Motors, for example, where someono
in management has to determine the value of the individuals who
are the exccutives, and they themselves would hardly be fair judges
of their own value, when they sce the disclosure of the salaries paid
t{o other men of the organization and they feel that that compensation
ig in excess of their own, it makes for lack of cooperation between
the individuals and the management, and to that extent I think it is
a bad thing, and it might go so far, with a man of great capability, as
to affect the actual interests of the stockholders. Ei think nothing is
served except it provides a convenient list for sucker-seokers and
criminals,

Now, Mr. Chairman, I have finished. I have here a supplemental
statement. I want to offer it for the record.

(The supplement referred to is as follows:)

I have not included in my formal statement any reference to the so-called 1B
grovlslon originally in the House bill because of Its elimination in the bill now

efore you and because of the further fact that based on apparently depend-
able Information, the attitude of the Senate is not favorable to restoration of
this title. . However, Under Secretary Roswell Magill appoared before you urging
restoration of this provision. With no desire to consume unnecessarily the time
of your committee, In the event there is sufficient futerest in it, I have what
may be some flluminating observatlons with reference to Mr. Magill's initial
statement before the House Ways and Menns Committce urging the imposition
of this tax. In the printed hearings before the Committee on Ways and
Means, page 105, the statement of Mr. Magill 1s: “During 1030 the dividends
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paid credit for all corporations reporting prior to August 31, 1037, amounted
to an average of 80.60 percent of the adjusted net income. In the 10 years from
1926 to 1935, when no undistributed-profits tax was in effect, the ratio of cash
dividends pald to adjusted net income ranged from 57.1 percent in 1926 to
100.7 percent in 1932. In only 2 years, 1026 (567.1 percent) and 1928 (59.7
percent), was the ratio less than 60 percent. The average distribution of
Amerlean corporations of all sizes during this 10-year period, taking into
account both good years and bad, was 70.9 percent of net income."”

I call your attention to the fact that the 10-year period used by the Secretary
fncludes the beginning of the depression in 1930 and the subsequent disastrous
years, 1031, 1932, 1033, and 1934, It is a well known fact that many corpora-
tions, during the period of the depression, paid out substantially more than
their entire income in dividends in the hope of maintaining buying power in
the consumer, and many of these suffered scvere losses in their effort to main-
tain employment in the earlier years of the depression when they did not
fully redlize how long it would last. They were able to do both of these things
because of surplus accumulated in prior yecars when there was no undis-
tributed-profits tax.

I belleve it will impress you gentlemen as somewhat unfair to use a 10-year-
period basis, of which § years out of the 10 were the years of the depression.

Your attention is directed to the fact that in the years 1928 to 1929 the figure
ranged from 47.4 in 19238 to 620 in 1920. Percentages, however, do not tell
the whole story. We call your attention to the fact that in the year 1932 when
cash dividends were 100.7 of the adjusted net income, the adjusted net income
was only $2,305,000,000, compared with $12,649,000,000 in 1929, when 62 percent
was the ratio, or $8,055,000,000 in 1923, when the ratio was only 47.4.

Standard Statistics has compiled xome figures which may be of Interest in
this connection: 403 industrial companies, 22 utilitles, 25 rallroads, earned, in
the G-year period, 1930 to 1934 inclusive, a total of $8.008,000,000 and disbursed
in dividends $15,800,000,000,

It will be apparent to you I am sure that the record for the years used in
Mr. Magill's statement can hardly be regarded as an argument for the retentlon
of the tax on undistributed earnings.

Taking the figures from the Treasury reports of all corporations used by
Mr. Vinson and Mr. Magill, the total dividends of all companies for the same
years, 1030 to 1034 inclusive, were 19 billion 272 millions, compared with
earnings of 21 billion §51 milliong, or a ratio of 89.4 percent. Would you say
that that represented retention of earniugs when no undistributed-profits
tax existed? Would the undistributed-profits tax have increased the dividend
distribution? Is there evidence of unreasonable retention in the 10-year
period selected by Mr. Vingon?

Under the original House bill the “Vinson” report shows mnet loss in
revenue of 23 million in a total of § billion 300 million expected tax revenue.
“That certainly is substantially a balance”, he safd.

It would be interesting to learn from the Under Secretary what would have
been the return from the undistributed-profits tax for the year 1933 or the
year 1932 when the total tax received from all corporations was only 123
million in 1933 and 286 million in 1032}

In those two years all corporations in total reporting income showed a
comblined deficit of 2 billion 547 million and 5 billlon G644 million respectively.
Would the undistributed-profits tax have been a burden in those years of
great stress?  Would it have been fair to tax those few profitable corporations
for retaining their profits when the banks were closing and fear gripped every
business man? Would you gentlemen like to have such a tax on the statute
books if we should have another debacle in the coming years?

Senator Towxsenp., Mr. Chairman, T desire to insert in the record
a table worked out by the tax commission of my State, showing
the effect of this tax on estates. I do this so that the experts and the
Treasury Department may see it and work out an answer to it.

The Cuamrman. Without objection that will be ordered, and I
hope the representatives of the Treasury Department will take cog-
nizance of this, so they might elaborate on it.

‘1 8ource : Statlatical Abstract of the United States, 1036, page 187,
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(The paper referred to is as follows:)
Proposed REVENUE Act RELATING TO ESTATE TAxts REDUOEs STATES' REVENUR

Additional encronchment upon State tax systems and inronds jnto State
revenue are contained in the Revenue bill of 1038, as introduced on March 1,
pertaining to estate tax.

At the time the 1026 esiate-tax law was adopted, credit was allowed an
estate for 80 percent of the tax if paid to a State under that law, provided an
amount equal to such 80 percent wus paid to the State government, The varlous
States were urged to pass lnws enabling them to take advantage of this source
of revenue, derived from a Federal tax bill. Although this advantage was not
extended in the revenue lnw of 1036 pertaining to estate tixes, neith r was it
restricted by the later law. .

Analysis of the 1938 vevenue Ml Indicates that if it 1s passed every State
which has enjoyed the equalization features of the 1926 bill (in some cases at
the iusistence of the Federal Government) will derive much less revenue than
under the present S80-percent provision, sccording to every case reviewed by
the State tax department. In no case did gift taxes act to reduce the amount
of the credit previously enjoyed by this State. If such gift-tax credit had been
allowed before computing an 80-percent credit under the 1936 act, no case has
been found where the anmount aceruing to the State wounld be less than 80 percent,
yet it is proposed to reduce this credit to 16% percent and give the impression
that the States will enjoy the same yield.

The proposed law provides for a credit of 1614 percent. On all estates valued
at $1,500,000 or more the decrease and consequent loss to the States from this
change In credits allowable is as shown in the following table:

8§0-percent | 1614-per- Decreass
Amount of
Net estate after $40,000 exemption Federal credit | cent credit |
estate tax under 1928 | under pro-
g act posed law | Amount | Percent
$1,800,000. . ..ottt 600 66, $83, 120 3,831 5.7
$2,000.000. - . 557, 600 102, 480 92, 004 10, 476 10.2
$2,500,000. 747, 600 142,000 123,354 18, 646 13.1
§3,000,000 952, 600 185, 20 167,179 28,341 15.2
Pint b | me) mml wh) e
,000,000. ... s ]
$4,500,000. . 1:657. 600 340, 080 273, 504 66, 676 19.5
g.ooo.ooo 1,922, 600 396, 080 317,220 78,85 10.9
,000,000 2, 482, 600 515, 600 400, 629 105,971 20.4
$7,000,000 3,073, 600 643,120 979 136, 141 2.1
$8,000,000. . 3, 682, 600 778,610 607,629 171,011 2.9
,000,000. 4« v eeieemimameee s 4,312,600 922, 160 711, 870 210, 58! 2,8
10,000,000.. 4,062,600 | 1,073,680 818,829 254,85 .7
,000, 1, 600 {1 2,673,200 | 1,924,329 748,871 23
,000,000. 7,473,200 | 5,339,820 | 2,133,371 A5

Prepared by State Tax Department, State of Delaware, Mar. 16, 1938,

The Cuamman. I again implore the witness to try to stay within
the time limit, because 1t is not a pleasure for the chairman or anyone
on the committee to call anybody down or to suggest to them that

their 10 minutes’ allotment has expired.
Mr. W. J. Kelly, of Chicago, representing Machinery and Allied

Products Institute.

STATEMENT OF WILLIAM J. KELLY, CHICAGO, ILL, PRESIDENT,
MACHINERY AND ALLIED PRODUCTS INSTITUTE

Mr. KeLry. The course of a nation’s history can be determined in

substantial measure by its tax policies,
The future of millions of Americans will be permanently affected
by tax policies instituted, perpetuated, or discontinued at this session

of the Congress of the United States.
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The questions involved are grave. Practically every citizen—cer-
tainly every businessman and every business organization—now has
a broad and active interest in the proposed provisions of the Revenue
Act of 1938, They should freely comment upon them for the welfare
of the Nation demands and past experience proves that thoughtful
consideration must be ap lie(F to them if further pitfalls of entranc-
ing theory are to be avolded. In that spirit and in the hope that our
views may make some contribution in aiding your committes and
the Congress to exert a positive and constructive influence on_the
future course of the Natlon’s business and industrinl history, Ma-
chinery and Allied Products Institute makes this statement to your
committee, now charged with the great responsibility of developing
the needed modifications.

Sweeping changes have occurred during the last 5 years in tax
policies in the United States. These changes have exerted profound
influence upon the saving and investment policies of individuals and
upon the operations of private business and industrial corporations.
‘But, unfortunately, we had to be visited by a so-called recession before
public opinion became aware of the uncertainty current tax policies
1ad created in the minds of that large segment of the American
people which either invests accumulated savings or bears the respon-
:sibility of protecting the savings of stockholders invested in business
enterprises,

Let us carefully note right here that adequate savings and invest-
ment policies of individuals are not ends in themselves. Neither are
such progressive practices and operations .of.the corporate enter-
prises of private business as to stimulate initiative and the hazarding
of capital and credit in long-range plans ends in themselves. They
all combine merely as means to an end. That end is the gainful
employment of so large a proportion of the employable population
of our country as will sustain and raise the American standard of
living for all our people. That is the sole result which produces

rogress for the Nation, happiness for our countrymen, and profits
or business.

Tax policies today more than ever before are a determining fac-
tor in business conditions. Twenty-five years ago, when only 6
cents of each dollar of national income was taken in taxes, taxes
had little economic or social effect. Now, with 20 to 25 percent of
each dollar taken as taxes they have become a factor having pro-
found economie and social effect. The sweeping changes of the past
few years in types of levies have made the effect even more pro-
nounced, so that the tax Policies now under consideration by this
committee are incomparably more important to business conditions
and national welfare than those of a decade ago.

Further than that, our economy is more susceptible to fluctuation
today than formerly because an increasing proportion of all goods
produced are of a durable or semidurable character, and purchase
of them can be postponed when confidence in the future is lacking.
Tax measures which affect confidence tend to paralyze the 40 per-
cent of our |I)roductive gystem which is devoted to durable-goods
production. It is in the durable-goods industries and activities de-
pendent upon them where our principal unemployment has existed
since 1930; it is in these industries that unemployment is being
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forced upon us most rapidly today, and it is here also that the
potentialities for new employment are greatest.

Now the citizen, and perhaps least of all the business man, canr
make no just comi)laint against paying equitable and reasonable
taxes. The spirit that prepares the good citizen cheerfully to carry
his end of the tax load 1s the same urge that makes him insist more-
over that the total tax bill be the lowest possible and the spreading
of the assessment the fairest possible. Above all he expects his
Government to be practical.

Unhappily, the sweeping changes in tax policy referred to have
been far from practical, however proper and praiseworthy in theory,
the underlying ideals and aims may be. For recent tax policy has
been premlse(ﬁ in our judgment assertedly and evidently, upon the
following ideals and aims (undoubtedly among others of minor
ime‘tance) :

. That taxation be based strictly upon ability to pay.

B. That income from corporate operations be uniformly taxed,
whether paid out or retained; that failure to disburse income as
taxable dividends not permit a corporation to deprive the Govern-
ment of revenue.

C. That income realized by capital gains, enjoying equal purchas-
ing power, be taxed equally with income otherwise earned .or re-
ceived, and that allowance of capital loss as.an offset be restricted
in order to prevent excessive speculation in securitjes.

D. That large family fortunes and consequent concentration of
woalth be not perpetuated to the extent of past years.

E. That personal incomes of unreasonable size be reduced by high
surtaxes on individual incomes of large amounts.

I draw your particular attention to these ideals and aims, for I
now make the assertion and will spend some time in supporting the
statement that in practice the results have been in some cases dia-
metrically opﬁ»osite, in others have failed in objective, and that the
net effect of all this has been to deprive those most needing them of
opportunities for employment and better living, It is not too much
to add I think that our targets looked as though they should be hit,
but our shells hurt the innovent bystander—the unemployed—much
more than they punished the taxpayer.

Therefore I wish to discuss these subjects¢

1. The surtax on undistributed earnings in theory and practice.

2. The graduated normal income rates in theory and practice.

3. The capital gains and losses tax and effect upon Federal reve-
nues and activity in the securities markets.

4. Excessive inheritance taxes and their effect upon an open and
free flowing capital market.

5. Excessive taxes on income of individuals in the higher brackets,
relative to tax policy and effect upon business enterprise.

1. THE SURTAX ON UNDISTRIBUTED EARNINGS IN THEORY AND PRACTICH

A tax upon undistributed earnings first received serious considera-
tion in the proposals advanced by the Treasury Department for in-
corporation in the Revenue Act of 1936. You will recall that as so
recommended it was passed by the House as a punitive tax of con-
fiscatory proportions replacing the normal income tax on corpora-
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tions. Such a concept of tax method had no precedent in the statutes
of the United States, and it had no sponsorship or backing in busi-
ness and economic fields.

A popular reason then advanced for this method of tax was that
it assured payment of equal taxes upon equal income and applied
more equitnb?y the principle of taxation on the basis of ability to
pay. While all corporate income was taxed at normal rates when
earned, it was pointed out in support of the undistributed earnings
tax that while a part of corporate income was again taxed as divi-
dends in the hands of stockholders, the remainder of it avoided bein
taxed again if it was retained by the corporation as surplus instea(pf
of being disbursed to stockholders. Therefore the claim was made
that the tax upon undistributed corporate earnings, replacing the
normal income tax, would either force out income to stockholders in
whose hands it would be taxed, or would subject it to heavy penalty
if retained by the corporation.

Among many effective arguments presented to your committee
against 1t, proof was offered that the House bill would have had the
result of w‘m]]y exempting from Federal income taxation the earn-
ings of hundreds of large corporations possessing substantial reserves,
while transferring the burden to relatively small or less-well-financed
companies needing to retain part or all of their earnings for the pur-
poses of their businesses. Prominently included in this classification
were countless companies in industries, such as the capital-goods
industries, where volume of business is subject to wide fluctuations,
and a larger proportion of earnings is necessarily retnined for future
operations. Rather than promoting the objective of equal taxation
on basis of ability to pay, the House bill stood convicted of accom-
plishing the exact opposite.

You will remember, too, that despite administration insistence in
favor of it, your committee wisely recommended modification and
combination with the normal income tax. By so doing your com-
mittee, in our judgment, averted a drastic and immediate unbalancing
of the economy. ~Aside from a small and shrinking minority we all
agree now, I think, that your action was not nearly far reaching
enough, however, for while it deferred the cause of much of the sub-
sequent unbalance and loss of confidence culminating in the present
business recession, it was not by any means sufficient to remove the
cause, and tremendous distress has ensued,

Nevertheless, despite our costly experience, the same reason has
again been directly or inferentially advanced by the proposals of the
House subcommiittee for retention of the undistributed-earnings sur-
tax in reduced amount, and for imposition of the surtax on “closely
held” corporations. Before commenting further on the proposed re-
tention of the surtax in reduced amount I want to express our great
rratification that the proposed “closely held” corporation surtax has

een so overwhelmingly defeated by the action of the House of Rep-
resentatives. If enacted, it would have constituted gross inequit
and placed an unbearable load upon the kind of companics whicf;
more than any other has brought profit and progress to our Nation.
Indeed, it would have surpassed in unfairness the provisions of the
present Revenue Act.

A further argument made for the surtax on undistributed earnings
of corporations is to the effect that the accumulation of savings or
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surpluses on the part of corporations is harmful and should be pre-
vented. Does this not mean that the surtax was predicated upon the
erroneous assumption that government in a free-enterprise system
should undertake to determine the distribution of the national in-
come l;et,ween savings for reinvestment and expenditures for current
livin
Inﬁeed, the objective reveals itself as threefold:
First, to force such savings into circulation as purchasini: power
in the consumption-goods industries on the mistaken theory that such
savings, if retained by the corporations, would not contribute to pur-
chasing {)ower. o
Second, by forcing such disbursements to remove the possibility
that such funds would be used in the securities markets by a corpora-
tion to bid up the prices of securities. Presumably, this idea was
advanced on the mistaken information that the savings of corpora-
tions were substantially responsible for the extent of 1929 specula-
tion,
Third, by forcing such disbursements to deprive corporations of
some or all of their liquid assets, and so control the extent to which
capital facilities would be expanded. This apparently on the theory,
again mistuken, that the expansion of plant facilities in the twenties
was excessively large, and t‘mt capital-goods industries should never
be permitted to advance faster or to reach a larger vohume of pro-
duction than the consumption goods industries. Kach of these prem-
ises in our judgment was based upon misinterpretation of economic
fact and social effect,
In its statement before your committee in May of 1936, directly
pertinent both to the House hill then before you for consideration
and the Revenue Act of 1936 as enacted, the Machinery Institute
listed 10 evils which the undistributed-earnings surtax would inflict
upon the economy of the country. KExperience since has compelled
universal recognition of these ill-effects, for the undistributed-earn-
ings surtax has been found to have—
1) generated uncertainty and lack of confidence.
2) unduly encouraged liberalized dividend policy which will re-
sult in deepening and lengthening depressions.
§3; fostered industrial inefficiency and obsolescence.
4) penalized new corporate enterprise, expansion of industrial
activity and development of new products.

5) multiplied taxation on depreciation reserves.

6) resulted in the imposition of heavy tax penalties on unrealized
or “book” profits.

(7) inequitably subjected capital gain to heavy snrtax without al-
lowance of offsetting capital loss on depreciable assets.

- &8) resulted in a confusing multitude of inequitable exemptions
and “relief provisions.”

(9) borne out prognostications of harmful fiscal effects, made on
the basis of itemized comparisons of the operating statements of in-
dividual companies for prior periods.

(10) unfairly penalized capital goods companies without recogni-
tion of fundamental differences in operating conditions and financial
ratios existing between capital goods and consumption goods com-
panies.

54885—38——10
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The bill now before you embodying the recommendations of the
House Ways and Means Committee for the Revenue Act of 1938 pro-
vides for a contiuation in modified yet substantial degree of this
detrimental surtaxing of undistributed profits.

The bill seeks to retain the surtax to such extent as still to bulk
as large as 25 percent of the basic 16-percent normal tax proposed
in the “general rule.”

If, as is overwhelmingly established to be the fact, the effects of
the undistributed earnings surtax are economically unsound, there
can be no justification for continuing the precedent in any degree
whatever. Industry and all of business need now to be assured that
Congress recognizes the evidence presented in the record convicts the
surtax, and that the threat of unsound manipulation of corporation
income will be definitely and finally 1'emove(l(.) Long-term planning
in industry, upon which so much employment depends, demands that
by positive action industry be assured that this method of taxation
will not again be forced upon it.

We reiterate that mathematics do not comprehend a program em-
bracing this form of surtax which is equitable. In whatever degree
it is retained it is unfair to the capital-goods industries where busi-
ness and profits fluctuate widely in contrast to consumption-goods in-
dustries where business and profits are relatively stable. Fairness
and common sense demand its complete repeal.

I do not wish by what I say to imply that we fail to recognize that
instances exist of unreasonable retention of earnings for the purpose
of avoiding Federal taxation. But as we stated to the Ways and
Means Committee of the House on January 22, repeal of the undis-
tributed-earnings surtax having been accomplished, we are confident
that on the side of necessary reform reinforcement of section 102,
which is the provision of the present act against unreasonable reten-
tion of earnings, can be successfully implemented. Similar beliefs
as to this have recently been expressed on the floor of the House, and
I confidently believe that a public-spirited committee of tax experts,
attorneys, and businessmen working with Treasury officials would
find sufficient ingenuity within it to accomplish such reinforcement
of the present section as would be equitable to all.

2, THE GRADUATED NORMAL INCOME-TAX RATES IN THEORY AND PRACTICE

The Revenue Acts in 1935 and 1936 introduced for the first time
the practice of using graduated rates of Federal normal income tax
for corporations, based solely upon the volume of income, The 1935
act substituted for the flat percentage tax upon corporate income
applicable to all corporations, a tax ranging from 1214 to 15.per-
cent—121% percent upon income of $2,000 or less, 13 percent upon
income of $2,000 to $15,000, 14 percent upon income of $15,000 to
$40,000, and 15 percent on incomes over $40,000, The Revenne Act
of 1936 widened these graduations, by increasing the range to from
8 to 15 percent.

In the bill for.the Revenue Act of 1938 now before you it is pro-
posed to retain the principle of graduated rates.

The theory underlying the levy of a tax graduated in relation to
volume of income is presumably that of taxation on the basis of ability
to pay, with the premise accepted that large corporations are better
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able to pay higher percentages of their incomes than are small com-
panies. Obviously, therefore, the theory of graduated tax in relation
to volume of income overlooks the fundamental fact that corporations
are merely groups of individuals organized for profit. Yet no such
claim has ever been proved, for the simple reason that statistics upon
which to prove any such claim do not exist—that lnrge companies are
owned entirely, characteristically, or even to average extent by stock-
holders best able to bear the burden of higher Federal income-tax
rates. Similarly there is no evidence that small companies consist
entirely, characteristically, or even to average extent of stockholders
least able to bear the burden of higher Federal income-tax rates. And
again, mere volume of income, without reference to its proportion to
the investinent in the business and rate of profit yield, is no measure-
ment of ability to pay.

A tax levied upon corporate income, graduated in relation to the
volume of such income, and without consideration of the relation of
such income to invested capital, penalizes apparent size only. The
precedent of such taxation opens the way for far-reaching inequities
and oppressions of the small stockholder in a large company, as
against the large stockholder in a small company.

3. THE CAPITAL GAINS AND LOSSES TAX AND EFFECT UPON FEDERAL REVE-
NUES AND ACTIVITY IN THE SECURITIES MARKETS

An open and free-flowing capital market is ar essential to all busi-
ness, but absolutely so as to the machinery, capital-goods, and related
lines of business. DBecause of their reliance upon long-range plans and
long-term credit, it is of transcendent importance to durable-goods
lines. It is in the durable-goods lines, T take the liberty of remindin
you again, where we have great resources comparatively pm'alyzeﬁ
and contriimting vastly to a precipitately declining national economy.

The volume of transactions in the securities of business has been
greatly reduced. New securities issues still total less than one-third
of normal amount, Investment capital ordinarily available to new
enterprise has shifted to large extent to tax-exempt securities and
i)t,h]({ay securities which fluctuate little in price. Venture funds are

acking.

The%lenrth of activity in the sccurities of business may be explained
in important part by the policy of taxation embraced in the capital

ins and losses tax. ‘The capital-gains tax, which in 1932 provided

or offsel of capital losses before application either of normal rate or
of a flat tax of 1214 ?ercent on net capital gains, whichever was lower,
has been progressively increased, The Revenue Act of 1934—continu-
ing to date—restricted the offset of capital losses to $2,000 above the
capital gains in that year and, in lieu of the 1214-percent rate, pro-
vided for inclusion in normal income of proportions of capital gains,
varying from 100 percent of capital assets held 1 year down to 30
percent of those held more than 10 years, subject to full normal and
surtax rates,

More than anything else, the capital-gains tax, in our judgment, is
responsible for— )

1) The widespread postponement of taking of capital gains, and
an unwillingness to risk capital in pursuit of new capitul gains, thus
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reducing the volume of trading in securities and subjecting the se-
curities markets to wide fluctuations in prices as a result of “thin”
markets;

(2) The shift to tax-exempt securities—to which I will later refer
in greater detail—and to securities of minimum risk and little price
fluctuation, with consequent reduction in the supply of venturesome
capital; and

(8) The lack of favorable capital markets available to small, mar-
ginal, and new enterprises. Taxpayers subject to heavy gains with-
out full privilege of offsetting capital loss are reluctant to purchase
securities of high risk and consequent prosFect of sharp fluctuation
in price, because it becomes too costly to sell when a sale appears de-
siri(alble, and in event of loss little if anything can he taken as a tax
credit.

It is time the proposals before you modify the tax rates upon capital
gains and we note with encouragement their improvement over the
provisions now contained in the Revenue Act of 1936. Particularly
do we welcome as a necessary and very helpful change the recommen-
dation of the House that the definition of “capital assets” in section
117 (b) of the Revenue Act of 1936 be amended so as to except de-
preciable assets used in business and trade. This modification, by
which such depreciable assets will be exempted from the $2,000 limi-
tation on capital loss, is of vast importance to machinery manufac-
turers and their customers. The Machinery Institute has urged this
new provision upon many occasions. A flagrant inequity of past
treatment of depreciable assets has now been removed if acceptable
to you. We commend and are most appreciative of the action of the
élouse in this respect. We urge and hope for the concurrence of the

enate.

We are happy to observe also that even as they are now drafted
in the House bill, the provisions for taxation of capital gains and
losses will result in increased revenues to the Government, because
by reducing to the extent proposed the burden of taxation of capital
gains, the free flow of capital will to a degree be stimulated, with a
resulting number of transactions subject to tax. It is our judgment,
however, that the proposals do not begin to go far enough in this
direction. This may be said not alone from the standpoint of the ob-
jective of a productive rather than a punitive tax—of stimulating
the free flow of capital into securities of business—but also from the
standpoint of Government revenues on securities transactions,

It 1s axiomatic that a tax which discourages capital transactions
will produce less revenue than a reasonable tax which does not deter
such transactions. We believe that figures compiled in the Treasury
Department must show that the tax on capital gains has reached a
point of diminishing returns and that in comparison with volumes
of transactions normally and reasonably expected under conditions of
free and open capital markets the lowering of rates of tux upon capi-
tal gains will sustain and increase Federal revenues from this source.

Therefore we urge:

(1) That the rates of tax on capital gains now proposed in the
House bill be further reduced to a flat rate low enough to encourage
the taking of gains.

(2) That provision be made for full offset of capital losses against
capital gains, now denied in the House bill recommendations, with-
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out any restrictive provision such as that to compel the application
cf short-term losses against short-term gains, and vice versa,

s3& That the net capital loss carry-over recommended in the House
bill be extended to permit carry-over of all capital losses not offset
by capital gains into any one of 3 succeeding years.

Such changes in the revenue act will generate confidence in business
enterprise on the part of owners and managers. They will stimulate
enthusiasm for the securities of business on the part of the American
public. Renewed business activity and employment will quickly

follow.

4. EXCESSIVBE INHERITANCE TAXES AND THEIR EFFECT UPON AN OPEN AND
FREE-FLOWING CAPITAL MARKET

During the last few years inheritance or estate taxes have been
staggeringly increased. ~Commencing with 1932 the rates were tre-
mendously mereased, while the specific exemption was substantially
decreased and credits for State taxes remained stationary. The
following nypmximntiun will serve, however, to illustrate the im-

mensity of the increases:
Rates (pereent)
1020 : $100,000 eXeMIPt - o e
1932: 850,000 exempt
1934 : 850,000 exempt

1935: $40,000 exempt
1038 (proposed) : Previous exemptions of $40,000 cach for inheritance and

gifts. total $80,000, reduced to total $40,000_ . _____ 2~
The approximate effect assuming an estate of $150,000 after gifts
to individuals prior to death of $40,000 may be roughly seen as

follows:

19201 1 percent of §50,000. .. e e $500
1032: 1 to 7 percent of §100,000. e 4, 600
1934: 1 to 9 pereent of $100,000_ _ e 5, 200
1935: 1 to 17 percent of $110,000. oo 10, Y00
1938 (proposed) : 1 to 17 percent of $160,000. . ______ 15,113

Need for revenue has of course increased substantially during these
years, but further than this it is apparent that increases of such
proportion have been the result of an underlying philosophy ex-
pressed in the doctrine that the wealth of America is unduly concen-
trated. Such fiction as the recent Sixty Families is an exposition of
this poorly based belief. The doctrine that redistribution of wealth
should be and ean be forced overlooks at least two significant facts:

L. In America more than in any other major country in the world
wealth is not perpetuated indefinitely. American competitive enter-
priso is such that opportunity for wealth is available to the nvemi;e
man to a degree without precedent in any part of the world. The
ability to vetain it once it is acquired also requires rare skill, if we
are to judge from the history of fortunes made and lost. The process
of accumulation and dissipation are constant and reasonably equal-
ized. In America, family fortunes as a rule have not been {)erpetu-
ated over many generations nor as is gencrally supposed have all
large companies managed to retain their positions.

A study by the Twentieth Century Fund indicates how transitory
is the leadership of business and industrial corporations. Of the
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200 largest corporations in 1909, this study reveals, 89 had dropped
out of the list by 1924, Many which remained on the list were operat-
ing unprofitably and clearly on the decline, Fourteen of the forty-six
ratlronds on the list had lost their positions of dominance by the
end of 15 years; of the 55 utilities, 28 had disappeared from the
roster of the 200 largest corporations; 47 of the 99 industrinls had
dropped ount by the end of 1924,

The nominal capitalization of the 200 largest corporations of 1909
rose in each of the next 15 years (1909-24) at the rate of 3.5 percent
annunlly. During the same period national wealth rose at the rate
of 5.1 percent, and the national income at the rate of 6.6 percent,
Workingmen’s wages, wholesale prices, and cost of living all rose at a
more rapid rate than the capitalization of these corporations. These
statistics present convincing evidence that there is neither an alarm-
ing growth in number of dominating corporations nor a perpetu-
ation of lendership by the same corporations from generation to
generation.

2. Indirect attempt to redistribute wealth through confiseatory
inheritance and gift taxes, even though it be pursued with the inten-
sity of the past few years, cannot on the one hand be successful,
and on the other cannot avoid resulting in such widespread retarda-
tion of our processes of saving and investment as to bring far more
socinl detriment than benefit.” Significant in this connection is the
recent statistical study of wealth owned by persons having income
of more than $5,000.

The study was made by Gerhard Colm and I'ritz Lehmann, of the

raduate faculty of political and socinl science, New School for Social

esearch, and concludes:

In 1030 we estimated 30 pereent of the total amount of this property was
in the hands of 2 percent of the property owners, while under the impact of the
present tax rates the same 30 percent of the property after 30 years would be
ownied by 3 percent of the property owners,

This conclusion is noteworthy in part for its showing that at-
tempt to redistribute wealth through heavy taxation—unless we are
to progress to the point of confiscation—cannot. succeed except
minutely. But it is much more significant as a yardstick of possible
accomplishment in this direction against which fo compare the great
social detriment in having wealth in hiding, unproductive, and incap-
able of originating gaintul employment,

Estates almost universally consist of property which must be sold,
or liquidated, in proportion to the taxes assessed npon them. With
death duties at their present height, instead of concentrating on the
planning of expansions or new ventures, which would produce more

obs, wages, trade, and public revenues, the major task instead must
{m to keep the wealth in shape to be immediately liquidated on favor-
able terms, so that in event of death the taxes may be paid without
rendering insolvent the property or the business concern.

The result of the excessively high inheritance taxes has been con-
stant diversion of investment money to offset the necessities of liquid-
ity, and its consequent unavailability for enterprises which would
produce employment. The policy of reform and redistribution of
wealth through punitive estate taxes is a brake on progress and an
interference with a higher standard of living for all.



REVENUE ACT OF 1938 141

8. EXCESSIVE TAXES ON INCOME OF INDIVIDUALS IN TIIE HHIOHFR BRACKETS,
RELATIVE TO TAX POLICY AND EFFECT UPON RUSINESS ENTERPRISE

The record of tax increases against the larger incomes of indi-
viduals parallels the record of the increase of inheritance taxes., In
the 1926 Revenue Act the surtax on individual income provided for
a basic exemption of $10,000, and the tax ranged from 1 to 20 percent,
Increases since make the following comparvison: 1926, $10,000 ex-
empt, rates 1 to 20 percent 5 1932, $6,000 exempt, rates 1 to H5 percent;
1934, $4,000 exempt, rates 4 to 59 percent; 1936, $4,000 exempt, rutes
4 10 76 percent; proposed 1938, $4,000 exempt, rates 4 to 75 porcent.

These surtaxes must be read in conjunction with the normal rates
on individual income, which were as follows: 1920, first $4,000, 114
ercent, second $4,000, 3 pereent, remainder, 5 percent; 1932, first
$4,000, 4 percent, reminder, 8 percent; 1931, on all taxable income,
4 pereent; 1936, on all taxable income, 4 percent; proposed 1938, on
all taxable income, 4 percent,

The growing penalty upon individual incomes of larger amounts
may be illustrated as follows: Individual taxable net income of

$60,000 before minimum exemption taken:
Combined normal tax and surtax:

1020 o e e e e am £7.001
IR e r e nm e e e 12, 020
108 e ——— 12, 808
0 e ————— 12, 958

12, 058

TO38 (Proposed) o e s
Here again the desire to redistribute wealth by heavily penalizing
it does not. take into account the resultant loss to the man without a
job. I call your attention to the fact that combined with the capital-
gains tax, the high surtax rates on income of individuals have driven
an enormouns sum of eapital from the markets serving the securities
of business und thus has eliminated jobs. A table, taken from the
New School for Social Research statistical study previously referred
to, is indicative of the extent to which the shift to tax-exempt securi-
ties has alveady taken place.

Peycentage of tax-cxempt sccuritics in cstates®

8izo of estate wn 1031 1033
4.0 4.2 8.0
7.6 8.1 16.1
%.3 10.4 M7
9.2 1563 4.0

1 The higher percentage of tax-exempt securities for 1035 18 also In part due to lower stock prices in 1034
and 1035, The group of estates of over $1,000,000 contained only 41, 83, and 10 cases for the years 1927, 1031,

and 1033,

The significant facts revealed by this study are that holdings of
Government, securities increase dispro}portionﬂte]y with size of the
estates, and that this disproportion has been greatly accentuated
since the heavier estate taxes wore imposed. In the estates of over
$4,100,000, 44 percent of all assets are tax-exempt Government se-
curities, as compared to six-tenths of 1 percent for estates valued at
less than $5,000. The concentration of ‘argc estates in Government
sccurities is revealed by the fact that in estates of from $50,000 to
$100,000 only 7.5 percent are Government securities. In estates of
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'$200,000 to $2,100,000 the percentage is doubled, or 16.1 percent. In
estates of $2,100,000 to $4,100,000 the holdings represent 20.7 per-
cent and over $4,100,000 the percentage is 44.

This large shift to tax-exempt sccurities and away from invest-
ments in business in order to avoid high-surtax rates, is obviously
far from an end, and so long as the present rates continue business
will be robbed of the capital which should be flowing into employ-
ment-making and wealth-producing enterprises,

The economists who compiled the table referred to above estimate

that an additional $15,000,000,000 now invested in business securities
is in danger of being gradually transferred to (ax-exempt securities
by holders whose incomes are of such proportions that they could
ogtalixl a higher net yield from tax-exempt securities than they now
obtain from net dividends on business securities after deduction for
taxes.
The present policy, viewed entirely from the standpoint of the real
interests of those in the lowest income brackets or without income, is
a mistaken one. Surtaxes on individual incomes most not be per-
mitted to continue at such punitive rates as to eliminate individuuf in-
centive for enterprise and deprive the country of resulting employ-
ment-making activities. -

In conclusion, permit me to spenk briefly on the present oppor-
tunity of your committee and of Congress to build confidence and
increase employment through the medinm of a thoroughly equitable
and reasonable revenue act.

As the Congress assembled last October in special session, there
was being expressed in the Senate, in the House of Representatives
and throughout the country a common concern over the part playec
by the discredited tax policies enacted in the Revenue Act of 1936
in causing the business recession.

More than a half year will have passed before that act can be
superseded by a Revenue Act of 1938 This half year will have
witnessed no lessening of recognition of the great need for drastic
and inmpediate change. Rather, that need has deepened and the
recognition of it has increased as employment has dropped precip-
itously in the most rapid decline in business the country has ever
experienced within a similar period of time.

he constructive attitude of your committe is well known. We
applaud it for we know your purpose is to deal vealistically with the
important problems involved. If the Congress takes full advan-
tage of its opportunity it will lead the country on a course of en-
couragement and hope which will enable business to renewed ad-
vance upon our great economic frontiers. It will declare against
orroneous theories of overproduction and oversavings which have
been and are now stultifying our national policies and drastically
impeding progress. Moreover, Congress will give positive demon-
stration that it is firmly behind equity and reasonableness in all tax-
ation; thus Congress will hearten the discouraged and thus it will
call forth the enthusiasm and galvanize into action the combined
great forces of America’s savers and investors, its workers and its
managers of business in the common task of achieving full employ-
ment, prosperity, and happiness for all.

The CrarRMAN., Mr, Maurice E. Peloubet of New York City, rep-
resenting the Copper and Brass Mill Products Association.
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STATEMENT OF MAURICE E. PELOUBET, NEW YORK CITY, THE
COPPER & BRASS MILL PRODUCTS ASSOCIATION

Mr. Perouper. I am Maurice E. Peloubet, a member of the firm of
Pogson, Peloubet & Co., certified public accountants, of New York
City. 1 am speaking for the Copper and Brass Mill Products Asso-
c¢iation, a group of manufacturers who produce copper and brass
sheets, tubes, rods, and other shapes, principally for further fabrica-
tion by other manufacturers but to some extent for use as finished
products. The members of this Associntion wish to have that sec-
tion of the proposed Revenue Act which corresponds to section 22 (c)
of the Revenue Act of 1936 so worded as to permit members of the
association to use, for purposes of computing income subject to Fed-
eral income and excess profit taxes, the same nccounting methods
which are generally accepted as correct for reporting to the Securi-
ties and Exchange Commission, reporting to their stockholders and
for other corporate purposes. This met]fmd is the last-in, first-out
method of applying current costs to current sales and is not now
permitted by the United States Treasury Department to be used as
a basis for determining taxable income.

I appeared before this committee at the hearings on the Revenue
Act of 1936 to request legislation in that act to permit the use of this
method and was told that it was within the power of the Commis-
sioner of Internal Revenue to permit the use of the last-in, first-out
method and that legislation was not, therefore, required. Those
whom T represented were advised that appropriate action could be
obtained from the Treasury Department, but while they have been in
almost continuous touch with the Department since the passage of the
Rovenue Act of 1936, the Treasury has continued to require the use of
methods of determining income which are not generally considered
to bo correct for the copper and brass mill products industry.

The copper and brass mill products industry conducts its business
s0 as to avoid loss and thereby preclude gain from market fluctua-
tions, which is accomplished by matching purchases and sales in the
following manner:

Orders are customarily taken for delivery some time in the future—
generally 90 days, sometimes more. The price at which the orders are
taken i a combination of the fabricating charge, generally known as
the fabricating differential, and the price of the metals used in the
product on the day that the order is taken. Promptly thereafter a
purchase commitment is made for copper, zinc, or other metals re-
quired to fill the orders taken. .

The products may not be delivered and the metal may not be re-
ceived g)r several weeks or months, but the manufacturer knows that
he’ can obtain metal to cover the sale he has made and that he will
neither gain nor lose on the metal but will make his profit on the dif-
ference %etween his fabricating cost and the differential charged the
customer, which is the basis on which his business is done.

The prices of copper and brass mill products are increased or
lowered as the prices of copper and zine change. Price changes on
products are made within a few hours after a change in metal prices,
and it is of the utmost importance to each fabricator to have a sys-
tem and organizition by winich these prices ean be changed und made
effective promptly. It this were not done, heavy losses could result.

-



144 REVENUE ACT OF 1938

Thus, on the metal itself which is bought for and included in the
roducts sold to customers, the brass manufacturer neither gains nor
oses. It is not possible, however, to run a mill solely on the metal
which the manufacturer has contracted to deliver to his customer in
the form of finished products. He must, in addition, maintain a sub-
stantial inventory of metal. This inventory is in many different
.forms, Beginning at the casting operation, an excess of metal must
be lprovide to allow discarding of unsound metal and dross. Simi-
larly, in the rolling, drawing, and extrusion operations, unsound
surfaces, edges, and ends must be removed. In finishing operations
the prociuct is reduced to proper dimensions by cutting off surplus

material.
" In other words, to produce a given quantity of a_product a sub-

stantially larger quantity must be processed, the difference being
mill scrap which is reclaimed and constitutes a constantly revolving
inventory within the mill. Besides this, quantities of partially proc-
essed material must be kept at various points in the mill to permit
economic production of the stream of orders which vary widely as
to their individual quantity requirements. Altogether, therefore,
the manufacturer must keep on (lmnd an inventory which in metal
content may equal several months’ production. The inventory must
always be kept on hand; a mill could no more operate without this
inventory or so-called metals in process than it could operate with-
out its plant or any of its equipment, And its practice, as I have
explained to you, recognizes this fact. Sales are not made against
this inventory; they are made against purchases of metal which
occurred at approximately the same time as the sale.

In spite of this, the regulations of the Commissioner under sec-
tion 22 (c) compei the fabricator to apply his current sales agaiust
an inventory deemed to be the earliest purchases when this, in fact,
is exactly contrary to the fabricator’s business practice. This re-
sults in inclusion in the computation of income, for income-tax pur-
poses, profits or losses which are not the result of actual transactions.

The resulting distortion becomes particularly important in the
copper and brass mill products industry because of the nature of
their manufacturing operations, the relatively high cost of the
metals they use, and the fluctuations in price to which those ma-
terials, particularly copper, are subject and over which the mills
have no control. Their manufacturing operation is a complicated
f)mcess bristling with ghysical,and technical difficulties, and such a
ong period is involved that clmnﬁes in price of inventory have a
a maximum effect. The cost of the metal is the principal single
cost of their product—often representing 60 percent or even more
of the price which they receive for t%le product. Furthermore,
copper is subject to wide fluctuations in price. During 1937, for
example, copper rose from 12 cents at the beginning of the year to
17 cents, then declined again to 1014 cents at the end of the year.
The reflection of this market fluctuation in the manufacturer’s tax-
able income for that year might either double his actual profits for
tax purposes, or result in a loss for the year, depending solely upon
which his fiscal year ended. Certainly uniform and equitable taxa-
tion cannot be predicated on such an unreal base.

The taxation of fictitious incomes cannot be justified by the allow-
ance of fictitious losses. The taxation of profits based on assumed

ey



REVIENUE. ACT OF 1038 145

transactions which do not occur in periods of rising prices and ex-
panding business forces a taxpayer, at the time when his working
-capital 18 most fully employed and most urgently required, to pro-
vide money for tax pa{zments at effective rates double, triple, or
quadruple those nominally in force. No matter how much benefit he
may receive later in periods of declining prices and declining business
when through contraction of operations his needs for working capita
are less and his position more liquid, he will still have no relief from
his present compulsion to obtain by any meang and under any terms
money to pay the taxes then assessed on income assumed to have been
realized. Over a period of years total income will be the same under
any method of accounting consistently applied, and if taxed at a flat
rate the aggregate tax will be the same.

What the members of the Copper and Brass Mill Products Associa-
tion want is an amendment in section 22 (¢) which will permit them
to'determine the cost of current sales by using the cost of the metal
which they buy currently to cover such sales. This is the system
which I have described as “last in, first out”—that is, metal which is
sold is deemed to be the last acquired instead of the first acquired, as
the Treasury Regulations now provide. This method corresponds
with the mills’ actual practice in conducting their business and 1s the
method which many of them now use for their corporate accounts,
although they are not allowed to use it for tax purposes. It deter-
mines all of the profit which they have actually realized, but it does
not tax them upon profits or allow them losses which have not
occurred as the present method does.

There can be no doubt that the last-in, first-out method is an
approved accounting practice, Statements filed on this basis have
been accepted by the gecurities and Exchange Commission and the
special committes on inventories of the American Institute of Ac-
countants approved this method in a report dated May 7, 1936. In
A Statement of Accounting Principles prepared by Professor San-
ders, of the Harvard School of Business; Professor Hatfield. of the
University of California; and Professor Moore, of the Yale University
School of Law, the authors expressed their approval of last in, first
out or similar methods. This study was prepared under the auspices
of the Haskins & Sells Foundation, an organization formed for
research into accounting matters, and was published by the American
Institute of Accountants,

I have here letters from members of nine >f the most prominent
acc«;ur(xiting firms in the United States approving the use of this
method.

The members of the association which I represent do not ask for
any special consideration, they do not wish any preferential treat-
ment; they merely ask to be placed on a par with other industries
which are permitted to determine taxable income on the basis of
accounting methods recognized as cortectly determining income in the
industries in which they operate. No one inventory method is suit-
able for all industries, and the members of the Copper and Brass
Mill Products Association merely ask that they be permitted to pay
income and profits taxes on income actually rou]izeg rather than on
the basis of a method which is not applicalle to their particular
industry, which shows profits in periods of rising prices which are
not and can never be realized and which show losses in periods of
falling prices which are equally fictitious.
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The copper and brass mill products industry is being subjected to
discriminatory treatment by the United States Treasury Department
because other manufacturing industries are permitted to use their
recognized accounting methods to determine taxable income and are
taxeﬁ on income which is admittedly realized or realizable while the
copper and brass mill products industry is taxed on unrealized and
unrealizable income determined by methods not recognized by the
industry. ) .

Other industries are permitted to determine i>come and inven-
tories by methods substantially similar in purpose and effect to the
method the use of which is denied to the copper and brass mill
products industry. )

Industries dea%ing in a product such as cotton textiles or flour
where the conditions are similar to those in the industries described
above, apply “hedging” transactions to their inventories and are
thus able to get for themselves the same sort of results as the ‘in-
dustries under discussion obtain by the use of the “last-in, first-out”
method. The cotton and flour milling industries are permitted to
use their “hedging” methods for tax purposes. The leather, non-
ferrous metal and other industries are not permitted to use an ac-
counting method producing the same results. The entirely fortuitous
circumstances of the existence or absence of an effective futures
market is thus made the basis of discrimination between various
tx}(xpayers similarly situated. (See general counsel’s memorandum
17,322,

The )hi h rates of tax which are generally considered to be in-
evitable for many years in the future magnify the importance of
using accounting methods which reflect only such income as can
actually be dispersed in taxes. A nominal tax rate of 5 percent,
which by the inclusion of fictitio's income becomes an actual rate
of 10 percent, is unfair but will not ruin an industry. A nominal
rate, however, of 20 to 30 percent levied on the fictitious income may
easily become an actual rate of 40, 60, 80, or 100 percent on realized
income. The members of this association do not wish to pay an
effective rate of 3 or 4 times that of most industries and I cannot
believe that it is the intention of Congress that they should do so.

I ask, therefore, that the section of the proposed act which deals
with inventories should be so worded as to make it possible for the
members of this industry to determine their taxable income on a
basis which is generally accepted as that which shows as nearly as
possible the actual results of operations and the actual realized in-
come, They ask relief from the arbitrary imposition on their in-
dustry of a method which is clearly unsuited to it and which shows
results which are demonstrably at variance with the facts.

To accomplish this I suggest the addition of the following lan-
guage Yo section 22 (c) of the revenue act now under consideration:

“Goods remaining in inventory which have been so intermingled that they
cannot be identified with specific invoices may be deemed to be the goods
first purchased or produced during the period in which the quantity of goods
in the inventory has been acquired and the cost of goods most recently sold
may be deemed to be the cost of those most recently purchased or produced,
if in conformity with the tnxpayer's method of keeping his books or records and
with the best accounting practice in the trade or business.”

The Cramrman. You say it is a question then of regulation by
the Department?
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Mr. Perouser. I think not, because the Department has refused
to recognize an accepted method.

The Cuamrman. I understood that the Treasury Department, in
1936, had stated that they had the power to effect it by rules and
regulations.

Ir. Perouser. They now say no.
X Tlfle Cnamrman. Is that the only question you discussed in your
rief?

Mr. Perouner., That is the only question,

The CratrMaN. When was the last time you had a conference
with the Treasury officials?

Mr, Prrouner. A few days ago, with no results whatever.

The Ciramraran. With wfwm did you talk? _

Mr. PerouBer. That was not a conference at which I attended
personally, but I understand they spoke with Mr. Kent and with
some of the other officials working under him.

The Cramraman. You did not get very far?

Mr. Perouser. We got nowhere, I think there is no question about

that, .
The Cramyan. I might say to you that this is not a new question.

T remember it was presented in 1936.
M. PerouBer. Yes.
The CuamrmaN. The committee will inquire into it very definitely
and will take your brief in connection with it. T was going to sug-
est, if you had not talked to these experts it might be well to bring
1t up to date, because we have some experts at one time and at an-
other time we have different experts. They change them at times.
Mr. Perouser. We haven’t gotten very far with them,
There is one thing that I might bring out. Of course we are not
'asking for privileges, we are not asking for anything exceptional,
and there is nothing in this method which will reduce revenue over a
period. As a matter of fact, in the year 19387 the revenue would
have been increased if we had been permitted to use this method,
for the year 1937 there would have been more taxable income in a
number of industries than there are. Of course that will always
happen in a period of declining prices, It works both ways. Our
geople are perfectly willing to take the consequences either way.
‘he only thing is we do not want to pay taxes 2 or 3 years before
we make any profits just because we must write up inventories which
we cannot sell.
The CrammMaN. I will ask the representative of the Treasury to
bring those matters to their attention.
(’Fhe memorandum heretofore referred to is as follows:)

Brier oF MAurick E. PELOUBRT ON BEHALF oF CoPPerR AND BrAss MILL I’ropucts
ASSOCIATION

The members of the copper and brass mill products industry desire to be
permitted to use the last-in, first-out, or replacement method of costing inven-
tories for purposes of computing taxable income for Federal income and excess-
profit toxes. These methods are already in use by representative members of
the industry for corporate purposes and it is desired to compute taxable income
on this basis because it conforms more nearly to the basis on which business is
actually done,

The members of the Copper and Brass Mill Products Association, which in-
cludes practically all the makers of what are known as copper and brass mill

- vt s et
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products, that is, copper and brass sheets, tubes, rods, and extruded shapes, and
similar and related products, carry on their business in very much the same
way. By far the larger part of their business I8 made up of sales of substan-
tial quantity and amount to other manufacturers who in turn produce the
goods which go into direct consumption or to jobbers and distributors whose
business it is to deal with the small user of the products of the various mills.
There is, of course, a comparatively small volume of business which might be
almost considered “retuil,” sales to small manufacturers, to individ.als lving
in a territory not served by a distributor and the like, but the amount of such
business in most mills is relatively unimportant. The first two classes of busi-
ness with other munufacturers and distributors is done by means of contracts
calling for delivery of substantial amounts of material over an extended period
of time. Contracts calling for delivery within 60 to 90 days are probably the
most frequent although it is not unusual for them to extend further.

The purchaser who is in all probability already committeed to his own cus-
tomer fov the price and amount of material to e furnished must know the
price he will need to pay for his sheets, tubes, rods. or whatever products he
requires and, therefore, enters into a contract not ouly to take delivery of a
specified amount of material but to take delivery at a tixed price. In deter-
mining this price the copper or brass mill takes two factors into consideration:
First, what the mill should charge the customer for the fabrication of the
product which he ordered, and, second, what should be charged for the metallic
content of the material. The first charge is determined by the usual competi-
tive conslderations, the mills’ own cost and what others are charvging for a
similar service, This charge, which is generally known as the manufacturing
or fabricating differentinl, does not change frequently but responds somewhat
slowly to changes in wage rates and other factors affecting manufacturing cost.
That part of the price representing metallic content, however, is determined
promptly and definitely and without reference to any competitive considerations
or to any profit or loss to be made by the sale of the metal to the customer.

The prices of copper, zine, lead, nickel, and other metals used in the produc-
tion of copper and brass mill products are quoted daily and publicly. The
metal producer, the management of the copper and brass mill, and the purchaser
of the mill's product all have avalilable to them at the same time the same in-
formation on metal prices. The mill's customer, therefore, if he orders today

a product which will require, say, 1,000,000 pounds of copper and 400,00) pounds

of zinc will receive a contract stating that the mill will deliver to him 1,400,000
pounds of product as specified by the customer within the agreed time at a price
determined by the metal prices of the day on which the order was taken and
plus the fabricating differential which was in effect on that day.

Long experience has taught the members of the copper and brass mill prod-
ucts industry that it is more profitable for them in the long run to confine them-
selves to fabrication and to make their profits on the difference between the
manufacturing cost and the fabricating differential charged to the customer.
The fabricators, therefore, wish to avoid any possibility of loss to themselves
by recason of fluctuations in metal prices and are willing to forego any possi-
bilities of profit from this same cause. Obviously, if an order is taken today
and a contract made at today's metal prices for delivery 2, 3, or more months
in the future, a speculative risk would be taken by the fabricator if he failed
to make certain that he would have metal available to him at the same price

as that on which the order was placed at the time It was necessary to flll the

order. There is, of course, but one general method of bringing this about,
that is, to make a forward purchase commitment for the same amount of
metal as will be required to cover his forward sales commitment and at the
same price. This is the general custom of the industry and as soon as a
fabricator receives an order he ‘“covers” this by making a purchase commit-
ment for the metal required. Obviously, every small order for a few thousand
or even a few hundred thousand pounds is not covered individually but it
is generally the custom to calculate the amount of metal required to fill the
orders of any one day and to make purchase commitments to cover immediately.

The comparatively small amount of business which i3 done on what might be
called a “spot” basis can generally be estimated and provided for with a
considerable degree of accuracy.

Most mills have agreements with customers to buy back scrap from their
own product and it is8 possible for those experienced in the business to esti-
mate the nmount of serap which ‘will be received from customers with a con-
siderable degree of accuracy- and this intake of metal is considered when de-
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ciding on the amount of purchase commitments for raw metal. On the whale,
it may be said that it is the constant and generally successful endeavor of the
management of a copper and brass mill to proteet themselves against any flue-
tuation in the price of the metal included in their sales and that they accom-
plish this by means of covering purchase commitments made with individual
metal producers.

Obviously, this method, while always working towards the norm of exact
coverage, will inevitably result in some lack of balance between purchase and
sales commitments caused perhaps by the failure of a customer to carry out
a contract, by a change in specifications, or by some condition in the metal
market over which the fabricator has no control. .

When metal prices change the price lists of the fabricators change at the
same time and in the same proportion and it is only a matter of hours after a
change in the metal price before changes in the prices of copper and brass mill
products are notified to the trade.

It is obvious that the method of doing business adopted by the industry, which
is designed to eliminate so far as possible profits or losses on metals, puts the
fabricator, so far as metals are concerned, practically in the position of a buying
agent for his customer.

If the fabrication of copper and brass mill products were a simple process
completed within a relatively short perfod of time, the method of applying costs
to sales and consequently of determining income and inventories would be of
little importance and almost any recognized method consistently applied would
produce a substantially ecorrect income account. This, however, is not the case.
The process of manufacture in a copper or brass mill is long and complicated
and in many of the processes time is an important element. The conversion,
for instance, of an ingot of raw copper and a slab of raw’ zine into a brass tube
where the alloy must be exact and uniform, the metal of a specitied hardness,
and the thickuess of the walls and the inside and outside diameter accurate
within a very small limit of tolerance, is a long and involved technical process
and cannot be successfully completed within a short period of time. In general,
the turn-over in a copper and brass mill is slow, three to four times a year being
representative,

Many of the operating processes are continuous and in almost every operation
it is desirable to have some material constantly in the department or in process.
Every manager of a copper and brass mill knows it is expensive to carry inven-
torfes, and it may reasonubly be assumed that inventories are generally main-
tained at the lowest practicable point and that the turn-over in the industry is as
rapid as is consistent with satisfactory operations.

The practical requirement that a minimum inventory be maintained in the mill
makes it necessary that each sale should be covered by a forward purchase
rather than applied to stock in works already on hand. The management know
that if any order were considered to be covered by stock in works, a substan-

tially equivalent amount of metal would need to be purchased when delivery,

to the customer was made, and this might easily be at a higher price than the
metal prices on which the siles contract was based. In a copper and brass mill
the management do not consider that they may apply current sales to stock in
works, but they know that they must purchase to cover their sales commitments.
For this reason it is the custom in the industry to calculate income by applying
current purchases to current sales without changing the metal prices applied to
stock In works.
assumed that the latest purchases are those first consumed rather than as is
the case in other industries, assuming that the flrst purchases are the first
consumed,

Obviously, the amount of stock in works required for successful operation
will vary from time to time. If during a period_of rising prices stock in works
is increased, that is, if metal is bought for which there are no correspondiug
sales, such metals should be carried in the inventory at its cost. If, in a
period of declining production which will, in all probability, be a period of
declining prices this metal is sold, it should be applicd against sales not other-
wise covered. By this method the necessary flexibility of the amount of Inven-
tory required at different volumes of operation will be nutomatically main-
tained and the income of the fabricator will be affected by the liquidation of his
inventory at the time this actually takes place. This is the principal difference
between the “normal stock” method and the last-in, first-out method. While

the results obtained_by the use of a _normal_stock, if this method . is. properly..

appifed, “wil Trequently closely approximate the results obtained under the

This is the method known as last-in, first-out, under which it 1s.

s dhvme e e 0 e
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last-in, first-out method, the normal stock method is, nevertheless, based on the
arbitrary assumption that one unchanging normal quantity at one unchuanging
price exists, This can hardly be exactly true in any case and in most cases it
is demonstrably incorrect. This clement of rigidity and arbitrary assumption
is probably the reason why the courts and the Treasury Department have not
looked on the normal-stock method with favor. The last-in, first-out method has
been devised to eliminate the arbitrary features of the normal-stock method
and to retain at the same time those features of the normal-stock method which
are based on correct theory and which correspouds to actual business practices
and operations.

If a fabricator must keep in process at all times 1,000,000 pounds of copper
he must maintain this amount in order to operate his business,

Accordingly, on January 1, 1937, he has on hand 1,000,000 pounds (cost 10
cents per pound).

During the year he sells 4,000,000 pounds (selling price 16 cents per pound).

In the course of the year he purchases, as he sells, 4,000,000 pounds (cost 15
cents per pound).

He has left at the end of the year 1,000,000 pounds (cost ?).

The Treasury Department’s position is that he has sold 1,000,000 pounds on
hand at the first of the year costing him 10 cents and 3,000,000 out of the
4,000,000 pounds purchased during the year at 15 cents; that he has, therefore,
realized a protit of 5 cents a pound on the 1,000,000 pounds, but the fabricator
started out with 1,000,000 and ended with 1,000,000 pounds of the identical
material. He has not bargained for a profit on the commodity; his whole
course of business was to avoid it. The so-called profit cannot be realized
unless the 1,000,000 pounds of copper are sold at 15 cents but in order to operate
his plant the fabricator must Immediately replace his 1,000,000 pounds of
copper at 156 ceuts and his profit Is back in copper again. Yet this is the profit
from which he must pay taxes at high rates or which he must distribute in
dividends.

The question mark under the cost of the last million pounds presents the
fssue. Does he have on hand a new million pounds of copper at 15 cents (having
realized a profit of 5 cents on the first 1,000,000 pounds) or, does he really have
on hand nothing but what he originally started out with—1,000,000 pounds of
copper at 10 cents? 'This is renlly the heart of the question. The more detailed
examples serve to illustrate this in different sitnations and to varying degrees
but the principle remains the same in every instance.

The following table shows the results in periods of stable rising and falling
prices of the application of the first-in, first-out method to the operations of a
hypothetical mill which bandles, for simplicity, copper only. It is assumed that
the mill has a capacity of 500,000 pounds per month and carries an inventory
equal to 2 months’ production. Inventory prices on the first-in, first-out method
are taken at the average of the last 2 months of operation.

BTABLE MARKET--CONDITIONS SUBB’sl‘lAl;lo’al‘slALLY THOSE OF YEAR ENDED DEC
»

Cents per|

First-in, first-out Pounds pound Amount
Bales:
Maetal 8.8 $520, 875
Fabri 4.0 240, 000
Total sales value. 12.8 766, 875
COost of sales:
Metal cost: -~
Inventory beginning. .. oceeceemoccemoemmncaemeaceeaienaans 1, 000, 000 9.0 90, 000
PUICNASES. couanvaneememnncnsesaacacscnaonnoacseonsccancacaaaes 6, 000, 000 8.8 526,875
(117 I RIS 7,000,000 |.......... 616, 875
Less Inventory end....cceeeccneeamacancncuoaecmeasanucneas 1, 000, 000 1351 01,250
Cost of mMetal 80Id...aeeeee e iiiaeiicreeerarieicnnes 6, 000, 000 8.8 525, 625
Manufactoring cost...ccueeemnnnecmnmomaeiceeciaeeaiceecneaee e 3.0 180, 000
Total cost 0f 88168 .cuveumunumeenecnanrascrecnneaceaaceacencacaans 6, 000, 000 1.8 705,625

61, 250
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RISING MARKET—CONDITIONS BUBS'I‘a.}b}g‘agALLY THOSE OF YEAR ENDED MAR,.
)

Cents per( s ymount

First-in, first-out | Pounds pound
Bales:
Metal........... 6,000, 000 11.1 $685, 620
Fabricating differontial..c.covevinnnecnnn... [ wroreoun .. 4.0 240,005
Total sales value . wee.| 6,000,000 15.1 908, 625
Uost of sales:
Metal cost:
Inventory begloning......... weneeerennn eereesenacacanan weeeso| 1,000,000 9 92, 500
Purch ........ 6, 000, 000 11 665, 625
............. wo] 7,000,000 J...cuo..nn 758,125
Less lnventory [T S, 1, 000, 000 1414 145. 000
Cost of metal 80l . cevceerrucnccancmreccnconccransonnseee 6, 000, 000 10.2 613, 125
Manufacturing cost........... RN e 3.0 180, 000
Total cost 0f88188. ... cvuueunacceeanecncrcencacanacnannaanaannnes 6, 000, 000 13.2 703,128
Profite.eceeeccenicncacnnnnes 112, 500

FALLING MARKET-CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEOC,
31, 1937 BUT WITH LOWER CLOSING PRICE

Sales:
MO, — - e neaen 6,000,000 | 13.0|  $780,000
lvabrlcating differential. . 4.0 240, 000
Total sales value..cccceceaccenecatecascecacennncaneanns ceevonn 6, 000, 000 17.0 1,020, 000
Cost of sales: ’
Moetal cost:
Inventory beginning .} 1,000,000 1074 108, 750
Purc mses ........ .| 6,000,000 13.0 780, 000
.............. .} 7,000,000 f...u.o.... 888, 780
Less lnvnntory end.. .} 1,000,000 0.0 90, 000
Cost of metal sold.. .| 6,000,000 13.3 798, 150
Manufacturing cost.... I PO 3.0 180, 000
Total cost 0f 88168 ..o oo eoaaiaanacccacnacccnaaeneenaeas 6, 000, 000 10.3 978,750
) 3 (1] | SRR I PR . 41,2%

In each case the 6,000,000 pounds of metal included in sales and the 6,000,000
pounds of purchases were mide at the same price. The profit is, therefore, com-
posed of two elements—$60,000 being 1-cent-per-pound profit on 6,000,000 pounds
of production and the difference in the value of inventories as calculated on the
first-in, first-out basis, although the nature and amount of the inventory was the
same at all times,

Under the last-in, first-out method, the profit would amount to $60,000 in each
of the three perlods, as shown below :

S8TABLE MARKET—-CONDITIONS SUBS’I‘ASS'EIALLY THOSE OF YEAR ENDED DEO. 31

Last-in, first-out Pounds cggh’n%"‘ Amount
8ales:

Metal. ..o ceeaincecaaecnas teetanccmecasmrancessnenan PO 6,000, 000 8.8 $526, 875
Fabricating differentiai. - 4.0 240, 000
Total sales value...cceeeeaennenncaannnans 6, 000, 000 12.8 760, 875

Cost of sales:
Mo llco;t beginni 1,000, 000 9.0 90, 000

nventory beginning...ca.ee i eeeeeicecneeearacnranaoennnen , ,

Puwh .......... ’.l.- 6, 000, 000 8.8 526, 875
Total....ceanuanan 7,000,000 |.......... 616,878
Less inventory end. 1,000, 000 9.0 90, 000
Cost of metal sold. 6, 000, 000 88 526, 878
| MOAnUfACHUTINE 00t e e cecee e caeeaeiemneaeean e cmana—anenn. O FOUROR 3.0 180, 000
Total cost of sales. 708,875
Profit..cac..n... eonm

54885—~38——11
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RIBING MAnKET—UONDITIONSBUBBTA?;’&I";ALLY THOSE OF YEAR ENDED MAR,. 31,

Last-In, first-out ' Pounds c;‘;ﬁn{l‘“ Amount
Sples:
Motal...... eesevaveses cevenan ceeumscarsnounavaan secracssvacenasen 6, 000, 000 11.1 625
Fabricating differential... 4.0 % 000

6, 000, 000 16.1 905, 625

Total sales value............ eerenne cvesscsmnescorsaasssnen cenees
Oost of sales:
Me'ﬂogstt; beginnin, 1,000, 000 0.0 00, 000
vontor DDIDE...coeeceraciaenencarnocassesconcessaensas| 1, 3 .

Purch ¥ PN 6, 000, 000 11.1 6885, 626
7,000,000 [.......... 785,625
Less lnventory ond........ teeccesasscssennncasncacanncansnass| 1,000,000 9.0 90, 000
Cost of metal 801d. e coceiiioconannncccncinccosecenns .6, 000, 000 1.1 6835, 625
Manufacturing cost. 3.0 180, 000
Total cost of sales 845,625
60, 000

Profit....... .

FALLING MARKET—CONDITIONS SUBSTANTIALLY THOSE OF YEAR ENDED DEC
31,1937, BUT WITH LOWER CLOSING PRICE

Moetal. ... veeenes] 6,000,000 13| $780,000
Fabricating differential. . .. ................ eeene cee 4 240, 000
Total sales valve....... cemressserenrenssccensssnsaraasnnnesans «.]__6.000,000 17 1,020, 000
Cost of sales:
Maetal cost:
Inventory beginning....coooo...... --.-| 1,000,000 9 00, 000
PUrChase8. «cccaeasacnaccocrsscccmneanonen ceeee 6, 000, 000 13 780, 000
Total...coneemeceiacaannan. . eececonn ceeasvecanean 7,000,000 |..cvcce... 870, 000
Less inventory end . eevenmecscanvanmacnanee 1,000, 000 9 00, 000
Cost of metal sold..... PR .ees] 6,000,000 13 780, 000
Manufacturing cost....... ane vee 3 180, 000
Total cost of sales.... 6, 000, 000 16 0%?
Profit 60,

If the fabricator acts as the buylng agent for his customer and not as a
dealer in metal it should make no difference by whom the metal is bought. It
is not uncommon for the larger customers of some copper and brass mills to
buy their own metal and to ship this to the fabricator, paying the fabricator
only his manufacturing differential. If the assumption that the fabricator is
merely the buying agent 18 correct, and the general universal practice of the
trade bears this out, then the results of a correct method of accounting where
the fabricator buys the metal should be the same as the results where the
customer buys the metal.

The following table is given for illustration only, as it is highly improbable

that any mill would operate entirely on customers' copper:

Pounds C;ggnger Amount

Bales:
bel tomers. R
Favrioatiog Sifforansia o [ SN foreeee ¥ | s
o ontory beglantn 1, 000, 000
Hocunpta., oestnnio o 14 O N
Total.
Less inventory end
Total. . .
Manufactutig cost.
Total cost o: sales. eesmoazcas 180, 000
Profit |~——:— €0, 000

oy
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The profits under. the last-in, first-out methed and the profit which would
result if all metal belonged to customers are the same. These profits also rep-
resent the only profits which would be realized in cash as the remainder of
the so-called profit on the first-in, first-out basis is represented entirely by

changes in the valuation of inventories.
GENERAL USE AND RECOGNITION OF LAST-IN, FIRST-OUT MBTHOD IN THB INDUSTRY

The following members of the Copper and Brass Mill Products Association
have stated through the medium of published accounts that the last-in, first-out
18 used by them for determining their corporate income: The American Brass
Co.; Bridgeport Brass Co.; Phelps Dodge Corporation; Revere Copper & Brass,
Ine.; Scovill Manufacturing Co,

A number of other members who keep statistical records on substantially this
basis have stated that they would use the method in their financial books if it
should be allowed for tax purposes, their reason for not using it at present
in their financial books being that it was not permitted for tax purposes.

The method is recognized by the Securitics and Exchange Commission, edu-
cators, and leading practicing accountants as a correct method of determining
income for industries situated as is the copper and brass industry. To estab-
lish the recognition of the method by accounting authorities there 18 submitted:

(a) Opinions of : Paul K. Night, of Arthur Anderson & Co.; Deloitte, Plender,
Griffiths & Co.; Edward A. Kracke, of Haskins & Sells; Dr. Joseph J. Klein,
of Kleln, Hinds & Fink ; Walter A, Staub, of Lybrand, Ross Bros. & Montgomery ;.
Samuel J. Broad, of Peat, Marwick, Mitchell & Co.; Rodney F. Starkey, of
Price, Waterhouse & Co.; C. Oliver Wellington, of Scovell, Wellington & Co.;
Victor H. Stempf.

(b) Excerpts from: A Statement of Accounting Principles, prepared by Thomas
Henry S8anders, Harvard University Graduate School of Business Administra-
tion; Henry Rand Hatfleld, University of California; Underhill Moore, Yale
University School of Law ; referring, on pages 16, 43, 78, and 74 to last-in, first-
out, or similar methods with approval.

(0) Resolutions of committee on Federal taxation of the New York State
Society of Certified Public Accountants.

(d) Data on last-in, first-out, and similar inventory methods: Corporations
using last-in, first-out, or similar methods in corporate accounts; bibliography
on last-in, first-out, or similar inventory methods; list of trade and other
associations approving last-in, first-out, or similar methods.

LASTIN, FIRST-OUT I8 A METHOD OF DETERMINING COBT

“Last-in, first-out” or “replacement” method of costing sales is merely one
of several methods commonly used to determine cost for the purpose of arriv-
ing at taxable or corporate income and is, therefore, a permissible method,
subject to the same regulations as any other method of arriving at cost in
situations to which the varlous methods are adapted.

DISCRIMINATORY TRCATMENT OF THE COPPER AND BRASS MILL PRODUCTS INDUSTRY

The copper and brass mill products industry is being subjected to discrimina-
tory treatment by the United States Treasury Department because:

(a) Other manufacturing industries are permifted to use their recognized
accounting methods to determine taxable income and are taxed on income
which is admittedly realized or reajjgable while the coppef and brass milt
products industry 18 taxed on unrealized and unrealizable income determined by
methods not recognized by the industry, and

(b) Other industries are permitted to determine income and inventorles by
methods substantially similar in purpose and effect to the method the use of
which is denied to the copper and brass mill products industry. Industries
dealing in a product such as cotton textiles or flour, where the conditions are
similar.to those in the industries described above, apply “hedging” transac-
tions to their inventories and are thus able to get for themselves the same sort
of resulta as the industries under discussion obtain by the use of the “last-in,
first-out” method. The cotton and flour milling industries are permitted to
use their “hedging” methods for tax purposes. The leather, nonferrous metal,
and other industries are not permitted to use an accounting m.thod producing
the same results. ‘The entirely fortuitous circumstances of the existence or
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absence of an effective futures market 18 thus made the basis of discrimination
between varlous taxpayers similarly situated. (See General’Counsel's Memo-
randum 17822.)
" To accomplish this, X suggest the addition of the following language to section
22 (c) of the revenue bill under consideration :
“Goods remalning in inventory which have been so intermingled that they
camot be identified with specific invoices may be deemed to be the goods
first purchased or produced during the perlod in which the quantity of goods
in the inventory has been acquired and the cost of goods most recently sold
may be deemed to be the cost of those most recently purchased or produced,
if in conformity with the taxpayer's method of keeping his books or records and
~vith the best accounting practice in the trade or business.”

[Letterhead of Arthur Andersen & Co.)
New Yorx, February 25, 1938.

Mr. Mavgice El. PELOUBET,
Pogson, Peloubet & Co., New York, N. Y.

Dear Mnr, PELOUBET: A8 representative of the Copper and Brass Mill Products
Association, you have asked my opinion of the propriety of the use in the
industry represented by that association of the last-in, first-out, or replacement
method of costing sales and determining inventories, and you have particularly
asked whether this method may be considered to be in accordance with present
standards of good accounting practice.

The last-in, first-out, or replacement method of costing sales and determining
inventories i{s appropriate in those industries which meet the following main
requirements:

1. The investment in inventories is large relative to other assets.

2. The inventory consists of a few basic materials which form a substantial

part of the cost of the product sold.
3. The spread between raw material prices and finished goods prices is

relatively constant.

4. The turn-over I8 slow because of the length of the processing.

The fabrication of copper and brass appears to be an industry which meets

these requirements, The last-in, first-out, or replacement method of costing
sales and determining inventories is therefore applicable to this industry. It is
my opinion that this method is in accordance with good accounting practice
fon; this industry and for any other industries’ which have similar character-
istics.
A number of important industrial companies are now using this method and
have used this or similar methods for many years. Accounting authorities, both
educators and practicing accountants, have, by the written or spoken word,
advocated the use of this method in those industries to which it applies, and
accounts prepared on this basis have been accepted by the Securities and Ex-
change Commission.

I see no reason why the United States Treasury Department or any other
department or commission concerned should hesitate to recognize the last-in,
first-out or replacement method as good accounting practice and as a method
which is acceptable, both for corporate purposes and for determining taxable

lncome‘.’ in c:rtsllln industries.
ery truly yours,
! P Paur K. KnIaHT.

Qrifiiths & Co., United States, Canadi Cuba, Mexico,

TLetterhead of Deloitte, Plender,
South frica}

outh America, Great Britain, Continental Europe, and South
New Yorxk, March 2, 1938.

Mr. Maurice E. PELOUBET,
Pogson, Pcloubet & Co.,
Ncw York, N, 7.

Dear Sir: As a representative of the Copper and Brass Mill Products Asso-
-ciation, you have asked our opinion of the propriety of the use in the industry
represented by that assoclation of the last-in, first out or replacement method
-of costing sales and determining inventories and you have particularly asked
whethier this method may be considered to be In accordance with present stand-

.ards of good accounting practice,
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In our opinlon the last-in, first-out method of costing sales and determining
inventories {s an accepted principle of accounting and could appropriately be
followed, in preference to other methods, in any business where raw material
forms a major part of the cost of the finished product, where minimum in-
ventorles must be maintained and where the inventory is slow. We have
had no experience of the application of the last-in, first-out method to the
copper and brass mill industry but the use of that method has been advocated
for the oll industry by the American Petroleum Institute.

We see no reason why the United States Treasury Department or any other
Department or Commission should not be prepared to recognize the use of the
last-in, first-out method as being good accounting practice and as being par-
ticularly appropriate in the case of any business which has the characteristics

mentioned in the preceding paragraph,
: Yours very truly,
DELoITTE PLENDER GRIFFITHS & CoO.

[Letterhead of Haskins & Sells, certified public accountants}
NEw York, March 3, 1938,

Mr. MAurice B, PELOUBET,
Care Messrs, Pogson, Peloubet & Qo.,
25 Broadiwcuy, New York.

DEAR Sir: With regard to the allegation that the last-in, first-out basis of
inventory valuation did not conform to good accounting practice, may I refer
to the conclusion reached by the special committee on inventories of the Ameri-
can Institute of Accountants in its report to the council of the Institute, dated
May 7, 1936, in which the committee gave its unanimous opinion as follows:

Our committee, after careful consideration of the matter, has found itself
in agreement in arriving at the following conclusion:

“The last-in, first-out method for the vaiuation of oil company inventories,
as recommended by the American Petroleum Institute, constitutes an accept-
able accounting principle for those companies, which, finding it adaptable to
their needs and views as correctly reflecting thefr income, apply it consistently
from year to year; it is important, however, that full and clear disclosure,
in their published financlal statements, be made by the companies adopting
it, both as to the fact of its adoption and the manner of its application,
including information as to the period adopted for the unit of time within
which the goods last in are deemed to be the first out, that is, whether the
fiscal year or a shorter or longer period.”

The above excerpt Is, of course, 8 summarization of the committec's findings
which that report set forth in the remainder of the report in extended form.

Sincerely yours,
B. A. KRACKE.

[Letterhead of Klein, Hinds & Finke, certified public rccountants]
New YorK, March 8, 1938.

Mavurice PeLoUBET, Esq.,
25 Broadway, New York, N, Y.

My DEeAR PELoUBET: I am glad to réspond to your recent invitation to express
my personal views regarding inventorying on the basis known as last-in, first-
oit. Under date of February 8, 1038, the chairman of the committee on
Federal taxation of the New York State Soclety of Certified Public Account-
ants, I addressed a communication to the Houorable Roswell Magill, Under
Secretary of the Treasury, with reference to the same subject.

The experience of professional accountants has demonstrated that no single
fnventorying method serves the purpose of all types of industries. The method
with respect to which you wish my opinion is in quite general use and has
Justified {itself in connection with enterprises (1) which must malntain a
constant minimum or base inventory, (2) which customarily make purchases
of raw materinls to fill specific orders, (3) in which the cost of the raw
materfal constitutes the predominant element in the value of the finished
product, and (4) in wbich the chief income is represented by the charge for
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‘processing. In the situatlons under discussion, considerable periods of time
frequently elapse between the taking of the order and the dellvery of the
finished product.

In the determination of costs of operations for the types of business which I
have in mind, it has been found that most dependable resuits are achleved when
it 18 assumed that the cost of the raw-material ingredient of the finished product
i8 represented by most recent purchases. In other words, in the determination
of costs, it 18 assumed that the most recently acquired merchandise is first
consumed ; hence the designation of the formula as last-in, first-out,

- In practice the accountant associates the concept of cost, not only with ref-
erence to income from operations, but likewise with respect to the effect on the
balance sheet. If it is assumed that raw materials are exhausted in the inverse
order of thelr acquisition, it follows that the cost of the inventory on hand is
predicated on the earliest costs. Where the base stock fluctuates little in physical
quantity, the balance-sheet value of the inventory may be based on prices of
many years earlier. Regardless of which inventorying method is employed, the
balance-sheet valuation should in general reflect the lower of cost or market
value. It follows, therefore, that, regardless of which inventorying method is
employed, the inventory should not be shown in an amount {n excess of the
lower of cost or market value, Thus, unless the base inventory is priced as of a
time when the market was low, the results from the application of the last-in,
first-out method may have to be modified so as to reduce the value of the end-
of-the-period inventory to the currently lower market, If this precaution is ob-
served, it would seem to me that nelther management nor Government officinls
ghould object to the use of the last-in, first-out method by industries of the type

herein referred to.

Yery truly yours,
Josern J, KLEIN.

[Letterhead of Lybrand, Ross Bros. & Montgomery, certified public accountants)
New YoRrK, March 8, 1938.

Mr, MAvricy B. PELOUBET,
25 Broadway, New York, N. Y.

DeAR MR. PELOUBET ¢ At your request I am submitting herein my opinlon as to
the propriety of the use of the so-called last-in, first-out method of costing sales
and determining inventory valuations and whether this method may be considered
to be In accordance with present standards of good accounting practice.

I can perbaps most readily express my views on the general principle involved
and the reasons for preferring the last-in, first-out method by quoting from my
article written in the latter part of 1934, which was based on talks on the sub-
Ject of Adjustment of the Balance Sheet to Present-Day Business Conditions,
given at meetings of the Washington and Rockford chapters of the National
Association of Cost Accountants in December 1938 and October 1934,

I append hereto a copy of that portion of the article which dealt with the
subject of inventories and the costing of sales. The L. R. B. and M, Journal,
in which the article appeared, is published primarily for distribution among
the members of the organization at our different offices.

I first became Interested in the subject almost 20 years ago when the tre-
mendous rise in commodity prices occurred during the World War. I ques-
tioned the reality of profits which were then heing shown as the result of the
sales of products at greatly enhanced prices being compared with the lowest
costs of materlals or finished product included in the stock on hand. Unfor-
tunately, however, there was not sufliclently genernl recognition at that time
of the fallacy of costing sales and showing profits by the first-in, first-out
method, which was suitable enough for ordinary ecircumstances but not, in
.my opinion, nearly as sound as last-in, first-out in times of wide fluctuation in
prices. Also, the optimism of war times indulged in the hope that post-war
reconstruction and similar influences would maiutain and continue permanently
the price level attained during the war.

The tremendous fall in prices in 1020 led to some recognition of the weak-
ness of the first-in, first-out method, but, again unfortunately, the Treasury in
its regulations regarding inventories adhered to the old method which had
been evolved under comparatively stable conditions of pre-war times. These
Treasury regulations for the adwministration of the 1918 Revenue Act (which
.was not actually passed until I"ebruary 1919), and their substantjal continuance
under succeeding acts, had, I think, much fo do with the slow redognition of the
superiority of the last-in, first-out method, as businessmen were naturally
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reluctant to keep their books on a different basis than that which they were
required by the Treasury regulations to use for reporting profits or losses for
income-tax purposes.

The rapid rise in commodity prices during the later twenties and the cata-
clysmic drop in prices during the depression, which completed a cycle similar
to that of the war perlod and the post-war years of 1019-20, caused more
serlous consideration to be given to the subject than ever before. As you know,
about 4 years ago one of the major industries of the country asked the American
Institute of Accountants to appoint a special committee to confer with an
accounting committee representative of the industry in an endeavor to determine
the most satisfactory method of valuing inventories and consequently of
determining profits, Although the industry was, naturally, most concerned with
its own immediate problems, the committee of our institute obviously had to
consider the question from the broader aspect of the basic principle upon
which any particular method should rest, I served on that committee for a
time, and urged strongly the use of the last-in, first-out method because of the
superlority which I believe it enjoys as compared with the first-in, first-out
method. The report of the institute committee expressed approval of the
last-in, first-out method for use in that particular fndustry, and in my opinion
it would be just as suitable for general use in the industry represented by the
Copper and Brass Mill Products Association.

A number of representative companies have for years used the last-in, first-out
method or its practical equivalent, and the number of such companies is, I be-
lfeve, now larger than ever before. I am of the opinion that the method is in
accord with good accounting practice of the present day for the purpose of
determining the cost of inventories of industrial and mercantile enterprises
other than in those cases where specific articles can be readily identified as
used or sold and the nature of the business is such that the cost of specific

articles should be used.

Yery truly yours,
WALTER A. StAUB.

EXTRACT FrROM ARTICLE ENTITLFD “NOTES ON THE ADJUSTMENT OF THE BALANCE
SHEET T0 PRESENT-DAY BUSINESS CONDITIONS”

[L. R. B. and M. Journal, November 1934]

Inventorics materials, goods tn proccas, and finished product.—In the course
of time the rule of “cost or market, whichever is lower,” for which the public
accountant profession conslstently contended in season and out of season, and
at a time when many businessmen did not agree with the rule, hns become
generally accepted by the banker, the manufacturer, the merchant, and the
taxing official.

It 18 a rule of conservatism and safety rather than of logic. Il.ogleally, by
the snme token that inventories are written down to provide agalust potential
losses not yet actually sustained but threatened by a fall of market prices below
cost, it could be argued that inventories should be written up to recognize poten-
tial profits therein not yet actually realized but promised by a rise of market
prices above cost. Long experience, however, has taught that the only course
of safety is that of providing against threatened losses but of not counting
chickens until they are actually hatched. )

The time-tested principle of ‘‘cost or market, whichever is lower,” i{s on the
whole still the best to follow. But question has from time to thne been raised
which cost {8 to be applied to the goods sold and which cost is to he applied
to the goods remaining on hand. Shall it be “first in, first out, or last in, first
out, or average of the beginning inventory cost plus subsequent purchase or
production cost (on a weighted average basig) ?

This question has been receiving renewed consideration because it i1s of
greatest importance in periods when a radical change in the price level oceurs
(whether up or down) as during the depression period. When the price move-
ment 18 upward, as during the World War, the use of the first-in, first-out cost-
ing of sales tends to show large profits because of selling at mounting prices
goods purchased at the lower price level, although if the concern is to remain
in business it must immediately replace the sold goods with others purchased
at prevailing higher prices.

The effect is that the valuation of the inventory is at the highest recent cost,
and the profits shown on goods sold have to a large extent not been realized

-
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in the sense that they aro available for distribution but they have had to be
reinvested in large part in maintaining a stock of goods no larger in quantity
than that previously carried for a much smaller investment. When the inevit-
able drop in the price level occurs, large losses on inventory values are shown
In adjusting to “cost or market, whichever is lower.,” In 1920 many concerns
showed Inventory losses which offset to a considerable extent the large profits
apparently earned during the war perlod. Similarly, large inventory losses due
to the tremendous drop in prices during the present depression have in the case
of many companies absorbed profits shown during the time that a high cost was
being developed for the inventory.

The question has been raised whether, assuming a starting inventory at a
low enough level so that prices would hardly drop below it excepting under
catastrophic conditions, the use of the formula of “last in, first out” in costing
goods sold would not result in a truer picture of actual profit. The argument
can be .unde that there is a closer relation between the prices of goods last
purchased and of the goods currently sold then between the earliest purchases
of goods on hand and of the goods currently sold.

In the case of industries or concerns the inventories of which are ordinarily
very large in relation to other assets—as, for example, the oll industry where
large quantities of crude oil may be carried in stock continuously—the last-in,
first-out method of costing sales has a tendency to minimize the extremes of
profits and losses. The profits shown in periods of rising prices would tend to
be less than by using the formula of “first in, first out,” and correspondingly in
periods of falling prices such losses as might be shown in reducing inventories
to lower market prices would not be as great as would otherwise have to be
taken. It is to be noted that the formula of cost or market, whichever is lower,
wotld still govern the violation of the inventory and would correct the tendency
which might develop in a period of falling prices for the inventory to remain
at a higher price level than the eurrent prices at which sales would be costed.

The last-in, first-out formula is being given study by an inventory-methods
committec in one of the large industries of the country at the present time.
Any method which will tend to minimize the profits shown in periods of rising
prices which are not actually available for distribution, because of the need for
retaining at least a material portion of such profits in the business as added
working capital and thus subjecting it to a business hazard which becomes
greater the higher the price level rises, is worthy of careful consideration.

If such a cost formula or method were generally adopted in an industry, it
would be desirable to show as a memorandum on the balance sheet the cur-
rent replacement market value for the inventory. This would assist in giving a
full understanding of the situation to those extending credit to a given con-
cern or those who wish to make an intelligent comparison of the flnancial
position of varlous companies in the same industry whose inventories may be
carried at differing costs. Even under the present more general use of the
first-in, first-out cost formula, the supplementing of the valuation at which the
inventory is carrfed in the balance sheet by a memorandum of the approximate
replacement market value thereof would be informing.

The average cost method of carrying or valuing the inventory may be said
to be intermediate between the first-in, first-out and last-in, first-out methods.
It is probably less used now than was at one time the case, though it is still
the method generally used in at least one of the major industries of the
country.

An inventory method which has somewhat the same end in view as the last-
in, first-out cost formula is the base-stock method. It has the virtue of con-
servatism, both from a balance-sheet point of view (assuming, of course, that the
base price, which remains unchanged, is set sufficiently low at the inception
of the use of the method) and from the point of view of the earnings shown
during an era of rising prices.

The leading exponent of this method in this country is the National Lead Co,,
which has clearly explained the method in its annual reports. Another of the
prominent industrials of the country, the International Harvester Co., used the
method for a few years at the close of the World War perlod but discontinued
when the United States Treasury refused to accept the method for income-tax
purposes. The refusal of the taxing authorities in both the United States and
Great Britain to accept the base-stock method for valuing inventories has prob-
ably discouraged a more general use of -it by industrial companies.

One other point in the valuation of inventories which requires especial con-
slderation in the depression perlod is that only normal overhead should be
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included in inventory value, even though under present conditions with greatly
reduced output the actual overhead ordinarily exceeds a mnormal rate of

overhead.

[Letterhead of Peat, Marwick, Mitchell & Co., accountants and audltors]
New York, N. Y., March 3, 1938.

Mr. MAunice H. PELOUBET,
Messra. Pogson, Peloubet & Qo.,
New York, N. Y,

DEeAR Sir: I refer to your recent discussion as to the propriety of the use in
certain industries of the last-in, first-out method of costing sales and deter-
mining inventories, and particularly to your inquiry as to whether, in my
opinion, this method may be conslidered to be in accordance with present stand-
ards of good accounting practice.

The commonly used basis of staiing inventories is under the formula of cost
or market, whichever is lower, but within that formula variations of method
of determining cost and market prevail, consistency of treatment from period
to period being, of course, essential whatever method be adopted. Your inquiry
is d,l,rected to that method underlying cost which is designated “last in, first

it,

It is well to point out, in the first place, that before determining the prefer-
able method of computing the cost of inventory on hand there must be careful
consideration of the purchasing and selling methods, rapidity of turnover of
inventory, extent cf inventory normally carried, and the timing of sale-price
changes in relaticn to changes in purchase prices of materials entering into
the product sold. It is impracticable and undesirable, in a period of changing
cost prices for muiterials, to determine the cost of goods sold by following
through from purchase to sale the specfic materials entering into the product
sold; thus it becemes necessary to appraise the merits of various methods, 1. e.
whether the goods sold may be regarded as having been produced from mate-
rials purchased first or from those purchased last, or from the group of all
similar materials purchased and on hand within a specified perlod.

In a period of stable prices it would not make much difference which method
is used, because all would produce substantially the same results. Such is
not the case, however, where purchase costs have changed materially during
a period. 'Thus the problem resolves itself into a question as to which method
would most adequately reflect the results of the transactions and managerial
policles and methods.

The average manufacturing or processing company usunlly has a certain
amount of inventory on hand in different stages of production, Where prices
have changed between the beginning and the end of a period, the use of either
the first-in, first-out method or the average-cost method results in a change in the
costs used for the terminating inventory as compared with the inventory at
the opening date even though substantially the same amount of goods may be
on hand. Particularly in the case of industries where the turn-over is slow
because of the length of the processing time, either method would thus intro-
duce into the accounts an element of profit or loss on the inventory which is
to some extent speculative in nature and which may never be realized.

In some businesses an attempt is made to eliminate so far as possible the
the speculative element by relating sales commitments to current costs of mate-
rials; thus, when goods are sold, substantinlly the required amounts of raw
material are either purchased concurrently or future commitments therefor may
be entered into, the principal purpose being to avoid speculation and to eliminate
the effect of market fluctuations from the profits. In cases where such procedure
exists it would seem entirely arbitrary to deciare that only the first-in, first-out,
or the average cost, method should apply, or to take the position that market
profits or losses reflected in the inventory as a result of deter:nining them on
such a basis had actually occurred.

I believe that these considerations are the more important in the case of those
industries in which raw material costs form a relatively large part of the total
cost of the product, and particularly where the raw materinl fnvolved is sub-
Ject to substantial price fluctuations. Due to the element of timing as between
the purchase of raw materials and the shipment of the corresponding sales, an
assumption that the last goods in are the first goods shipped ig also arbitrary
to a certain extent. But it is my opinion that this assumption, under the
conditfons outlined above, most nearly reflects the actual operating conditlons,
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and that the last-in, first-out method can be considered in such cases as in
accordance with sound accounting practice for costing sales and for determining
inventories.

While X realize that so far this method has not been accepted by the Treasury
Department for the purpose of determining taxable income, some substantial
corporations have adopted it for their fiscal purposes, notwithstanding the ndded
dificulty of a double determination of the inventory; and this very fact would
seem to justify the assertion that they regard this method the preferable one
from a business standpoint and the one which most accurately reflects the
profits or losses which have been realized. :

Yours very truly,
SAMUEL J. BroAD.

[Letterhead of Price, Waterhouse & Co.)
New Yomrk, March 4, 1938.

Mr, MAvurice E. PELOUBET,
Pogeon, Peloubet & Qo., 25 Broadway, Now York, N. Y.

DeAr Sm: You have requested my opinton of the propriety and use of the
last-in, first-out method of costing sales and whether, in my opinion, this method
may ibe considered in accordance with present standards of good accounting
practice.

The question of determining the cost of sales and of pricing inventory at cost,
whether this cost be used in the balance sheet or compared with market in
order to determine Inventory at cost or .market for balance-sheet purposes, is,
I believe, a broader subject than a mere consideration of whether a last-in,
first-out method is in accordance with present standards of good accounting
practice.

In a report in 1936 on a proposal of the American Petroleum Institute to adopt
the basis of last-in, first-out for the oll industry, the special committee on in-
ventories of the American Institute of Accountants made the folowing observa-
tions in regard to valuing inventories “at cost or market, whichever is lower":

“The principle of ‘cost or market, whichever is lower,’ which constitutes the
present-day, generally followed method of inventory valuation, is one of long
standing and dates from the days when the balance sheet was accorded much
nore attention as compared with the Income account than is the case today, and

ccounting practices naturally reflect this viewpoint. To value inventories at

ost was, of course, the logleal thing to do, and to take cognizance of a declining
market was equally logical and conservative, The question of what constituted
cost, however, in the days of simple business relations did not give rise to the
involved considerations called for by present-day business complexities, and be-
cause of the much greater emphasis laid on the balance sheet of effect upon
income of the diverse views which are possible in regard to cost computation
did not receive much attention.”

In a recent booklet published by the Amerlcan Institute of Accountants, en-
titled “A Statement of Accounting Principles,” the first-in, first-out, last-in, first-
out, and average cost have all been recognized as proper methods to be used in
arriving at cost in any industry for which they may be appropriate.

Fundamentally, the determination of net income for Income-tax purposes
should not deviate from good accounting practice, and this has been consistently
recognized in the Federal income-tax statute. Section 41 specifically provides
that “The net income shall be computed * * * in accordance with the
method of accounting regularly employed in keeping the books of such tax-
payer; but * * * if the method employed does not clearly reflect income,
the computation shall be made in accordance with such method as, in the opinion
of the Commisslon, does clearly reflect the income.”

The regulations have amplified the general provisions of the statute, and in
article 22 (¢) (2) two tests are provided, to which each inventory must con-
form: ‘(1) It must conform as nearly as may be to the best accounting practice
“in the trade or business, and (2) it must clearly reflect the income.” The regu-
lations are principally concerned with the “valuation of inventories,” whereas,
in my opinion, more emphasis should have been put on the determination of “cost

of goods sold.” . . .
Among the various bages which may be used in computing cost of goods sold

are the following:
- The actual identifled cost of the materials used in production (this basis 18

applicable in cases where the material can actually be identifled).
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The basis of average cost (many variations of this basis may be made as
required by conditions. The period of time used for averaging has to be
considered, In some cases an average cost for a period of a year may be
used and again it may be necessary to average the cost of current production
with the unsold quantity and cost of prior production).

The last-in, first-out basis which has been adopted by the oil industry and
a number of other industries.

The first-in, first-out basis which is also belng used by a number of industries.

The various methods of determining cost of sales set forth in the foregoing
paragraph are, in my opinion, appropriate and good accounting practice for
certain companies and industries,

Yours very 4ruly,
RODNEY F. STARKEY.

[Letterhead of Scovell, Wellington & Co., accountants and auditors)

NEw YORK, March 10, 1938.
Mr. Mavurice E. PRLOUBET,
Pogson, Pcloubet & Co.,
25 Broadway, New York, N. Y.

Dear MR, PELouBET: As a representative of the Copper and Brass Mill Prod-
uets Association you have asked my opinion as to whether the last-in, flvst-out
method of costing sales and determining inventories may be considered good
accounting practice for the Industry represented by the Assoclation, -

The use of the last-in, first-out method for determining cost of goods sold and
net earnings has always been good accounting practice, and, in my opinion,
is particularly well adapted to an industry such as that you are representing,
with whose usual operating conditions I am familiar. While the use of the
first-in, first-out method of determining cost of goods sold is more general and
is applicable to the conditions in many industries, there has been in recent
years an increasing adoption of the principle of last-in, flrst-out in place of
first-in-, first-out for those companies where the last-in, first-out method most
clearly reflects income.

The purpose of accounting is to state operating facts as clearly and ac-
curately as may be under the circumstances, For companies in the industry
that you represent, a comparison of the metal content of sales with the cost
of the metal most recently received in my opinion comes closest to the actual
operating facts, and more clearly reflects income than under the first-in, first~
out method, where the cost of materials sold is assumed to be those first
purchased.

Fundamentally, the function of the companies in the industry you represent
is the fabrication of raw materials into a finished product. The profits should
be and generally are from fabrication, and the gain or loss on raw materlals
is incidental. A well-operated company endeavors to cover current sales by
current purchases. . Many of the companies, if there were a market available
for hedging transactions as is the case with some other raw materlals, would
undoubtedly make hedges to eliminate any gains or losses on raw materials.
Lacking such an opportunity, the use of the last-in first-out method corresponds
most closely with business conditions under which sales and purchasges are
made, and in my opinfon most clearly reflects income and is therefore good
accounting practice for the industry. : )

Sincerely, yours,
C. OLiver WELLINGTON.

Froaty MAmrx LAN, NEw Yorx, N, Y.,

February 25, 1938.
Mr, Maurion B. PELOUBET, :

New York, N. Y.
DEAR SiR: As a representative of the Copper and Brass Mill Products As-
gociation, you have asked my opinion of the propriety of the use in the in-
dustry represented by that Assoclation of the last-in, first-out, or replacement
method of costing sales and determining inventories and you have particularly
asked whether this method may be considered to be in accordance with present

standards of good accounting practice.
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The last-in, first-out, or replacement method of costing sales and determining
inventories is appropriate in those industries in which:

1. Operating processes are continuous.

2. Turn-over is slow because of the length of the processing.

3. Minimum inventories must be constantly maintained.

4. Raw materlal costs form the greatest or a substantial part of the total
cost of the product,

In such industries it is the custom to make purchases of raw material at the
same time and at the same price as the sale is made, even though delivery to
the customer i8 to be made some lttle time in the future, Generally, in such
industries the price of the finished product varies with that of the raw material,
which is the principal constituent of the product. In such industries profit on
converting or fabricating is the principal object, and any gain or loss on mate-
rial 1s incidental and frequently the result of circumstances beyond the control
of the management.

A method of determining costs and inventorles, therefore, which has the effect
of applying current costs to current sales, reflects the income more correctly
than any other. A method such as first-in, first-out which disregards the fact
that purchases are made to cover sales and attempts to apply entirely unrelated
purchase and sale transactions, must of necessity distort the results of
operations.

The fabrication of copper and brass appears to be an industry which pos-
sesses the characteristics outlined above, which indlecates that the last-in, first-
out, or replacement, method of costing sales and determining inventories in
applicable to it. In my opinion, therefore, the last-in, first-out, or replacement,
method of costing sales and determining inventories may be regarded as good
accounting practice in that industry, belng the method which most nearly
reflects the correct income for any given period.

I do not need to remind you that a number of important industrinl compa-
nies are now using this method and have used this or similar methods for
many years. Accounting authorities, both educators and practicing account-
ants, have, by the written or spoken word, advocated the use of this method in
those industries to which it applies, and accounts prepared on this basis have
been accepted by the Securities and Bxchange Commission.

In view of all this I see no reason why the United States Treasury Depart-
ment or any other department or commission concerned should hesitate to reec-
ognize the last-in, flrst-out, or replacement, method as good accounting practice
and as a method which is correct, both for corporate purposes and for determin-
ing taxable income, in the accounts of companies or industries which possess
the characteristics outlined in this letter and which carry on their business

in the manner described herein.

Yours very truly,
Vicror H, STEMPF,

Certifiled Public Accountant, Member American
Institute of Accountants.

Hxcerers FroM “A STATEMENT OF ACCOUNTING PRINCIPLES”

Prepared by Thomas Henry Sanders, Harvard University Graduate School of
-Business Administration; Henry Rand Hatfleld, University of California;
Underhill Moore, Yale University School of Law, for the Haskins & Sells
Foundation, Iné, published by American Institute of Accountants

(P. 16)

Such inventory policles as the base-stock method frankly abandon the usual
basis of keeping inventories within the cost or market area. A long-time view
is taken; a low point i3 chosen as the iuventory base price; the ups and downs
of current prices above that point are ignored sith respect to the base in-
ventory; most of the time the Inventories stand in the balance-shtet at some«
thing much below either cost or market, and tliere results some equalizing

of profits over perlods of prosperity and depression.
C o (P. 48)

If the management wishes to go further and adopt a still more conservative
policy with respect to-inventory valuation, calculated to reduce the fluctuations
in profits, that should be regarded as well within its: province. The base ‘or
normal-stock method is a notable example. It i{s not, as some suppose, an
artificial treatment of the figures; on the contrary, it takes cognizance of two
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rtant facts: First, that a minimum inventory i8 a constant necessity to
tul?g(:)perntlng company, and, second, that in times of prosperity the incipient
conditions of depression are already present. The basic question is, What is the
accounting period? A narrow adherenco to the conditions and figures for the
one year will exclude any notice of what may come after, while a recognition of

the fact that the year is simply a chapter in the company’s history may lead to

adoption of sounder policies.

If the base or normal-stock method is clearly explained in the annual reports,
especially as is sometimes done, with tables showing the adjustments, a reader
can compute for himself the approximate effects of the policy, and can adjust
inventory and profit figures if he chooses. If a company can show a strong
current ratio with inventories on the base-stock method, the ratio would be

1 basis. In these circumstances the

gtill stronger if they were stated on the usua
base-stock method seems to be within the bounds of proper accounting prin-

ciples. The policy of the Bureau of Internal Revenue in disallowing this
method, while it may simplify the determination of income for tax purposes,
is probably not a wise publi¢ policy in the long run. The subject of inventory
valuation is further discussed in part III, page 78.

(P. 78)

Accepting the rule stated above that the lower of cost or market is the
primary guide, the accountant should apply this rule reasonably and consist-
ently. If by different interpretations of the rule it is possible to arrive at
substantially different results, then it is desirable to indicate the method em-
ployed and to follow that method consistently from period to period.

Accountants may properly arrive at “cost” on a basis of (a) first-in, first-
out; (b) last-in, first-out; (c) average cost; or (d) base-stock method, as may
be most appropriate for the industry. For raw-materials “market” usually
means the buying or replacement market; as to work in process and finished
goods, “market” means the cost of reproduction or replacement, unless the
realization prices are lower, in. which case they would govern.

Discussions as to the auditor’s responsibility for inventories should not
obscure the fact that those who read the statements will in fact rely upon
the inventory figures there given as a representation by the company’s account-
ants and auditors. The latter are, therefore, bound to take reasonable and
appropriate steps to ascertain that the inventory is as reported; if they know
of any circumstances likely to invalidate conclusions drawn from the inventory
figures, they are bound to endeavor to preclude the drawing of such erroneous
conclusions, either by changing the figures themselves, or by suitable quali-
fications.

Rules like the lower of cost or market were devised as an ald to prudent busf-
ness management and for the protection of investors, and not for tax pur-
poses. But under these rules, cases have occurred of wide fluctuations of
material prices resulting in losses of one period, followed by profits of another
period, in which the latter were taxable without proper offset. In these cases
such valuation methods as base stock, or last-in, first-out, are intrinsically
proper, as well as being proper from a business point of view.

LETTER FroM Dg. JoserH J. KrmN, CERTIFIED PUBLIC ACCOUNTANT, CHAIRMAN
oF THE COMMITTEE ON FEDEBRAL TAXATION OF THP NEW YORK STATE SOCIETY
oF CERTIFIED PUBLIC ACCOUNTANTS, TO THE HONORABLE ROSWELL Mac1ry, UNDER
SEORETARY OF THE TREASURY .

Hon. RoswWELL MAoILL, e FEBRUARY 3, 1938.

The Under Secretary of the Treasury,
Washington, D, 0.

DeAR Proressor Maciin: The committee on Federal taxation of the New
York State Soclety of Certified Public Accountants has glven considerable
thought to a suggestion made by the society’s committee on inventory methods
relative to the inventory regulations of the Commissioner.

As you know, section 22 (¢) of the Revenue Act of 1936 and the corresponding
provislons of the preceding acts, provide that—

“Whenever in the opinion of the Commissioner the use of inventories is neces-
sary in order clearly to determine the income of any taxpayer,- inventories:
shall be taken by such taxpayer upon.such basis as the Commissioner, with
the approval of the Secretary, may prescribe as conforming as nearly as may be-
to the best accounting practice in the trade or business and as most clearly

reflecting the income.”
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. You also know that General Counsel's Memorandum No. 17322 (reported
on p. 161 of the Cumulative Bulletin XV-2) wisely and fairly permits industries
processing certain raw materials, principally wheat and cotton, to apply the
results of hedging transactions, entered into for the purpose of eliminating
galns or losses on raw materials, to their inventories without the application
of the llnitation imposed on capital gains or losses, although such limita-
tons are applied generally to futures transactions in these commodities.

There are, as you know, other industries producing, fabricating, or processing
raw materials which are not permitted by the Commissioner to apply current
costs to current sales under the replacement, or last-in, flrst-ont inventory
method. The committee on inventory methods urges that the presently unrecog-
nized method of inventorying, under ordinary conditions, has a similar effect
upon the determination of income as that produced by permissive open-market
hedging transactions in commodities where effective and satisfactory futures
markets exist.

As practicing accountants, the members of our committee are keenly aware
of the fact that during a period of rising prices the first-in, first-out method of
pricing inventorles, as at present required by the Commissioner, where mer-
chandise Is commingled, results in taxing business income that is in part neces-
sarily absorbed in increased inventories and working capital. Manifestly, the
injustice of taxing such increase as a part of the income is grossly aggravated
under a system of graduated taxes on income and on undistributed earnings.

It seems to us that the discrimination referred to, to the extent that it exists,
is unintentional, because it is unthinkable that the tax authorities should wish
to impose unlike burdens on different groups of taxpayers similarly situated in
all respects except with respect to the possibility of access to an adequate
futures market. The change advocated by the committee on inventory methods
may be most simply made in the regulations, by including among permissive
methods of computing ifncome and valuing inventories, the method known as
replacement or last-in, first-out. It may be that, for administrative reasons
uanknown to us, the alleged diserimination directed to your and to our attention
may best be remedied by amendment of the revenue act.

This matter is brought to your notice at this time so that it may be before
you in the consideration of necessary and desirable changes in the revenue act.
From time to time we shall feel free to write to you about other techunical

matters.
Very truly yours,

Chairman, Commtttee on Federal Tazation, the New 'York
State Saciety of Certified Pubdlic Accountants.

Qorporations using last-in, firat-in, or similar methods in corporation accounts

Dato of first use
Auditors of method

ican Smelting & Refining Co..vuen... Bcovell, Wellington & Co....... PO, -} 1906,
SPTER ¢ . Bloth & MaoNaughton .--ooresmeroens 1913,

. cuee - Previous to 1916.

Deloitte, Plender, Qriffiths & Co........ Do,

0 Lybmnd, Ross Bros, & Montgomery"...| 1017,
International Harvester Co. Haskins & Bells.......coenencnannnnn .| 1917,
U. 8, 8melting, Refining & Mining Co Lybrand, Ross Bros. & Montgomery....[ 1024,
QGraton & Knﬁ;ht CO.ecnsaronnnens .| Arthur Anderson & Co..... cescaseaces .| 1925,
Anaconda Copper MlnLn%Co ........ Pogson, Peloubet & Co...cueeneennnnann. 1927,
Anaconda Wire & Cable Co. aseesl0iecene.. {gg

Cero de Pasco Copper Corporation

The American Oa?: Leather Co

American Metal Co., Ltd...
rags

Lybrand, Ross Bros, & Montgomery....|"
Ernst & 1

1033,
Previous to 1934.

t [ . Q.
gonﬁfﬁud 0ll Co.. Arthur Young & Co.........
Vulcan Detinning Co...ccevceeeaccrcannnen Loomis, Suffern & Fernald.... )
Standard Ofl Co. of Callfornia.. Prioe, Waterhouse & Co........ Previous to 1938,
Phelps Dodge Corporatlon... Pogson, Peloubet & Co.... 1038,
Revare Copper & Brass, Ine......... Scovell, Wellington & Co..
‘Gulf Oll Corporation of Pennsylvania.....} Price, Waterhouse & Co. .- 1935,
Swift & Co . .| Artbur Young & Co.....ecue. .| Previous to 1036,
Endicott Johnson Corporation......... we-e| Touche, Niven & Co..... eeanassecsensss] 1036,
8urpass Leather Co........... Tooii] Price, Waterhouse & Co.. 1038,
8ooony Vacuum Ofl Co., Ino. -..| Arthur Young & Co..... 1936,

....| Haskins & 8ells........... 1936,

:8¢, Josoph Lead Co.............
luterna{’loml Paper & Power Co..........| Arthur Andereon & Co.....
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This list is not complete nor exhaustive and cannot be so, as it is conflned
to companies which issued reports to the public or which have gone on record
publicly through legal action or otherwise as using last-in, first-out or similar
or equivalent methods. Companies which use these methods and do not publish
thelr accounts cannot be included in this list nor can companies which use these
methods but merely refer to them in their accounts as cost. It is fmpossible
to estimate how many companies fall into these two classes but the probabili-
ties are that the number is substantial. It will be observed from the dates
shown above that the use of last-in, first-out or similar methods appears to be

growing at an accelerated rate.

BIBLIOGRAPHY ON LAST-IN, FIRST-OUT AND SIMILAR INVENTORY ME110D8 TEXT AND
OTuER BoOKS

Proceedings, International Congress on Accounting, 1929, 100 Washington
Square East, New York City, Knickerbocker Press, G. P, Putnam's Sons, N. Y.;
Valuation of Normal Stocks at Fixed Prices, M. E. Peloubet, pages 5065-531.
With discussion thereon, pages 1172-1177. Inventory Control, Including the
Valuation of Basic Stocks at Normal Prices, Jaroslav Fukatko, pages 542-564.

Exeess Profits Duty and Corporation Profits Tax, Roger N. Carter, M. Com,,
F. C. A, published by Gee & Co, Ltd., London, 1921. Contains the White
Paper presented to the House of Commons, June 1917, entitled ‘“Heads of
Government Proposals upon the Valuation of Stocks for Purposes of Excess
Proflts Duty.”

The War Finance Acts of 1914 to 1917 by “Income Tax Expert of ‘The
Accountant,’” second edition published by Gee & Co., Ltd., London, 1918,
Covers much the same ground as the previous reference on pages 82 to 84.

The Law and Practice of Excess Profits Duty, William Sanders of the Inland
Revenue Department published by Gee & Co., Ltd., London, 1018, Also contains
on pages 54 to 62 the White Paper mentioned above together with a letter from
A. Lowes Dickinson and other chartered accountants,

Auditing Theory and Practice, Robert H. Montgomery, Edition 5, pages 217-18.
Says “base price” method has been successful, and successful business methods:
should be conformed to by accounting practices. Lists six objections of U. 8.
Treasury Department to its use.

Irinciples of Auditing, Kohler and Pettengill, Third edition, McGraw-Hill
Book Co., Inc, N. Y., 1032, page 81. The replacement-cost method deserves
gerlous consideration in the future as a basis for valuing inventories.

Intermediate Accounting, Taylor and Miller, Vol. 1, McGraw Hill Book Co.,
Inc., N. Y., 1033, pages 117-119. On pages 117 to 119 is a good discussion of the
method with particular reference to its actual use by representative corpora-
tions and a description of the methods of the International Harvester Co. and
the U. 8. Steel Corp'n. whose methods are similar to normal stock.

Problems in Accounting Principles, R. G. Walker, A. W. Shaw Co., Chicago,
1929, pages 365-378. Discussion of National Lead Co.'s method, etc.

Present-day Problems in Inventory Valuation, M. E. Peloubet, National Asso-
clation of Cost Accountants, Year Book, 1936, pages 164 to 187. Paper delivered
at annual meeting of National Association of Cost Accountants, June 1030, A
discussion of the situation at the present time with particular reference to the
effect on taxable income and revenue of the adoption of methods applying
current costs to current sales, the use of analogous methods for other purposes
by the U. 8. Treasury Department and the administrative changes which would
be required in the Department to give effect to permission to use methods,
applying current costs to current sales without loss of revenue.

Mag@AzZINES AND NEWSPAPERS

HARVARD BUSINESS BEVIEW

October 1924, Inventory Valuation and Business Cycle, by H. T. Warshow,
Comptroller, National Lead Co., New York. This is a general discussion of the
subject together with a descriptlon of its particular application to the National
Lead Co,’s accounts,

January 1928, pages 120-187, The Role of Paper Profits in Industry, George:
E. Putnam, This article does not mention normal stocks specifically but s’
significant as it states the problem plainly. . .

- Autumn' 1936, pages 76 to 94, The Base Stock Principles in Income Account-
ing, Ross G. Walker. A carefully documented statement of the principles of!
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base-stock inventories with particular reference to financial statements for
stockholders and the effect of this method in the internal administration of a

business.
JOURNAL OF ACCOURTANCY

December 1926, Some Variations in Inventory Valuations, by T. H. Sanders.
This article discusses the normal stock method as applied to three representa-
tive companies and points out that it is a method sponsored by practical business
men rather than accounting or economic theorists,
July 1930, Base Stock Inventories, L. G. Peloubet. A general discussion of

the method with particular relation to taxation.
December 1932, Influence of Depression on Accountancy, George O. May.

A portion of the article is devoted to the comparison of varifous inventory
methods including normal or basie stock. ’

December 1937, Some Observations on Accounting Practice with Speclal Ref-
erence to Inventory Valuation, John L. Harvey, Discusses various methods of
inventory valuation. No one method suitable to all industries. Recent devel-
opments in lust-in, first-out method.

January 1938, Editorinl, An Unintentional Discrimination. Discusses the
analogy between “hedging” and last-in, first-out, and similar methods and shows
the inequity of permitting hedges to be recognized when last in, first out is not

permitted.
NATIONAL ASSOCIATION OF COST ACCOUNTANTS BULLETIN

Vol. XVIII, No. 13, March 1, 1937. Problems of Present-Day Inventory Valu-
ation, Maurice E. Peloubet, page 741. Current Practices in Inventory Valua-
tion, B, W. Graham, page 762

Vol. XVIX (XIX), No. 3, October 1, 1937. Inventory Valuation, The Use of
Price Adjustment Accounts to Segregate Inventory Losses and Gains, Clarence

B. Nickerson, page 147,
Vol. XIX, No. 7, December 1, 1937. Inventory Valuation and Business Profits:

The Case for a “Stabilized” Basis, Albion R. Davis, page 877. The Case for a
“Cost or Market” Basis, Homer N. Sweet, page 400,

BULLETIN OF THE TAYLOR BOCIETY AND OF THE BOCIBTY OF INDUBTRIAL ENGINEERS

May 1935, Principles of Inventory Valuation, Maurice B. Pcloubet. This
arttele describes various methods of inventory valuation including normal
stocks and similar methods. Gives a history of the method and examples
which illustrate its application. This article was reprinted in the New York
Certified Public Accountant, April 1935, and in the Canadian Chartered Ac-
countant, June 1935, in which issue an editorial appeared on the same subject.

PAPERS NOT PUBLISHED BUT PRESENTED AT MEETINGS

The Normal Stock Method of Inventory Valuation, H. T. Wawshow, Comp-
troller National Lead Co. (also included in year book of Natfonal Association
of Cost Accountants, 1922). This is a specific description of the applecation of
the method to the accounts of the National Lead Co.

A Practical Inventory Method for the Tanning Industry, Maurice E. Peloubet.
This is a general statement of the normal stock and similar methods and an
examination into the practicability of its application to the Tanning Industry.

WALL STREET JOURNAL

Inventory Losses (unsigned), February 7, 1935. Describes advantages gained
by National Lead and American Can, 1917, through use of normal stock system.

Serles of articles by Arundel Cotter, March 18, 19, 25, 28, April 1, 1935:
. March 18.—Uses table to show “first-in, first-out,” and “normal stock” differ-
ences, with a good discussion. American Smelting & Refining Co. installed
system (normal) in 1903. Anaconda Copper Mining Co. is understood to have
employed normal stock system until a few years ago when it changed to a
“last-in, first-out” system, ’

March 19—Discusses “last-in, first-out” as applied to oil industry.

March 25—Gives case of American Woolen Co. Internal Revenue position dis-

cussed.
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March 28—Gives case of Swift & Co. How it now sets up inventory reserve.
April 1—Reserve. Discusses tobacco inventories. Concludes normal stock

should be carefully considered.
Discussing American Institute's bulletin by Arundel Cotter, January 20, 1936.

Shows how meaningless “cost” is. Uses apple dealer to illustrate “first-in,
first-out” and “last-in, flrst-out,” as well as “average cost” methods. Urges
fuller information from corporations on what is meant by ‘‘cost or market.”

Series (3) articles on new tax proposals by Arundel Cotter:
April 20, 1936—Shows how tax, even in times of prosperity, would eventually

consume cash and inventories, through tax on inventory profits.

May 2, 1936—Likens present situation to that in which German’s many nails
shrank to one., Gives figures of Tanners’ Council to show changes in Inventory
value. Says non-distribution In dividends of these book profits has saved many

companties, but taxation on them would be disastrous.
May 4, 1936—Points out Revenue Bureau does not recognize normal stock or

“last-in, first-out” methods. Without it, however, new tax will be ruinous to
many companies,
WORLD PETROLEUM
An article on the subject of normal stocks by C. C. Bailey appeared in
December 1031,

Li1sT oF TRADE AND OTHER ASSOCIATIONS APPROVING LaAsTt-IN, FIrsT-OUT OR
SimILAR MEeETHODS

American Mining Congress, The.

American Petroleum Institute, The.

Copper and Brass Mill Products Association.
Lead Industries Association, The.

National Association of Credit Men.

National Electrical Manufacturers Association.

Tanners' Council of America,
Trade Association for the Rope and Cordage Industry, The.

The CuaryMan. Mr. Victor H. Stempf, of New York City.

STATEMENT OF VICTOR H. STEMPF, REPRESENTING THE COM-
MITTEE ON TAXATION, AMERICAN INSTITUTE OF ACCOUNT-

ANTS, NEW YORK CITY

The CramrmaN. You appeared before the House committee, I think,

My, Stemer. I did not; {)ﬁled a brief with them.

The Cuamrman. Mr. Stempf, you represent the committee on taxa-
tion of the American Institute og Accountants?

Mr. Stempr. Yes. My name is Victor H, Stempf, a resident of
Larchmont, N. Y. I am a certified public accountant, a partner in the
firm of Touche, Niven & Co., New York, N. Y. I am appearing as
chairman of the committee on Federal taxation of the American In-
stitute of Accountants. My associates on the committee are Mr. Wil-
liam L, Clark, of Tulsa, Okla.; Mr. James A. Councilor, of Washing-
ton, D. C.; Mr. Clarence L. Turner, of Philadelphia, Pa.; and Mr,
Leon E. Williams, of New York, N. Y.

I request the privilege of filing, on behalf of the American Institute
of Accountants, a memorandum dealing with revision of the revenue
laws, with special reference to the bill recently passed by the House
of Representatives. The report deals pnrticul)t'trﬁ’y with questions of-
an accounting nature and stresses—

1) Outright repeal of the tax on undistributed profits;
2) Further modification of the capital-gains section;
8) Opposition to the reintroduction of the surtax on closely held
corporations advocated in title B of the House bill;

54885—38——12
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A sound broadening of the base of income taxation;
8) The restoration of consolidated returns;
6) The determination of fixed principles of income taxation; and

(7) The modification of rates generally in the belief that lower rates
w.il]ldinduce business activity and result in equal or improved revenue

ield.
Y The CramrMaN., Why do you say that?

Mr. Stemrr. I think that the history of our Revenue Act has dem-
onstrated the fact that lower rates, by the reason of the incentive
which they give to business, create business activity %reater profits,
and thereby yield greater revenue at lower rates, T think that you

ourself, Mr. Chairman, have admitted the application and the effect
of the law of diminishing returns in statements that you have made,
which T think are very properly applicable.

There are also includre’d recommendations relating to technical re-
visions of existing provisions.

The CHarmMAN. Does that statement apply to capital gains as well
as the high surtax rates?

Mr, Stespr. Most definitely so. )
The Cramrman. It does not apply to undistributed profits, does it?

Mr. Stemrr. I am unalterably opposed to the principle of the un-
distributed profits tax.

The CuairaaN, You do not know whether you can do justice by it?

Mr. Stespr. Because I feel it is absolutely contrary to the funda-
mentals of sound corporate finance. There are also included recom-
mendations relating to technical revisions of existing provisions; in-
cluding a pr%posul to defer for an additional 30 days the filing date
of returns. It is believed that some change in this respect is needed
urgently to alleviate the growing difficulty of taxpayers to comply
with existing requirements, due to the increasing complexity of the
law and the more exacting attitude of the Bureau of Internal Reve-
nue relative to extensions of time for filing returns.

In compliance with the wishes of your committee, I shall refrain
from presenting any of these matters in further detail at this time;
and offer the Institute’s detailed memorandum which you and your
technical assistants may consider in due course.

Senator LoNErgaN. Mr. Chairman, I would like to ask the witness
a question,

The CrarMAaN. Senator Lonergan,

Senator JLONERGAN. You say you are opposed in principle to the
undistributed profits tax. 1at would be your remedy where a cor-
poration intentionally withheld the distribution of profits?

Mr. Stemer. I have included in my memorandum in support of
that a statement recently made by Maurice Wertheim, in the Harpers
Review, in which he says 102 is there in the act and he cannot believe
that American ingenuity has gotten to the point where it cannot put
teeth in that section, ’IYhat is the remedy. Fra_nkliv, I have no sug-
f;estions to make as to strengthening that section. 1 do not believe it
a8 been applied as fully as it might have been. There has been too
much compromise in most of those cases, but I think that is the proper
remedy for the improper retention of surplus.

‘Senator LoNErGAN. We would be glad to get any suggestions that
you and your associates might have.
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Mr. Stempr. I have discussed the thing at some length, but I have
not arrived at any conclusions. I might say that this memorandum
was prepared over night on Wednesday. This hearing came about

10 days sooner than we expected. )
The CrArRMAN. We do not work as slowly as some other committees,
Mr. Stemer. I think you have done an excellent job. )

The CuammMaN. You are the head of the Ameérican Institute of

Accountants? .
Mr. Stestpr. I am chairman of the committee on taxation.
The Cuaman. How many members do you have$?
Mur. Stempr. We have approximately 5,000 members throughout the

country,
The Crarman, Are they composed of certified public accountants?

Mr. Steser. All certified public accountants, and included in our
group is an advisory council of State society presidents who, in turn,
represent all of the certified public accountants within all of the

States of the country. o .
The Crarman, Are there any of the members of your institute in

the employ of the Treasury Department?
Mr. Stemrer. I would not doubt that there are, Senator.
The CramrMAN. I expect so.
Mr. StempF. Yes.
The Crararan, All right, thank you.
(The memorandum submitted by Mr. Stempf is as follows:)

MeMoRANDUM FILED WITH THE SENATE FINANCE COMMITTER BY THE COMMITTER
ON FEDERAL TAXATION OF THE AMERICAN I'NSTITUTB OF AOCOUNTANTS REGARDING
THE PROPOSED REVENUE Act oF 1038 (SusMITTED MAROH 18, 1938)

* New York, N. Y.,
March 18, 1938,

SENATE FINANCE COMMITTEE,
Washington, D. 0.

Sir8: The committee on Federal taxation of the American Institute of Ac-
countants respectfully submits its recommendations for revision of the revenue
laws, with specinl reference to the provisions contemplated by H. R, 9082 as
adopted in the House of Representatives, and at the outset stresses particularly
that this memorandum ; )
* (a) Approaches the subject of income-tax revision solely from the standpoint
of sound principles of taxation, without regard to social or political aspects, and
deals particularly with questions of an accounting nature. :

(b) Urges outright repeal of the tax on undistributed corporate profits.

(o) Strongly recommends further modification of the capital-gains section.

(d) Opposes unqualifiedly the restoration of the “third basket” provisions,
advocated by the Ways and Means Committee of the House.

(e) Supports a sound “broadening of the base” of income taxation, coupled
wlith effective withholding at the source.

. (f) Urges the requirement of consolidated returns as conforming to recognized
sound business practice.

= (9) Again favors the creation of a qualified nonpartisan commission to con-
duct the research required for the unbiased determination of fixed principles
of Federal income taxation; and

(h) Advocates that taxation for revenue s best served at moderate rates
which encourage enterprise, stimulate activity, increase employment, and pro-
duce more revenue than high rates which stifie initiative, freeze the service of
capital, and retard employment. .

Reference 18 also had in the data which follow to other matters which, al.
though important from the viewpoint of gound administration of the revenue
act, do not partnke of the broader aspects of income taxation present in the

foregoing items,
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(a) Taxation should be based upon fixed principles having a closer relation
to sound accounting procedure and conservative business practice.

This committee has stated repeatedly that taxation has become a major
problem in business planning by reason of its repeated shifting in form and
incldence. Our Federal income tax should have a long-range viewpoint, which
would remove much of the uncertainty by establishing fixed principles at flexible
rates to fit the needs of Federal revenue without change in the character of the
tax or its application,

The creation of a popular bellef that a taxing statute is impartially and
equitably administered is essential to the ultimate success of any revenue pro-
gram. Reassure the business community of a determined purpose to fix and
abide by established rules of Federal income taxation and much will have been
done to restore confldence, Taxation has become almost inscrutable, forcing
upon business a policy of timid “hand-to-mouth” planning, a policy which can-
not be changed until the offects of taxation upon operations may be reliably
gaged on the basis of rational unchanging principles.

The ever-widening breach between “tax accounting” and “business accounting”
has developed as a result of the attempt to refine the definitions of taxable
income and allowable deductions, in the fallacious belief that these deflnitions
should be applied inflexibly ; with the unfortunate result of creating a labyrinth
of exceptions incomprehensive to the average taxpayer. The law and repula-
tions should be purged of these refinements, with a concurrent reversion to the
simple fundamentals that “standard methods of accounting will ordinarily be
regarded as clearly reflecting income” and that “each taxpayer shall adopt such
forms and systems of accounting as are in his judgment best sulted to his
purpose,”’ with a mandate that these provisions be liberally construed. Without
the latter, emphasis upon these fundamentals is futile. In any equitable tax
law income and allowable deductions should be defined In broad terms, and
liberal recognition shonld be nceorded accounting procedures regularly and con-
sistently employed by taxpayers with less opportunist stress upon the year in
which an item belongs. Tax administration should give more welght to the
consistency of successive returns instead of stressing the nearsighted and
usually doubtful advantage of immediate revenue.

The renewal of confidence and the related stimulation of business activity and
employment which would emanate from such settled policies of tax administra-
tion would have a salutary effect upon the Federal revenued.

(b) This committee remains unalterably opposed to the undistributed-profits
tax, and urges outright repeal. Likewise, while there is distinct merit in the
drawback principle, when properly applied, it too is wholly objectionable unless
it be purged of the existing inequities in the undistributed-profits tax by the
repeal of the latter, and unless related to business profits as distinguished from
taxable income,

The Institute’s committee opposed the enactment of the tax on undistributed
profits in its memorandum filed with the Senate Finance Committee on May 7,
1936, summarizing its objections in item XIV of that memorandum, as follows:

“(1) That the potential revenue to be derived from the proposed legislation is
conjectural ;

(2) That the objective of simplification has not been attained, and that the
provisions of the bill are in fact extremely complex;

(3) That the proposed form of taxing undistributed income will create a new
fleld of problems of accounting and corporate finance which will aggravate the
existing difficulties of determining the tax lability;

(4) That the administration of the act by the Bureau of Internal Revenue
will be far more difficult than at present with attendant increased costs;

(5) That the proposed act will inflict undue hardship upon a large group of
moderate-sized corporations having menger reserves, many of which are strug-
gling to overcome the burden of accumulated deficits.”

These reasons remain valid today. The basie principle of the undistributed-
profits tax is unsound, violating as it does the rudiments of corporate finance
and jeopardizing the stability of corporate enterprise.

In principle the harshness of the existing law has been modified to some
extent in H. R. 9682 by the adaptation of the “drawhack” method suggested
as a compromise by this committee in May 1936. In the words of the report
submitted by the House Committee on Ways and Means, March 1, 1038 (page 4)
“the tax should not be framed as a penalty surtax on undistributed profits but
should be designed on the basis of a flat tax rate with a tax credit which will
give reasonable encouragement to the distribution of dividends.”

P —— e s
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However, in our opinion, the House bill does not accomplish this end because
there remain in the law all of the complications of the old undistributed-profits
tax and the objectionable Inconsistencies in distinction between “taxable in-
come” and “business income.” Under proposed conditions, a corporation may
have to pay not only normal income tax but also the surtax when it actually has
no income measured by recognized principles of accounting ordinarily and con-
sistently applied in commercial practice. A striking example of this remains
uncorrected in the case of a corporation with an operating defleit at the begin-
ning of the year, ordinary taxable income of $100,000, and a capital loss of the
same amount. By reason of the $2,000 limitation on capital net losses, the
corporation would pay not only a normal tax but, because of its inability to
distribute a dividend, would also be liable to an unwarranted surtax. Even
though such a corporation were to make a distribution to the full extent of its
adjusted net income, it would gel no dividends-paid-credit in view of the fact
that the distribution would not be a taxable dividend under section 116 (a).
By way of contrast, this inequity is recognized in section 102 relating to the
gurtax on improper accumulation of surplus,

(¢) Further modification of the capital-gains section ig strongly urged.

The report of the committee on Federal taxation, of the American Institute
of Accountants, submitted to the Senate Finance Committee on September 23,
1037, stated:

“There is probably justification for the position that realized capital gains
should bear thelr just proportion of taxation, instead of shifting the entire
burden to those carrying on commerce and the professions, and complete
elimination would aggravate rather thun correct the existing differences be-
tween ‘tax accounting' and ‘business accounting.’

“It s recommended that capital gains and losses be segregated in a separate
schedule from other income, taxable at a moderate, flat rate, without subjec-
tion to percentages depending on the period during which the asset was held.
The $2,000 limitation on net capital losses should be removed, and the right to
carry over net capital losses as an offset to gains for a period of 5 years
should be established.

“Relief in taxation of capital gains would reopen the flow of capital trans-
actions and the profits and employment that go with such transactions, which

are now inhibited by inordinate taxation.
“Capital assets should be redefined to exclude land and depreciable assets

used in the business.”

H. R. 9682 has excluded property subjeet to depreclation from the @efinition
of capital assets for purposes of the capital-gains section. We commend this
provision. However, we strongly urge that land used in trade or business be
likewise excluded from the statutory definition. There are no logleal grounds
for holding that buildings used in trade or business, and the land upon which
the bulldings stand, belong in different categories. The inclusion of land and
buildings in different classifications would raise necdless difficulties in the
administration of the law, as it would necessitate the division of the procceds
from the sale of improved real estate, between the portion applicable {o the
land and the portion appleable to the buildings. Furthermore, a situation of
this kind lends itself to tax cvasion, as it would be possible to stipulate, in a
sales contract, the division of sales proceeds between land and buildings most
advantageous to the seller. The bill also makes a logleal distinction between
“ghort-term” or “apcculative” profits and “long-term” capital gains. The former
are properly placed on a basis comparable to ordinary income. As to the latter,
however, we do not belleve that adequate rellef has been extended.

In this connection, we quote from recent editorinal comment:

“Dr, Carl Snyder has reported that as the result of his own researches, it
appears that the average investment in industry in this country is about
$12,000 per man; and that comparing one country with another the wages of
labor in industry are directly proportionate to the capital investment per man.
Dr. Snyder also points out that the average rate of increase of Industrial
production in this country has been about 4 percent per annum compounded,
and that the gain in capital supply required to produce this increase has been
a little higher, around 56 percent per annum. This investment was supplied
almost wholly from the industries themselves or from their owners and not from
the savings of the people via the savings banks and the insurance companies,
which invest primarlly in mortgages and safe honds and not in the equity
position. This, Dr. 8nyder points out, was up to 1030, since when there has

been an abrupt reversal.”
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Unquestionably, this country needs the restoration of an abundant flow of
equity capital. No one thing will do more to restore activity, employment, and
prosperity. An overwhelming proportion of informed opinion believes that the
enpital-gaing tax is one of the principal deterrents to this flow of capital. Why
be niggardly in the revision? Thoe report of the Ways and Means Commitice
polats out that during the time capital gains were subjected to a flat 123 per-
cent the revenue from this source amounted to approximately 50 percent of the
total income-tux collections from individuals, whereas, in 1034 and 1935, it made
up but 3 and 13 percent, respeetively. The law of diminishing returns has had
its Inevitable effect during the latter years of high capital-gains tax, Remove
the deterrent effectively and the lower rate will produce increasingly greater
revenue,

There i8 a natural reluctance to seeing those who enjoy true capital gains
escape the heavier tax burden; but this must continue to be oue of the rewards
of equity risits if commerce §8 not to be stvltified,

We urge aain:

(A) That capital gains and losses be segregated in a separate schedule from
other income; (B) taxable at a more moderate flat rate, say 1214 percent;
(C) without suvjection to percentage calculations depending on the period held;
(D) that the §2,000 limitation on capital losses be removed entirely; and (E)
that the carry-over provision should be extended to b years instead of 1.

Under such circumstances it will be impossible to make an equitable distine-
tlon between “short-term and long-term” capital gaing. The speculative element
in the stock market is an essential lubricant to the play of supply and demand;
and as a necessary adjunct to the adequate release of capital, transactions may
justifiably be granted the status of capital gains and losses, as in the past.
There should be no major objection to an arbitrary l-year rule, if the distine-
tion be deemed essential.

{(d) The third-basket tax recommended by the House Ways and Means Com-
mittee, but rejected by the House, imposes an arbitrary and unjust penalty
upon legitimate business enterprises and should not be restored to the proposed
revenue bill,

We are strongly opposed to the tax on closely held corporations contemplated
by title 1B, Corporations of the type covered by title 1B are the very corpo-
rations which should be given protection and encourngement. By forcing closely
held operating corporations to distribute their incomes, owner-management is
being unjustly discriminated against in favor of absentee ownership. Family
business concerns will be put at a competitive disndvantage with widely held
organizations,

Nearly all successful businesses originate ns one-, two-, or three-man affairs.
Usually by the Initintive and sacrifices of a small group, a large enterprise is
developed and new employment opportunities created. Such enterprises must
retain thelr fncome for expansfon and for added working capital. They have
limfited credit lines which may be increased only by growth of capital arising
through earnings retained in the business, To force these closely held corpo-
rations to distribute their net income is discriminatory, and places an oppres-
sive burden on legitimate business enterprises. The title 1B tax is unsound and
opposed to the best interests of industrial growth and the employment of labor.

While we oppose restrictions of any kind upon the retention of current earn-
ings for expansion or other legitimate business purposes, we recognize the exist~
ence of abuszs through the unreasonable accumulation of surplus, Mr. Maurice
Wertheim, in Harpers Magazine of February 1938, said:

“I refuse to belleve that American ingenuity or its legal talent 1s at so low an
ebb that section 102 cannot be so redrawn as to make it work properly and
cover completely the abuse of improperly accumulated earnings. It i8 not neces-
gagr or"sound public policy to tax thrm in business in order to reach male.
'actors,

- We, too, advocate the sctting up of new admlnlstmtive machinery to study
cases coming within the purview of section 102 of the existing revenue act, with
a view toward minimizing. tax avoldance tbrough improper surplus accumu-

lations.
(6) We support & sound broadening of the base of lncome tnxation, coupled

with effective withholdfrLg at the source.

- It seems desirable to broaden the base of income taxation bv the reductlon of
personal exemptions, graduation of normal taxes, and’ otherwise, facilitated by
an extension of the principle of withholding at the source. . This proposal has
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been made repeatedly since 1918, if not before, “so that a substantially large
proportion of voters would become direct taxpayers and take a keener interest
in govermment.”

More important would be the substitution of such broadening of the base in
leu of existing indirect “nuisance” taxes, which, it is claimed, fall more heavily,
dollar for dollar, on the low-income class of our population.

() Consolidated returns should be made mandatory. Such procedure con-
forms to ordinary business practice, enables the T'reasury Department to deal
with a single taxpayer instead of many, and eliminates the necessity for exs
amining the bona fides of innumerable intercompany transactions.

Inasmuch as subsidiary companies are often organized merely to comply with
the requirements of various State laws or to minimize risk in opening up new
territory or establishing a new line of business, it is erroneous to treat them as
entities distinet from the parent corporation. For all practical purposes they
are branches or departments of one enterprise. Therefore, as the Treasury
Department pointed out to the House Ways and Means Committee when it was
considering the Revenue Act of 1034, the simplest way to secure a correct state-
ment of income from an afiiliated group-is to-require a consolidated return,
with all intercompany transactiefis “eliminnted. Thid'sonforms to recognized,
sound business practice, By:requiring separate statements-of income, as under
the present law, nonexistéit income is often taxed, profits avid losses may be
shifted from one subsidiary to another in such a manner thati.the Commis-
sfoner's power to reallocate Income is ineffectual, and the earnings 'vf particular
units 2re not accugrtely presented, Moreover, adifinistration of fHe income-
tax law is simple¥ with the copsolidated rgturn, as it conforms to*vordinary
business practice;?” - 1 . ¥

Likewise, frouf the standpoint of thd'taxpayoers, iff cases in-which corpotations
follow the constitent practide of prepariug conselidated ﬂngﬁdnl statements, the
preparation of'‘telated tax returi¥ 18 stinplified if done od'a chnsolidated ‘hasis.
Accordingly iiés urged that consolmgteﬂ reffirns bd requited. * £l

() Congr conld do nothing of ‘greater lmpor%au&c to nssure the fdture
stability of bjikiness than to bring about the-creatiort of a qualified, nonpartisan
commission t¢ establish {]xed prlncgplé's' oﬁ';ixhciome t?xaﬂ‘dﬂ"and’ related adiiﬂn-
istrative procgdure, b . U ]

This commitee has reﬁentedly ’ht’tod the creatidh'of such a body, lntterf§ in
its memorandym of Septéinber 28, &937, ﬂlé@i with the Senate Finance Com-
mittee. The ear-to-yenr&evig n of tax Jaws ‘s ‘an dbomination, brgfl of

political expediency. Fixéil ptinciples™of taxation &re needed: to enabl¢’ tax-
payers to face the future wWith greater conildence baé’egd on kngtn factors:

Permanent prifciples should be estab ', subject only to changes fHf rates
to meet the requirements of, the ¥edefal Biiget. Husiuess can adjyst ftself
to changing rates“bf taxation, but common ¥ense dédrids a repeated shifting
in the general scheme and incidence of taxatigp, which must be co 1ed anew
from year to year. "% ;

(h) The tax burden Should be equalized, and the Federal revénhue stabilized
by the adoption of moderdte rates of taxation which enco:g&gb enterprise, and
thereby Increage employment: -

This committee has previously f‘t\rgeéil,%&’ g&pgjplé“"éf taxing corporate in-
come on the basis of nverage earnings for B ¥efirs, belleving it to be inequitable
to exact heavy taxes upon the full profits of successful years without relief
in respect of unprofitable years which inevitably follow. By the same token,
a basis of average earnings would assure less fluctuntion in the level of reve-
nues. It is recognized that this principle of averaging income entalls gome
administrative difficulties, but these are not insurmountable. However, the
simplest recognition of the principle may be obtained by restoring provislons
for carrylng forward losses asg offsets to taxable income of subsequent years,
‘We urge the enactment of such a genevnl provision, permitting the forwarding
of losses for B years. ’
" The post-war perifod demonstrated the fact that progressively lower rates
of taxation brought increasing revenues, through the release of capital into

‘private enterprise with attendant enlargement of the market for labor in pro-

ductive employment, whereas it is generally recognized that excessively high
rates of tax have discouraged business expansion and have théreby adversely
affected cmployment, o )

Although based upon authoritative statistical factors, the estimates of the
Treasury Departient relative to the adverse effects upon revenues of the elim-
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ination of certain provisions, consistently predicate such conclusions upon
current revenues nt existing rates, We submit that such conclusions ignore
the salutory effect upon revenues inherent in the reduction of rates demon-
strated by the post-war experience previously referred to. We support the
claim, broadly held, that *“lower rates bring more revenue than higher rates.”
Fxcessive rates are nonproductive, Lower rates induce the release of capital
into productive employment. Higher rates have the opposite effeet, and in the
face of declining national income might ultimately prove disastrous to the
.revenue,

(i) If the capital-stock tax be retained the adjusted declared value should be
reduced by Federal income taxes and excess capital net losses.

Many business leaders look upon the eapital-stock tax and related excess-
profits tax as “Siamese twins” which are unconsefonabiy speculative and viclous,
and advocate repeal of these sections of the law. However, if the way cannot
be opened to outright repeal, we advoeate that one amendment particularly be
made. Under the present and proposed laws, no reduction in the adjusted
declared value is permitted for Federal income taxes or for excess capital net
losses. This treatment tends to create artificial situations whereby the adjusted
declared value increases more rapidly than the actual net worth and, in many
instances, increases while the actual net worth decreases. The adjusted de-
clared vatue of capital stock should be brought inte line with actunl conditions
by permitting deductions for Iederal incomeo > and excess capital net
losses.

(j) The excess-proflts tax, if retained, should be based upon predictable
ordinary business unet income and should exclude capltal gains and losses,

The excess-profits tax as provided by sectn 602 of the proposed bill, if
retained, should be modified in one important respect. When a corporation
realizes a large unforeseen capital gain, it may be subjected to an onerous
excess-profits tax. In some instances, the profitable disposition of a capital
asset might be discouraged because of the high excess-profits tax. It is urged
therefore, that capital gains and losses, because of their unpredictable nature,
be excluded from net income subject to the excess-proflits tax and that the
tax be based solely upon ordinary net income.

(k) This committee endorses the “consent dividends credit,” but objects to
certain inequitable provisions relative thereto embodicd in H. R. 9682

Section 28 is intended to provide a method whereby corporations in a poor
cash position, unable to distribute taxable-stock dividends or dividends in their
own obligations, may secure a dividends-pald credit by obtaining “consents”
from stockholders to include portions of the undistributed corporate net fncome
in thelr own net incomes. Obviously, this expedient will be practicable only
in the case of closely held corporations; whereas financially embarrassed cor-
porations, with widely scattered stockholders, will be unable to take advgntage
of the proposal.

Effective use of section 28 will require planning in advance to obtain “con-
sents” from cooperative stockholders and paying off recalcitrant stockholders
before the end of the year. As most organizations are not in a position to
determine the amount of their net income until after the close of the taxable
year, widely held corporations will not be able to make all the necessary
preliminary arrangements incldent to obtaining the “consent dividends credit.”
In practice, therefore, section 28 can be availed of only by closely held
corporations, .

A point that requires adjustment is involved in determining the holding
period of the “consent” stock for the purpose of computing the recognized
gain or loss in the event of a subsequent sale or taxable exchange. Will the
holding period date from the original purchase of the stock, or will there be
several holding periods, one for the original purchase of the stock and others
for the amounts of the “consent” dividends added at various times to the cost
of the stock?

As the proposal now reads, where a sharcholder signs a “consent” the
amount specified in the “consent” is taxable to him in its entirety, whether or
not such amount, if distributed to him in cash, would have been in whole or
in part a taxable dividend. Such amount is then added to the basis of the
stock in the hands of the shareholder, but only in an amount which represents
a taxable dividend (I. e, is out of earnings or profits) and is allowed as a
“consent dividends credit” to the corporation. Thus, a holder of 1 share in
a corporation “consents” to include $100 in his gross income as a dividend.
It develops that for the taxable year the corporation has net income of $100
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per share but at the end of the year has accumulated earnings or prafits of
only $50 per share. In this case, the “consent dividends credit” of the cor-
poration would be limited to $50 per share, while the shareholder would be
obliged to include the entire $100 in his gross income. Morecover, the share-
holder would be allowed to increase the basis of his stock by only $50 (th
amount allowed to the corporation as “consent dividends credit”), the r

mnining $50 apparently vanishing into thin air.

The foregoing situation will undoubtedly arise frequently, as in a great many
Instances corporate executives will find it difficult to estimate accurately the
net earnings before the end of the year. In such cases, there will always b,
the danger to shareholders that they might sign “consents” in excess of tt
corporate net earnings and, therefore, will be taxed on amounts which do not
represent earnings of the corporation. T'o avold this inequitable condition and
to encourage shareholders to cooperate with corporate executives where condi-
tions warrant, it is recommended that shareholders be taxed only on such
amounts of their “consents” as would represent taxable dividends if paid in cash,
Alternatively, if shareholders are to be taxed on the full amount of thelr
“consents,” they should be permitted to add such amount in full to the basis
of their stock, and not only the portion allowed as a “consent dividends credit”

to the corporation.
The definition of “consent stock” (sec, 28 (a) (1) could be improved by being

changed to read as follows:

“Consent stock.—T'he term ‘consent stock’ means the class or classes of stock
entitled, after the payment of preferred dividends (as deflned in par. (2)), to
an unlimited proportionate share in the distribution (other than in complete
or pnrftilal liquidation) within the taxable year of all the remaining earnings
or profits.” .

(1) Expenses incurred in the production of taxable income should be allowed
as deductions, even though such income does not arise from a trade or business.

Section 23 (a) of the proposed bill and the corresponding section of the
present and prior laws provide for the deduction of all the ordinary and neces-
sary expenses pr'  or incurred during the taxable year in carrying on any
trade or business. This provision should cover the deduction of expenses paid
or incurred in the production of taxable income, even though such income does
not arise from the taxpayer's trade or business. In some instances, the Com-
missioner has disallowed expenses of this character, and has attempted to place
an unduly narrow interpretation on this section of the law.

The failure to allow such deductions is contrary to sound accounting con-
cepts and the reasonable intent of the law, and results, in many cases, in the
taxation of gross, instead of net income. Accordingly, it is recommended that
section 23 (a) be amplitled to permit the deduction of all ordinary and ncces-
sary cxpenses paid or incurred during the taxable year in the production of
taxable income.

(m) This committee endorses the recognition of the “normal stock,” and
“last in, first out” or replacement methods of costing sales and determining

inventories in pertinent cases,
Section 22 (¢) of the Revenue Act of 1936 and of the proposed bill, provides

that:

“Whenever in the opinion of the Commissioner the use of inventories is neces-
sary in order clearly to determine the income of any taxpayer, inventories shall
be taken by such taxpayer upon such basis as the Commissioner, with the
approval of the Secretary, may prescribe as conforming as nearly as may be to
the best accounting practice in the trade or business and as most clearly reflect-
ing the income.”” General Counsel's Memorandum No. 17322 (reported on
p. 161 of Cumulative Bulletin XV-2) wisely and fairly permits industries
processing certain raw materials, principally wheat and cotton, to apply the
results of hedging transdctions, entered into for the purpose of eliminating
galns or losses on raw materials, to their inventories without the application
of the limitation imposed on capital gains or losses, although such Hmitations
are applied generally to futures transactions in these commodities.

There are other industries producing, fabricating, or processing raw materials
which are not permitted by the Commissioner to apply current costs to current
sales under the “replacement” or “last-in, first-out” inventory method. These
latter inventory methods are appropriate in industries in which (a) operating
processes are continuous, (b) the period of processing is relatively long, (c¢)
minimum inventories must be maintained constantly, and (d) raw materials
represent a major part of the total cost of the products. Moreover, these
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methods have substantial acceptance in industry, are endorsed by accounting
authorities, and have been reccognized as approprinte by the Securities and
Exchange Commission.

During periods of rising prices the “first-in, first-out” method of pricing inven-
torles results in taxing business income that is in part necessarily absorbed
in inereased inventories and working capital, and is unduly onerous in indus-
tries which entail long processing periods.

The “normal stock” and “last-in, first-out” or “replacement” methods clenrly
fall within “approved standard methods of accounting” and are ‘“best suited
to the needs of certuin businessges.” 'They should, accordingly, be granted
recognition,

(n) We urge the repeal of section 802, requiring the filing of returns as to
formation, etc., of foreign corporations. It imposes unnecessary burdens on
accountants, inasmuch as such information can best be obtained from oflicers,
directors, stockholders, and attorneys directly concerned,

Scction 802 of the proposed bill provides for comprehensive returns of in-
formation in connection with the formation, organization, or reorgunization of
any foreign corporation. This section affects the accounting profession vitally.

The proposed bill, as well as the Revenue Act of 1037 and 1. D. 4773 promul-
gated thercunder, Impose an unreasonable burden upon accountants. Intirely
apart from the principle of the mutter, these provisions relating to information
returns to be submitted by accountants and others are particularly objectionable
due to their ambiguity and breadth.

The language of the law {tself is ambiguous. Prior to the promulgation of
the regulations under the 1937 act, there remained n doubt as to whether such
information was required only if the foreign corporations were actually in ex-
istence or merely proposed. The regulations imply an extenslon of the require-
ments to include information relative to discussions of proposed foreign in-
corporations,

The regulations and Form 959 require answers to hypothetical questions, call-
ing upon accountants to interpret the intent of clients. 'The Bureau itself refuses
to answer hypothetical questions concerning tax matters, Is it not unreasonable
to expect accountants to do so? Does the acceptance of an engagement on the
part of an accountant to calculate the effect which the formation of a foreign
corporation would have upon taxation involve “ald or counsel” in matters re-
lating to the formation of foreign corporations? Such engagement does not
necessarily warrant the conclusion that the formution of a foreign corporation
i8 even proposed.

Decided doubt remains as to the meaning of “reorganizations” of forelgn cor-
porations. Does reorganization contemplate the statutory concept or the com-
monly accepted meaning of that term? Recent Supreme Court decisions have
overthrown interpretations of that term which have prevailed for some years
past. Does writing up the accounts of a foreign corporation constitute the
character of *“ald or counsel” contemplated by the act? Does advice to foreign
clients through offices abroad, relative to the formation of corporations in the
normal and legitimate conduct of affairs, come within the definition of “aid or
counsel” under the act?

The foregoing examples are typical of many ambigulties which exist because
the provisions of the law are not sufliciently limited. Where does mere con-
versation end and advice begin?

The relationship between the accountant and client is one of confidence, As-
surance of sound procedure demands that this relationship be fostered for the
good of all concerned. The provisions of section 802 stultify the accountant
and rear a reluctance on the part of clients to confer with accountants respect-
ing the formation of legltimate foreign business companies, and may have the
further effect of driving taxpayers to seek the ser\lcos of accountants and
Jawyers in foreign countries,

It would seem that provisions requiring such information to be filled by those
direetly concerned—Ii. e, officers, directors, stockholders, and attorneys—should
suffice, without resorting to reports of indirect informants, who merely have
casual acquaintance with the matter in hand.

Therefore the repeal of this provision is strongly urged.

(o) The time for flling Federal income-tax returns should be extended to the
fifteenth day of the fourth month following the close of the taxable year,

Under section 63 of the proposed bill, income-tax returns are required to be
filed, as herctofore, within 214 months following the close of th~ taxable year.
The Commissioner is empowered, by the same section, to grant 1casonable ex-

tensions of time.

]
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Expericnce has shown that large taxpayers, especlally corporations, cannot
gather the necessary data for the preparation of returns within the time specl-
fled by law. The nudit of the nccounts of such taxpayers is not generally com-
pleted until 1 or £ months after the end of the year, and until then the work of
collecting tax data cannot be effectively started. 'The technical complexities of
our present income-tax structure make it imperative for many taxpayers to
secure professional aid, so that it is ravely possible for returns to be prepared

by the due date,
As n result a large number of taxpayers are forced each yenr to obtain

extensions of either 1 or 2 months within which to file their returns. This is
a source of expense, inconvenience, and uncertainty to both taxpayers and the

Treasury Department, -
This ditflculty may be removed by amending section 53 (a) (1) of the pro-

posed bill to read as follows:
“(1) General rule: Returns made on the basis of the calendar year shall bhe

made on or hefore the 15th day of April following the close of the calendar year,
Returns made on the basis of a fiseal year shall be made on or before the fifteenth

day of the fourth month following the close of the fiseal year.”

In respect of installment payments, section 56 could at the same time be
amended to provide for the payment of one-quarter of the total tax on or bhefore
the 15th day of the fourth month following the close of the taxable year and
one-fourth on the 15th day of the sixth, ninth, and twelfth months. ‘This would
not lessen the Government'’s revenue in any fiscal year and at the same time it

would not be inequitable to taxpayers.
It is strongly urged that the changes recommended herein be incorporated in

the tax bill now pending, in order that one unnecessary source of friction be-
tween the Treasury Department, taxpayers, and tax practitioners, be speedily

removed. .
L [ ] » L * .
We shall he pleased to lend our cooperation in further elucidation of the fore-
golng recommendatjons.
Respectfully submitted. -
AMERICAN INSTITUTE OF ACCOUNTANTS,
Victror H. STEMPF, Chairman, Conmittee on Federal Taxation.
The Crramman. Mr, H, B. Spalding, New York City, representin
the committce on Government finances, National Association o

Manufacturers.

STATEMENT OF H. B. SPALDING, REPRESENTING COMMITTEE ON
GOVERNMENT FINANCES, NATIONAL ASSOCIATION OF MANU-

FACTURERS

The Cramrmax. Have you a brief there, Mr. Spalding?

Mr. Srawping, I do not have a brief prepared yet, Mr. Chairman,
imd I would like to ask leave to submit one before the close of these
rearings. ,

The Crraman. These hearings are going to close pretty soon. If
you want it to be printed in the hearings you will have to file it
within a day or two, : y

Mr. Spawnine. We will have the brief filed within a day or two. I
simply do not have it with me this morning.

In the time at my disposal this morning I can hardly undertake a
comf)lete general discussion of the tax law., )

The Cuaman. I wish you would give us the high points,

Mvr. Seawping. I will try to give you the high points and to keep
fully within the time which you allowed me.

The exactions of the Government in the matter of taxation widely
affect every business operation, not only in the rates, in the cost ac-
counting, in the time of settlement, but also in the formn of taxation,

¢

e et Bt b AT i v



178 REVENUE ACT OF 1938

the question whether the tax is intended purely as a revenue measure.
or is intended to have some regulatory effect, or even, as it has been
suggested in some quarters, a redistribution of income.

I%day you have the background of a business recession and the de-
sirability of trying to change taxing laws to engender confidence to
relieve the anxiety, whether it is a real anxiety or a psychological
anxiety of businessmen as to the effect of existing Iaws on their opera-
tions.

The National Association of Manufacturers, in the position it has
taken, has stood for these various points rather consistently. In the
first place, we have believed in relief to corporations of small income,
in the setting of lower rates on the first amount of income up to, say
$25,000. We believe that if that relief is given it will be both from
the point of fairness and also to simplify the administration, if those
same rates weroe applied to all corporate incomes up to the limits that
are provided for it; otherwise you are forced into a rather compli-
cated tnx computation for corporations which are just above the
limit that is set,

We have consistently opposed and urge the repeal of the undis-
tributed-profit tax in toto, t&mt it is unsound in principle, and it is, I
think, universally among business men, believed to be unfair. It
creates in their minds a depressing effect and a retarding or reluc-
tance on their part to invest capital in new productive enterprises.

We also have consistently opposed the inclusion in net income of
capital gains and losses, believing that taxation of capital gains and
losses has no })lnce in an income tax; that if they are to be taxed at
all, they should be taxed at a low rate, low enough so that the taxa-
tion of the capital gain or loss will not have a materially deterrent
effect on the entering into the transaction which results in a capital
gain or loss.

We urged in the report that we made 2 years ago that the Con-
gress appoint an independent commission to study the whole tax
problem, and in particular the relationship of Federal and State
taxes, in the duplication that exists in those fields,.and in the effect
of various rates of taxation, both on revenue and on business and
economic policy. That, of course, is a study that can be made only
over a period of many months, perhaps a couple of years.

The Cramrman. I may say that study is being made now, and one
or two reports have been made by the joint committee on it, but this
revenue business kind of fogs us up in carrying out what you would
like to do with reference to it.

Mr. Sparping. You have two problems to face. You have the
problem of giving immediate relief for the year 1938, and then also
the problem of the long range study, of trying to adopt a revenue
system for the whole country which would be a reasonable, cohesive
whole, both from the standpoint of the revenue, from the standpoint
of fairness of taxes, and also from the standpoint of convenience
of administration,

The present tax laws place a very heavy burden upon corporate
profits, if you take into consideration the net profit for corporate
taxes and then find out how much is left after the corporate tax has
been paid, and after the individual has paid his taxes on the divi-
dends received. Of course that varies with the different sizes of the
individual incomes, but you find that in the incomes in the middle
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bracket you have got a burden that is so heavy that I believe it would
be a very strong discouraging influence on investment of new capital

in productive enterprise. )
That, gentlemen, is about all I have to say in the genoral remarks

I will discuss and elaborate them in the brief.

The CuairmaN. You believe that business would be helped mate-
rially if the capital-gains section should be modified as you have
suggested, and if there was an elimination of the undistributed.

profit tax? ) L.
Mr. Sranoine. That is the position that the association has con-

sistently taken from the outset on all these taxes.
The Cuamrman. All right. Thank you, Mr. S{)nlding.
(Subsequently Mr. Spalding submitted the following appendix to

his statement.)

No exaction of government more widely effects every business operation than
the amount and character of Federal taxes. The importance and effect of
Federal taxes on business liea not only in their rates but in the form, admin-
istrative features, and time of settlement provided in the law. Serlous conse-
quences arise out of forms of taxation which have a regulatory purpose rather
than simply the ralsing of revenue. When the regulation aimed at is a partial
redistribution of incomes, the economic and business effects are very substantial,

We do not at this time wish to argue the desirability from a social stand.
point of using the tax laws to bring about a more equal distribution of incomes,
Whether or not such a result in the long run is desirable if the means adopted
to effect it have the immediate effect of retarding busine;s recovery and reem-
plovment we strongly urge the desirability of at least temporarily postponing
a soclal reform in the interest of immedinte business recovery and reemploy-
ment, It ig from this standpoint and from this standpoint only that we urge
that you consider the very heavy impact of Federal and State income taxes
both corporate and individual in all of their scveral forms upon each dollar
of net profit earned by the business corporation.

The following illustrations, although they do not include several of the taxes
which, in their incidence, rests as a burden on business profits, do illustrate
the tremendous burden imposed on business profit so great that we believe that
it constitutes a major reason why there is today an almost total absence of
demand for those forms of corporate issues upon which the first impact of
business risk must fall. In these illustrations we have assumed in every case
a corporation earning a net return of 10 percent on the value of its capital
stock before taxes and which distributes in dividends all of its net income
after taxes. Under thc proposed House bill such a corporation would pay &
tax of 16%4 percent on its net income and distribute 8314 percent of its income.
We have then assumed that the shares were owned by individuals resident in the
State of New York with net taxable incomes before receipt of dividend of the
following respective amounts: $10,000, $25,000, $50,000, and $75,000. In each
case we have assumed their investment in the corporation to be an amount
equal to double their annual income so that thelr pro rata share of the cor-
poration's net profit before taxes would be equal to 20 percent of thelir other
net taxable income. We then computed the total additional tax which such
individuals would pay as a result of the receipt of the dividend and added
that to the 163§ percent already paid by the corporation and computed the com-
bined total ag a percentage on the net profit before taxation of the corporation,
The results of this computation show that the rates of taxation on such corporate
profits are the folowing: In the case of of the $10,000-a-year man, 30.38 percent;
$25,000-a-year man, 30 percent; $50,000-a-year man, 51.72 percent; $75,000-a-year
man, 60.30 percent. These fllustrations could, of course, be carried on into the
still higher brackets and you would find that at the top surtax bracket of
76 percent there is taken in taxes computed as aforesaid almost 84 percent of
the corporation’s net profit.

It 18, of course, obvious that the inducement to invest in any business enter-
prise is the prospect of profit, and the profit in which the investor is interested
is the net which remains to him after all taxes which apply to the income from
the Investment if earned are paid. While the rate of earnings will vary from
industry to industry, business to business, and from year to year, we belicve
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it would be generally conceded that a rate of 10 percent represents a reasonably
successful enterprise and i{s considerably higher than the average rate of return
over the past 20 years of business generally. When rates of taxation reach the
amounts set forth in the above illustrations, it s rather obvious that the
incentive to invest in productive capital which bears any real business risk is
largely destroyed, especially when we consider that there remains avatlable
for investment tax-exempt securitles substantially free from business risk and
which, while they earn only a low rate of return, nevertheless their rate is
very favorable as compared to that which remains to the investor of even a
moderately large income when he invests it at a business risk the profits of
which are subjected to tax rates such as thoge set forth above. By means
therefore of these high surtax rates that have been applied within recent yenrs
onl‘ltnlx laws have tended to dry up one of the major sources of new industrial
caplital,

But that is not all. Another and a very large source of new industrial capi-
tal in this country has been the undistributed portion of business profits.
The undistributed-profits tax imposed Ly the Revenue Act of 1936 not only took
a large share of this source of new capital but since it is regarded by corporate
directors as a penalty tax it has had the effect of at least temporarily eliminat-
ing substantially this source of new industrial capital. The psychological effect
of this tax has been even more serfous, It has been universally condemned
by businessmen large and small and has creanted a fear on their part that the
purpose of government through its tax laws is to make impossible the carning
of a sufficient rate of return to induce Investment of new capital i those forms
of corporate securities which bear the first impact of business risk, so that
today It is only the senfor securities of the most seasoned and stable industries
protected by large junlor issues which. have a market value equal to the
investment costs of the assets which they represent. While such a condition
exists, It is futile to expect the new investment and expansion of industrial
enterprise necessary to absorb the present millions of unemployed.

Another feature of the income-tax laws that has received almost nnhersnl
condemnation of businessmen is the inclusion of capital gains and losses in
net income. Regardless of economic or legal theory, the average businessman
considers a capital gain especially one which has accrued over a considerable
period of time and which becomes taxable only as an incldence of his shifting
of an investment or necessitous sale of the capital asset, as a capital levy and
not a tax on his income. Moreover, it usually les within hig control whether
or not to enter into the transaction which will give rise to the tax. The
result of this has been to introduce through this tax a highly artificial influence
on the purchase and sale of capital assets and in particular the purchase and
sale of corporate stocks which, in turn, has an indirect and, we believe, a
harmful effect on the capital market for new securities.

Moreover, if capital gains are included as part of net income, every consld-
eration of fairness requires the deduction of capital losses, and and this was
universally recognized in our income-tax laws until very recently. It was
pointed out over and over again that while the Federal revenues might be
somewhat increased during perlods of prosperity that the inclusion of capital
losses would result in a violent contractlon of those revenues in a period of de-
pression and this i{s exactly what happened and made it necessary, although the
unfairness was largely couceded for recent tax laws to impose drastic restric-
tion on deduction of capical losses. It may be granted that in the long run if
capital gaing and losses are not included in net income, or at least are not
subjected to some form of special tax, that a somewhat higher burden must
be placed upon other income, Business opinfon, however, supports the belief
that the tax structure would be improved by wlmtever higher rate of tax on
other income was necessary to offset any loss of revenue resulting from the non-
taxation of capital gains and losses.

One of the arguments which has been advanced In favor of some tax upon the
undistributed profits of corporations has been that otherwise there is too great
an inducement to use the corporation as a means of scaping individual sur-
taxes through nondistribution of earnings. In the case of personal holding
companies where this motive is likely to be an important if not the dominant
one, the National Association of Manufacturers sees no reason why they should
not be trented separate and apart of other business corporations so as to close
this avenue of escape. In the case of business corporations that might be
availed of for this purpose we believe that an adequate remedy already exists in
gection 102, This section has been applied in a number of cases and in the ma-
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jority of the cases that have reached the courts the Commissloner’s declslon
has been sustained. If past or future experience indicates the desirability of
gtrengthening this section it should be possible to so amend it as to cover all
cases where the corporate organization has been availed of for the improper
purpose of unreasonably withholding distribution of dividends.

We have had 25 years of the Federal income-tax law. During that time we
have had 13 major revisions, 4 of which have occurred within the last § years.
We are now consldering the fourteenth change. The law today is very much of
a patchwork of amendments on amendments and stands very much in need
of restatement and if possible putting it in a form where the structure will be
more or less permanent and the only necessary changes from time to time would
be in the rates as the needs for revenue expand and contract. In addition, dur-
ing the past 256 years there has been a very great fncrease in the recourse of the
States to income-tax laws to supplement their revenues. This not only creates
a duplication of taxation on the same sources but there is involved the serlous
threat to the Federal revenues from income tax should the States increase their
reliance on this form of taxation, The fact that faces the country today is
that the needs for revenue are so great that anll existisg and kuown sources of
taxation have become or are rapidly becoming used to the point of diminishing
returng, Extravagance and unnccessary Government expenditure is undesir-
able at all times and doubtless many savings can be eftected at this point or
that by careful and critical study of existing expenditures—Federal, State, and
local, Resistance to pressure groups seeking legislation involving spending in
their own interests can help materlally but when all is said and done in this
direction the costs of government and of those things which we look to gov-
ernment to provide call for the diversion through taxation to governmental
purposes of n share of the total national income undreamed of 40 years ago.
No tax law can be adequately considered by itself alome, It must be related
not only to the general cconomic situation existing at the time but also to its
place in the entire national tax structure. While there have heen many indi-
vidual studies of this problem by both private and public institutions, it would
seem highly desirable that the Congress appoint a commission to restudy this
whole problem, report not only as to those points where the tax laws are having
an adverse cconomic effect but also to coordinate the whole tax structure—
Federal, State, and local-—into some semblance of a coordinated and interrelated
whole.

A commission of this kind was urged by the NWational Assoclation of Manu-
facturers at its annual meeting in December 1933. In urging the appointment of
the commission we are not overlooking the very excellent studies that have been
made by Mr. Parker, of the Joint Congressional Committee on Internal Revenue,
and by the Treasury Department under the leadership of the Under Secretary,
Mr, Magill. In the case of both, however, they are to a large extent limited
to the consideration of Federal taxes and at least in the case of the Treasury
Department they must of necessity be limited at least in their public expression
by the economic and social views of the administration for the time being in
office. A commission which is entirely nonpolitical in personnel, entirely relieved
of the necessity of supporting any previously assumed position, would be free
to adopt a purely factual and impartial approsch to the tax problem with the
time at its disposal to fully hear and sift the value of all shades of opinion and

interests,

Mr. J. W. Hooper, Chamber of Commerce, Brooklyn.

STATEMENT OF J. W. HOOPER, CHAIRMAN OF THE FEDERAL TAX
COMMITTEE OF THE BROOKLYN CHAMBER OF COMMERCE

Mr. Hoorer. My name is J. W. Hooper, I am chairman of the
Federal tax committee of the Brooklyn Chamber of Commerce. I
have a very short statement to make, supported by a brief that has
been filed.

A report is submitted under separate cover as to the results of a
survey of Brooklyn industry by the Brooklyn Chamber of Commerce,
covering the entire field of Federal taxation on corporation income.
In this study, comprehensive factual information was secured b= a
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committes of the chambor aided by representative of the Brooklyn
Clmgter of the National Association of Cost Accountanis, A copy of
the findings was also submitted to the House Ways and Means C%m-
mittee when that honorable body was discussing the proposal of its
subcommittee for a revenue bill for 1938.

The survey disclosed that Brooklyn industry is emphatically of
the opinion that the surtax on undistributed profits should be re-
pealed ; that the tax on capital zoins should be repealed; that if the
tax on capital gains is not repez{icd, then plant and equipment items
used in the operation of business should not be considered as capital
assets subject to the capijtal loss limitation of $2,000; that corpora-
tions aﬁ;ain be allowed to file consolidated returns; that corporations
again be allowed to carry forward losses, and if the provision is
reenacted, it should be so stated that corporations would not be
obliged to Fay income taxes until they made up prior losses; that the
taxation of capital stock and excess be repealed, and that taxation
of intercompany dividends be repealed.

The Cramman. How are you going to get any revenue?

Mr. Hoorer. I have an answer for that, sir, The Brooklyn Cham-
ber of Commerce, in the public interest, strongly supports this com-
posite opinion of a .representative cross section of industrial man-
agement.

If these foregoing recommendations are enacted into law, the
chamber further advocates that the following steps be taken to make
up for the lost revenue:

That the Federal Government reduce expenses by instituting a
sound and sensible economy in its operation; that it balance its
Budget as soon as possible.

Senator Vanpensera. That will not be soon enough.

Mr. Hoorer. You are telling me. That it balance its Budget as
soon as possible, with due regard to the country’s economic structure,
which has been so influenced by the free-spending nonrevenue-cov-
ered policies of the Government ; that additional revenue, if required,
be obtained from the following sources: An increase in the present
normal rate of taxation of corporate and personal income; a broadened
base from personal income taxation, by materially lowering present
personal exemptions; taxation of exempt State and municipal em-
ployees; taxation of exempt interested from Federal, State, and
municipal bonds hereafter issued.

The Crairman, Have you figured out the loss by virtue of the
four propositions that you suggest should be repealed and the propo-
sitions that you have advanced?

Mr. Hooper. Well, from the study that we have made of the infor-
mation that we obtained from the Brooklyn industries it indicated
that from the standpoint of the excess-profits tax and capital-stock
tax, an increase of over 1 percent in the income tax would take care of
that. As far as the undistributed-profits tax is concerned, we do not
have sufficient data to go by.

The chamber further advocates that Congress do everything in
its power to sim?]ify the present tax laws; that greater responsibility
be given to local tax offices in order to expedite tax settlement; that
the representatives of the internal-revenue department be directed
to adopt a more understanding and reasonable attitude in the inter-
pretation of the tax-law provisions affecting corporation net income,
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to the end that the taxpayer may feel that his particular case is
being given the consideration it deserves by the field agent, and that
the prevailing idea that a field agent must recommend an additional
tax, regardless of the facts, in order to maintain a high merit rating
in his local office, may be removed from the minds of the taxpayers;
that Congress direct the Treasury Department to effect a speedier
closing up of tax cases involving points subject to question; that the
personnel standards of the Income Tax Bureau be improved and the
personnel placed on a career basis, with the payment of salaries com-
mensurate with corresponding work in private employment, promo-
tion on the merit basis, and the top positions filled from the ranks;
and that taxation legislation be enacted with a view only to the rais-
ing of revenue and not for punitive and regulatory purposes.

%n order not to take up too much of the committee’s valuable time,
the underlying reasons for these recommendations are not now stated,
but are shown clearly in the report referred to, copies of which are
herewith made available to your honorable body. -

The proposed Revenue Act of 1938, which is now being considered
by the Finance Committee of the United States Senate, will, to a
large extent, if enacted, reduce the burdens on industry imposed
under existing tax legislation. Ilowever, the act does not go far
enough, in that it still retains the principle of the surtax on undis-
tributed profits. The retention of tﬂ\is principle will remain an ever-
constant threat. The principle of taxation of undistributed profits
should be removed once and for all, Ieaving no suggestion to succeed-
ing legislative bodies to resurrect it from oblivion.  One of the limita-
tions of deductible loss on sales and exchange of plant and equipment
used in business has been removed, and it 18 vespectfully urged upon
your honotable body that the limitation be not restored.

The changes proposed for the taxation of capital gains and the
lIimitation of capital losses, and the use of such losses for deduction
purposes m a subsequent year, do not go far enough, in the’ capital
gain or loss items should be removed entirely from the field of items
constituting taxable net income. TFurther, the provisions as to capital
gains and losses in the present bill would be oven more complicated
and impractical in operation than those in the law now in force,

The proposed bill generally does not tend to simplify the tax struc-
ture, but, mstead, tends to f{wther complication. The proposed bill
does not recognize the sound accounting principle that ah elements of
operating income and outgo of a business organization must be con-
sidered 1n determining the true net income and that consolidated
returns should be permitted in order to give this recognition. The
proposed bill continues to penalize corporations that are just com-
mencing in business or whose operations do not show consistent profits,
in that it does not permit the carry-forward of losses. The proposed
bill does not eliminate the inequitable feature found in the present
Iaw in the du}plication of taxation by way of taxing intercompany
dividends. The proposed bill, as in all previous similar Federal
legislation, continues to burden a corporation with the taxation of its
net income, thus obliging business executives to consider such taxes as
costs in order that they may be passed on to customers, so that at
least a theoretical reasonable return on operations may be obtained
for stockholders, This results from nonrecognition of the funda-
mental principle that income taxation should be levied on the ultimate

54885—38——13
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recipient rather than against an artificial entity created to collect the

income for such ultimate recipient. In this connection your honor-

able bodris respectfully referred to the form of income taxation
i :

employed in Great Britain,
(The brief submitted by Mr. Hooper is as follows:)

RECOMMENDATIONS RE REvisioN oF THE IPEDERAL CorrorATION Tax LAws, Sub-
MITTED BY THE BROOKLYN CHAMBER OF COMMERCE, BroOKLYN, N, Y.

MarcH 18, 1038,

To the Members of the Senate Committce on Finance:

In anticipation of the revision of the Federal corporation tax law, the Brook-
lyn Chamber of Commerce has given intensive and thorough study to the entire
Federal tax program as it affects corporations, and herewith submits its views
in the form of 16 specific recommendations with respect to these taxes.

The chamber's findings are based, to a considerable extent, upon the experience
data of 117 Brooklyn corporations widely diversified as to type and size. These
concerns, which reflect a representative cross section of the borough's business
life, submitted comprehensive information in response to questionnnires em-
bracing more than 70 yuestions.

A committee comprised of the accounting officers of a number of sizable
Brooklyn corporations, together with representatives of the Brooklyn Chapter
of the National Association of Cost Accountants, secured the information and
made the studies thereto.

These recommendations deal with the undistributed-profits tax, the corpora-
tion-income tax, the capital-stock and excess-profits taxes, and, finally, with
certain general tax problems in the order named,

SURTAX OF UNDISTRIBUTED CORI’UI(AﬁON PROFITS

The chamber advocates the following actions in connection with the surtax
on undistributed corporation profits.

Recommendation 1.—That the surtax on undistributed profits be repealed.

Reasons for recommendation: (a) The tax has proved exceedingly burden-
rome to corporations with debt structures requiring specificd reductions in the
deb; for which credit cannot be clalmed under the contractual debt provisions
of the act,

(b) Corporations have had to pay the tax on undistributed profits earned within
the year notwithstanding the existence of an unabsorbed deficft, because under
State law they could not pay dividends while their capital was impaired.

(c) Corporations have had to borrow money to pay dividends and thereby
wenken thelr financial structure,

(d) Corporations have had to pay interest rates on borrowed money ranging
from 11% to 6 percent, and averaging 4.14 percent, according to the reporting

membership,
(e) Corporations have had to reduce inventories in order te pay back money

borrowed for the payment of dividends.

‘(1) Weak corporations have been placed at a disadvantage with strong
corporations in that they cannot obtain the dividend financing necessary to
avoid the tax. '

(g) Directors have been forced to authorize payment of dividends that ordi-
narily in the sound conduct of their business they would not have declared;
more than half of the firms that replied to the questlon on the subject paid
ll)nlg}mr dividends than they would have pald in the normal conduct of thelr

usiness.

(h) The business pollcy of building up reserves in profitable times to carry
essential organization personnel through bad times has been largely discon-
tinued. In this connection only a few of the reporting corporations have been
able to take advantage of the payment of dividends in the form of capital
stock to avold payment of the tax and thereby conserve their cash position.
Corporatfons have hesitated to fssue such stock to pay dividends because of
the expense incident thereto, particularly in complying with the reglstration
r(-(}utrements of the Securitics Exchange Commission.

{) It has compelled mnnagement of companies to take dividend actlion based
on guesswork in estimating the fncome that would be available for dividends.
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(§) The tax has had a distinctly deterrent effect on the normal course of
business, a few specific examples of this being as follows:

(1) Cancelation of contracts by customers.

(2) Delay In acceptrice of delivery and payment by customers.

(8) Rental of cquipment by customers rather than buying.

(4) Increasecs in the proportion of Installment sales to total sales.

(b) Purchases deferred by customers because of capital loss on exchanges
arising out of traded-in machines which could not be taken as n reduction for
income tax or undistributed-profits tax.

(6) Hesitancy in buying because customers cannot ascertain equipment costs
untfl the end of the year, in cuses where equipment i1s purchased out of profits
ns the cost of such purchase is Increased to the user by the amount of tax paid
on the profits withheld to pay for the equipment.

(7) A considerable number of reporting firms indicated they had not made
the purchases of plant and equipment items because of the tax; that they had
made expenditures for repairs which, except for the tax law, would have been
replaced with new equipment; that they were placed at a competitive advan-
tage due to the deferment of purchases of plant and equipment items because
of the tax; that they reduced the anunt of inventoxjes they ordinarily would
have carrled; that tlie tax has pdded materially to thelr selling costs, particu-
larly in business done with gl customers who work on a smnll capital and
grow out of profits; and that salesmen are vow complaining about their com-
misslons because of the;pdditlonal calls required to close deals héeause of the
tax. id H; T, "w
In canvassing the membership, certain fingncial fﬂfqrmntlon was requested.
In the smaller companies, surpluseg bullt up In good years were in part Wsed to
maintain a level of dividends which otherwise, would not have been possiple if
those companies bad had to ppy out thelr profits .08 they ar¢ now compelled to
do to avoid the tax under the present law. A selected gronp of these smajler
companies, In the years 1981-34,.inclyslye, patd out dividends substantiglly
in excess of the net income they report;yxt! Ylgr stotkholders. ‘The Information
they submitted;dndicates that over qf period of tlmd, profits are not withhgld
from the fleld af personal income taxatlon as those p;ogtgﬂ id thelr way m’{o
the hands of gfockholders.-in perlods i whicl they ‘ptherwlisé would not he
reciplents of Ordinary business. income as’ well as "during perlods of godd
business. The figures subthitted fyrther lndicglcﬂ‘ thiat, from the end of 1
to the end of 1932, there was a rednation of 2 pereent -in the cash, accoufjts
receivable, and {inventorles constituting the workidg assets of the reporting
companles, Thig reduction no bt waaqqseg}ixoi- payment of dividends #nd
Innumerable other business requirements, which would, not havg been pogéible
it the current assets of the company hagd.begn previdusly disbursed in the
payment of dividengs as would have h the'gase, of;coytke, if the Present
law had been in effect prior to 1920.: ‘;,;} . P ‘

S R PR ¢ l"?‘h
KN FEDERAL INCOME TAX At'{’}

"t ) ,§

The Chamber ndvocates thd following actions in connection with the Federal
income tax: oy, e

Itecommendation 2.—The restom'tlormj?,i@q w,ol;ﬁrmlsslou to afiiliated
corporations (controlled by ownership of at least 75 percent of their voting
stock by one of the affiliated corporations or controlled by like percentage
through ownership by an individual) to file censolidated income-tax returns
and to have thelr income tax determined on a consolidated basis at the same
rate as would be applicable if the income were that of a single corporation.

Reasons for recommendation: (a) Lack of consolidation is burdensome and’
increases the tax, At least half of the reporting chamber members affected
by the ellmination of consolldated returns indicated that it increased their
income tax; (b) it has 'ncreased the tax because all operating elements are
not permitted to enter into the determination of true net income.

Recommendation $~—That there be a redefinition of a capital asset subject to
the limitation for the deduction of capital losses, now in section 117b of the
revenue act, to the end that losses on the sale or cxchange of plant equipment
ftems used in the operation of the business will result in ordinary deductions
In determining the taxable net income of the corporation, ’

Reasons for recommendation: (a) Plant and equipment items used in the
every-dny course of operation of a corporation’s business are so obvlously a
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purt of its regular, recognized activitles that taxwlse they should in equity
be treated no differently than the inventorles of the corporation.

Recommendation J~-That in addition to the recommendation previously
made in respect to plant and equipment ftems, it is further recommended that
any lmitatlons whatever be removed on the deductibiiity of corporation losses
arlsing from ordluary sale or exchange of corporation nssets.

Reasons for recommendiation: (a) Reserves are accumulated for unforeseen
contingencles and to proteet the sonndness of the corporntion nud any losses
arising out of the Investment of such reserves are nas much a part of the
operating loss of the buslness as an Inventory loss; (d) the lHmitation of de-
duetion for capltal loss has hindered ordinary business operations causing hesl-
tancy {n the investment and disposal of reserve funds,

Recommendation G.-~'That the ncome-tax law be revised to permit corpora-
tions to carry forward losses so that they will not have taxuble fncome until
prior years' losses have been recoverad out of subzequent net income.

Reasons for recommendation: (a) A compnny huving profits in some years
and losses In others I8 placed at o disadvantage taxwise as comparved with o
corporation enjoying a steady taxable income erventing in effect n higher per-
centage of tax on actunl net Ineome over a perlod of years: (D) n new
corporation s now obliged to pay tuxes on profts when made even though
suech profits are insufficient to abszorb losses fnenrred fn formative years; ()
payment of an income tax on the aperations of an avbitvary perlod of 12
months often tends to impafr the capital of the paying company,

Recommandation 6. 'Uhat depreclation rates used by corporations recognize
all factors of wear, tear, aud obsolescence as are conslatent with good business
polley, and that the burden of proof bhe placed upon the Qovernment rather
than the taxpayer where the rates used by the fleld vepresentatives for gen-
eral appHeation to industry are at varlnnee with the rates used by the speclfie

taxpayer.
CAPITAL-STOUK AND EXCESS-PROFITH TAXES

The chamber advoeates the following ncttons in connection with the eapital-

stock and excess-profits taxes:
Recommendation 7~That the Federal taxes on capital stock and on excess

profits be repealed.

Reasons for recommendations: (a) Corporations must pay the eapital-stock
tax in years in which they have no taxable net income; (d) the busls of the
capltal-stock tax Is one of guesswork in that management Is required to esti-
mate ity profits for an unknown future pertod in order to avold payment of
excess-profits taxes; (c¢) In time of irregular profits, there 8 an innate in-
cquity In determining the particular value of capital stock. If the amount is
set too low and the year {s profitable, a corporation is pennlized by the nmount
of excess-profits tax resulting from its low esthmate. On the contrary, if a
high estimate I8 set to avold the excess-profits tax, the firm 18 heavily penalized
fn years when thero 18 no profit.  Thus there Is the continunl tendency to
evaade what seems to be a punitive tax rather than one designed to produce
revenue, The returns from the membership show that capltal-stock taxes have
been made greatly In excess of what was necessary to avold paylng the
excess-profits tax, due to overestimation of future income; (d) any tax that
ts not based on actual ifncome as the tax on capltal stock is unfair aud
unsound, and may result in partial or total conflsention of capital.

OQNNERAL

In consldering theso specifie taxes, the chamber, of course, hans given much
attentlon to the many problems of a general character emannting from cor-
poration taxation. The canvags of the membership also included a serles of
questions related to the whole scheme of Federal covporation taxation and
many interesting replies were recelved. Based upon our studies thereto, the
chamber wishes to submit the following additional recommendations:

Recommendation 8.~That representatives of the Internal Revenue Depart.
ment be directed to adopt a morg wnderstanding and reasonable attitude n
the interpretation of the tax law provistons nffecting corporation net income.
A large percentage of the reporting membership fudiented they have found the
revenue agents arbitrary, and from the experiences of many, it would appenr
that the prevalent idea fn the fleld agent's mind {8 that he must recommend
an additional tax regardless of the facts In order to maintain a high merit

rating in his local office,
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Recommendation 9-—"That there be a speedier closing up of tax cases in-
volving points subjeet to question.  Data submitted shows thut un unduly large
percentage of tax cases, dating back from 1034 to 1020, are still open.

Recommendation 10.-—1In order to better effectuate the foregoing, the chamber
advocates the delegation of much greater respousibility to loeal tax offices in
order to expedite tax settlements; and that the personnel standavds of the
Income Tax Bureau be improved and the personnel placed on o carcer busis
in which saluties commensurate with corresponding work in private employ-
ment will be paid, with promotion on a merlt basis and top positions filled
from the ranks.

Recommendation 11.—-"The chamber udvoeates greater shuplielty fn the tax
lnws.,  For the most part the reporting corporations, both large und small, ve-
quire professional aslstance in the preparation of tax returns,

Recommendation 12.- -The chnmber advocutes repeal of the tax on the sale or
exchange of capital assetg in the hands of individuals, ‘This tax has unques-
tionably been o partleutar hindran:e to persons fnvesting in business. Allso,
statements submitted by the reporting memborship would indicate that the high
surtax on individunl fncomes has deterred persons from investing in business
in many cases,

Lecommendation [4~-The chamber advoeates repeal of taxation of intercoms
pany dividends as being duplleate taxation and fntended for purpose of regula-
tion rather thaun revenue,

In the event of the repeal of the surtax on undistributed profits and the tax
on capital stock and excess profits, the resuttant loss in revenue must obviously
be met by elther reduced Government expenditures or revenue from other
sources.  The chamber's membership, In fts replies, recognizes this, and weo
therefore recommend the following conrses of actlon:

Recommendation 1)-~That the Federal Government reduce expenditures by
fustituting sound and sensible economy in its operation.

Recommendation 15--'That the Kederal Uovernment balance its Budget ns
soon as possible, with due regard, of course, for the country's economic strue-
ture, which has been so fufluenced by the free spending nonrevenue covered
policles of the Qovernment. .

Recommendation 16.—That if additional revenue 18 required in event of repenl
of the undistributed-profits, capltal-stock, and excess-profite taxes, the following
sources bo consldered for that purpuse: (¢) Increase In the present normal rate
of taxation on corporate and personal income. (In this connectlon the member-
ship indicated {ts willlngness to aceept an {nerease In the normal rate on cor-
porution Income to replace the revenues that would be lost through repeal of
the tax on capital stock and excess profits) ;3 (d) a broadened base for personal.
Income taxation; (o) taxation of exempt State and municipal employees;
(d) taxation of exempt Interest from 'ederal, State, and municipal bonds here-
after issued.

We ask your careful consideratlion of these recommendations.

Respectfully submitted.

Cary D. Waters, president, Committee on Fedoral Taxatlon on Cor-
poration Income: J. W, Hooper, chalrman, comptroller, American
Machine & Foundry Co.; Willlam H. Bowne, comptroller, Sperry
Gyroscope Co.; Harry A, Grube, treasurer, Intertype Corpora-
tion; Touls Kleln, comptroller, Amerlcan Bafety Razor Co.;
W. (O Hogue, comptrotler, Eberhard Faber Pencll Co.y G B,
Hicks, vice president and secretary, New York Dock Co. i R. A, I
Walker, vice president, Bush Terminal Bulldings Co.: Charlea 1,
Towns, Loomis, Suffern & Fernald; J. D. Scholtleld, assistant
treasurer, the Pligrim Laundry, Inc.: Robert Behlen, treasurer,
the Motor Haulage Co., Inc., representing Brooklyn chapter of
National Assoclation of Cost Accountants,

The Ciamrman, Mr. Tumulty.
STATEMENT OF JOSEPH P, TUMULTY, WASHINGTON, D. C.

Mr. Tusvrry, T realizo that you ave very busy men upon whom
rests a great responsibility. I am encouraged to beliove, from state-
monts made by your chairman and the members of your committee
that in your deliberations you are to be governed by facts and that
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where it can be shown that any tax works a hardship, that you will
supply the remedy., May I say to you very frankly that if this
wore the only matter pending before your committee and you had the
time to read the brief I am submitting to you, I believe you could
cusily be persuaded that the tax whose elimination I ask, wrongly
imposes n great hardship.

1 have brought with me, Mr, Chairman, one of the pit traders in
Chicago, who is willing to submit himself to the most scrutinizing
questioning at the hands of your committeo,

I tried to embrace in this brief which T am submitting to your
committee a history of this unusual piece of legislation and strong
reasons for the elimination of this tax. Whilo T have no pride of
authorship, may T say to you that while this brief deals with the
cold facts of this situation, it is none the less a human document,
Logic, figures, statistics sometimes ave poor servants, stringless in-
struments, where wo strive to reach conclusions in matters hku this
tax. In discussing this matter with the Sccretary of Agriculture, I
stated that this wag not a tax; it is a penalty, a lash put upon the
backs of men who render a real public service in the great grain mar-
kets of the United States.

In 1932, the Finance Committee of the Senate, under the leadership
of Senator Smoot, recommended the elimination of this tax. In 103
the Finance Committee, headed by Senator Harrison, recommended
its reduction to 1 cent in these words:

The tax on produce futures should be reduced from the present rate of §
cents per $100 to the old rate of 1 cent per $100. The present high rate of
tax is detrimental to tho establishment of n stable market price for produce.
This reduction will not cost more than $3,300,000 for 10305.

In expressing my views to the Ways and Means Committee, I
stated that there had been no fair discussion of this matter either on
the floor of the House or the Senate; and, gentlomen, I say this re-
luctantly, but it scemed to me that the smallness of pmjudicc and
passion and hatred had prevented a fair discussion, This statement
of mino was not a figment of my own imagination. It found con-
firmation in a discussion on the Iouse floor to which I shall briefly
call your attention,

Tot me refer to what Mr, Oliver and Mr. Hart said:

Mr. OLver of New York. Mr. Chairman, I am opposed to the amendment,
I do not belleve we should vote In vevenge or In retalintlon in the matter of
taxation, New York is not here to destroy anybody. We were bullt by
America, We tenr ourselves down If we Injure any part of the country.

Mr, HArt of Michigan, Mr. Chairman and members of the committee, T not
only represent an agricaltural district, but I am perhaps the largest grower
of wheat In my district. In addition to that I have had 80 years’ experlenco
in the marketing of grain, I do not mean on the exchange, but marketing cash
grain. I sny to you that the graln exchangea are as necessary to trade as the
litehlood of an individual Is to bis welfare. They cannot operate without it.

In a letter addressed by Secretary Wallace, the father of the pres-
ent Seeretary of Agriculture, to Senator Norris under date of Janu-
ary 25, 1924, ho said:

Dranr SENATOR Norrig: Durlng the past 60 years many bills have been intro-
duced In Congress which would prohibit the sale or purchase of contracts for
the future delivery of grain or cotton not providing for the actual delivery
thereof. None of these drastic bills passed, beeause evidently Congress renched
the conclusion that such legislatlon would substantially Impair, If 1t would not
actually destroy, the valuable hedging factlity twhich is furnished by the muaking
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of vast number of contracts on and through the exchanges [n which deliveries
are contemplated rather than actunlly assured. In vejeeting these bills, it
seems that Congress wisely refuked to deprive the producers, the merchants and
the manufacturers of these furm produets of the benelit of this insurnnce
agaiust price fnctuatfons. ¢ ¢ ¢
I am convineed that the Insurance facllity I8 of greater value and is largely
dependent for its existence upon public speeulution in grain and cotton con-
tracts nnd this hedging privilege should not be destroyed until these industries
find some bhetter way to fnsure themselves against price fluctuations. ¢ ¢ ¢
Shicerely yours,
Hexry C, WaALLACk, Scerclary.
My, Chairman, during the Senate debate the question was usked:
What is the view of the Department of Mgriculture?  That question
was asked at the time that Senator IHarrison's committee recom-

mended a reduction of n cent,
The Crramaran, What was it formerly?  Three cents or five cents?
Mre, Tesurry, It was 3 cents, Tt was & cents at one time and
then it was rveduced. It was begun in the days of the Spanish-

American War as an emergency tax.
As T stated, in the debate n the Senate there was the question

asked: What is the view of the Department of Agriculture?

Silence was the unswer,
. . Al
The view of Mr. Duvel was called to the attention of the Senato.

Mr. Duvel was and is now head of the Commodity Exchange Admin-
istration of the Department of Agriculture. He said:

We feel that that 5-cent tax s too high to permit the easy and cfliclent work-
ing of the exchanges, It 18 a tax the burden of which comes primarlly on the
people who stand In the market and take orders, there buy und sell, as the
merchant or the speculator I8 in the mavket. ‘The tax tself 18 not necessarlly
such a burden on the man who makes one trade, but it Is the man who is In
the market all the time and who 8 taking the orders.

Senator Carrer. What is the dato of that statement, do you

remember? .
My, Tuaurty. That was at the timo that Senator Harrisou made

his report.

The Cuamman, That was in 1034, was it not {

Mr, Tusvurry. That was in 1934, Senator Capper,

Now, I have been pouring over many ancient tomes of the Dopart-
ment of Agriculture and I find a quotation from Dr., Hoffnan,
economist of the Department of Agriculture, who said at a public
hearing before the Commodity Exchange Administration, December
3, 1037, in answer to the following question:

Dr. Hoftman, in your approach to the study of graln marketing, you have,
so far, presented facts and tigures which were undoubtedly, fudisputably, they
would show the detrimental effect of trading by large traders, and some of o
smaller type. I would Hke to ask you this, If {t 1# a fair question: Have you
given any thought, or have you written any artleles, bulleting, or papers that
might show the benefit derived from speculative activities?

Mr. Hoipsan, Mr. Chalvman, I think I am accurate in suying that I have
\vrl'tt'm'\ n good deal on the subject of the benefits of speculntfon and speculutive
activities,

In my introductory comments, reviewing my writings on this subjeet,
I did cite gome of these references:

There I8 a distinctlon to be drawn-—or, put it this way, one neecds, in
writing on the benefits or the adverse effect of speculative trading, to be very
careful In so dolng that he polnts out the varicties of speculntive trading, it
18 not all of preclsely the same character and, therefore, in deallng with the
subject at any length, it I8 necessary to break up the types of trading found
on grain markets such as this and separately characterize cach type,
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I am willlng to go on record that, after welghing the dfferent types of
speculative tiading, the relutive merits of cach, that judged in thelr combined
offect, 1 view ypeculative trading as a whole, taking due ncecount of those nspects
which are not desirable with those which are desiruble, as belug an excellent

menns of marketing grain in this country.

One will rend the record in vain to find an expression of view
from any expert, in or out of the Government, which will not hold
that this tax places a deadly burden on the farmer, that the farmer’s
market wnul(‘ Lenefit by its climination: That pit traders are essen-
tinl to the futures market and that more important than anything else
by reason of the trading which these pit traders engagoe in, the price
to the producer of wheat is enhanced, ‘That is not my own opinion,
That is the opinion of Mr. Hoffman, of the Department of Agri-
culture, That is the opinion of Dr. Duvel, of the Department of
Agriculture,

Gentlemen, T have here, T merely wish to present it, the ovidenee,
or the proceedings of the Commission to inquire into trade and grain
futures, condueted by that great British economist, Sir Josinh Stamp.
That commission was the most dignified commission ever to look into
a matter of this kind. Associated with Sir Josinh Stamp was the
Chief Justice of Canada, They had meetings all over the United
States, from the Atlantic to the Pacific, and T found in this report,
in examining it, the testimony of Dr. Duvel, who wrote a letter to
the chairman of the Ways and Means Committee urging the elim-
ination of this tax. I have excerpts from his testimony showing that
this kind of trading is the cheapest form and that it enhances the
value of farm product,

1 had a con}crcncu with the Sceretary of Agriculture. T said, “I
think that you arve n Christinn gentleman, and I am asking you just
what do you think of a tax imposed on men that will result in a
balance sheet, like this”?

Iero is the one that I called his attention to: For 10 floor traders
nctive in all pits:

Tax paymenis and clearing-corporalion resulls for the crop year 1937

Clearing corporation
Tax pald

Pay Colleots
$3,641.21 |.. $10,018.78
3.188.07 | $20,600. 28 [............
2,015.61 . 9,753.78
1, 23.87 cenis 8,25, 25
1,282 41 4,283 78 |ueiieinnanns
1,080.00 focevnnnnnn. 4,170.25
Totalicaeiireneennes veesessenaes coresunanaas eerennsarenaannes . 12,814.37 | 80,800,00 | 18,604.00
30, 860, 00
Profit....coceieinencenncnnnes PPN tevmaecetsreasecinscararace]icionan RN P 7,945.00
TAX ceieeciiiucnnseioninioaireavncnes sereuvessesassa tessansemennas T Y 12,514.37
Loss before computing oftico expenso, salaries, dues, ete. ovooifoveesiiiania]ivrnnennnns 4, 569. 31

In my brief I have collected balance sheets from these pit traders
showing ijuSt what the effect of that is upon the lives and fortunes of
these unfortunate men.

Gentlemen, I say that speculation is not always to be anathema-
tized. I know I play an unpopular role when I stand before this com-
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mitteo and say n kind word for anything that even indirectly con-
corns an exchange, but, gentlemen, this thing, this kind of trading
has a stabilizing influence on the great grain markets of the Unitod
States. In the debate in the Senate all kinds of anathemas were
hurled. “Get rid of this kind of business,” That was the cry in
1932 and 1934, There was not any fuir discussion, T am never inter-
ested in cold figures that lie on cold parchments. T am interested in
the stumbling, staggering mass of human beings that are the vietims

of cruel legislation, )

Gentlemen, T do not want to impose on you, I only beg of you to
seo that this great wrong is righted. )

I feel in very respectable company this morning when I quote from

. ¥ . .
one of the greatest liberal leaders in all this world, Justico Holmes,
What did he say about speculation in grain and the Chicago Doard
of Trade ! THe said:

As has appeared, the plaintff®s chamber of commerce is, in the fiest place, a
great market, where, through {ts 1,800 memboers, Is transnceted a large part of
the grain and provixion business of the world.  Of courxe, In 0 modern market
contracts are not confined to sales for Immediate delivery. People will en-
deavor to foreeast the future, and to make agreements ncecording to thelr
propheey.  Speculution of this kind by competent men s the self-ndjustment
of goclety to  the probable.  Its value ix well-known as a menns of avolding or
mitigating eatastrophes, equnlizing prices, and providing for periods of want.
It I true that the suceess of the strong Induces Imitation by the weak, aud that
fncompetent persons bring themselves to ruln by undertaking to speculate In
their turn. But leglslatures and courts generally have recognized that the
natural evolutions of n complex soelety are to bhe touched only with a very
enutious hand, and that such conrse attempts at a remedy for the waste inel-
dent to every soclal function as a simple prohibition, and laws to stop its belng
ure harmtul and vain,

Frankly, I do not represent the Chicago Board of Trade, I do not
ropresent anybody wearing diadems. T represent a few of the
unfortunate vietims, .

I said to the Secretary of Agriculture that this was not a tax, it

: : .
was 8 l)qnnlty. These men stand in tho midst of that market, buying
and selling, stabilizing influences, and the result of their activities is
the enhancement of tho price. And what js the roward? Ho receives
a lash and a kick. ) )

I said to the Sccretary of Agriculture that this kind of legislation
would bring a blush of shame to the cheeks of Attila the barbarian.

I am a lonoly traveler n.lon% the way, gentlemen. I never had the
great privilege of appearing before a great committeo liko this. I
talk to the common, average man on tho streets. My great chiof once
said that the man who can judge of the things of life is not the man
who stands on the banks of life looking on; 1t is the man who stands
in the midst of the meleo of lifo, who knows the blows that are bein
struck and the blood that is being deawn, It is by that man that
wish my &pdgment to be guided.

The ordinary man in the United States of America is just worried.
The sword of fear constantly hangs over him, and, gentlemen, you
have the grent responsibility oi striking the rock and releasing the
onorgies of the people of the United States. I know that if you will
be a littlo more tendor in your treatment of theso lonely men that
perhaps from their hearts will come influenco that will bring out the
gushing waters of prosperity for the people of the United States.

Sk ot A < e g iy A 0% oo vy~ 8-

RIS




192 REVENUR ACT OF 1038

They reduced the tax in the House from 3 cents to 1 cent, then
they put a tax on scratch sales. It is like the Irishman who said,
“They gave us a pair of pants, but they cut the buttons off.”

I venture to suggest that no human institution could have en-
dured so long and been so constantly availed of and relied upon by
the great agricultural and industrial interests of the Nation unless
it had abundantly justified its existence and rendered a service of
unquestionable value to the commerce of the country.

The day may come when the weather will be so effectively con-
trolled or unerringly predicted; when knowledge will be so uni.
versally and instantaneously known uround the world; when the
mysterious cyeles of fertility secreted in the bosom of the soil will
be solved and all the fluctuating factors of finance and industrial
productivity that affect the capacity of man to consume will be
understood ; when the free wills of men will be so thoroughly com-
wehended or so completely suppressed that the future will no longer
[xo uncertain and prices no longer a matter of caprice, but subject
to exact and scientific and oflicinl prescription by society, But none
of us will see that day. :

A stultifying chaos would afilict the business of the world were
there not some focal mirror to reflect a crystalized image of all price
factors everywhere, and some pivotal group, honest enough and
courngeous enough and prosperous enough to underwrito the in-
evitablo vicissitu‘aos of nature and the indefinite vagaries of man.
Such a group must be made up of intelligent and diligent students
of all the facts or thoy will go broke. "Their compensation is on a
contingent basis which puts them constantly on their toes and thoso
of lesser industry or poorer judgment are perpetually weeded out.
Tho intelligence and the industry of those who succeed as well as
their courage and their capital render a service entitled to compen.
sation. They become the skilled and automatic funnels and filters
by which all facts are brought to bear promptly and accurately in
the fixing of prices. They constitute the focus where knowledge
gathered elaborately and at great exponse over a network of wires
reaching throughout the world and necessarily otherwise unavailable
to any individual farmer or manufacturer or trader is constantly
made available and instantly marshalled, assessed, and evaluated
by the composite opinion of experts who devote their lives and their
fortunes to this work, Even Government crop reports must be
analyzed and u‘)pmised, and it is well known that the price of
whent is affected more year in and year out by production outside
the United States than in it,

Thus there constantly exists upon the board of trade the closest
possible approximation of true value at any given time.

The first rules governing trading in futures were passed by the
Chicago Board og Trade in 1865, The present higﬁly organized
form of rules is a natural growth evolvin{; through years of trial
and error. Few organizations on earth have more detailed and
drastic and rigorous rules. There i8 no room for the crook or the
shyster or the high-pressure salesman, or even for the diplomat, The
covenants of the Board of Trade are all open covenants, openly
arrived at in the full light of day in what used to be tho frecst
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competitive market in the world, It is obvious that it can serve its
high purpose only insofar as it is free, and all its complicated rules
are designed to promoto that freedom.

But now the heavy thumb of government has pressed down upon
o vital spot in that freedom, the small trader. This tax does not
daunt the big long-term speculator or the occasional gambler, Ho
can take it in his stride, but it is the little fellow who is hit—the
small operator who is constantly trading. His precarious profits are
dovoured by this deadly tax which he must pay, win or lose, and it
throttles and tends to extinguish his willingness and his capacity
to bear the thousand little risks that are the lifeblood of the fairness,
the fluidity, and the freedom of the market placo.

Thig tux does harm all out of proportion to its usefulness as a
producer of revenue, because it touches n delicate and vital spot in
the process of distribution. A man can endure to boe lashed on the
back or oven to have a quantity of blood drawn from his body and
still go on working, but put a cinder in his eye or the slightest pres-
sure on his brain and he becomes powerless to function. The group
of little men operating upon the hoard of trade is an alert and
multiplex will, incessantly engaged in registering instantly the com-
posite judgment of society on prices, Insofar as themr services are
discouraged or repressed, the liquidity and the stability of tho price
structure is undermined.

But even more important and vital than the board of trade’s func-
tions as a focal mirror of price factors and a promoter of price sta-
bility is its function as an insurer against future price changes.

Theroe is no Lloyd’s of London to insure the processor of wheat
against future fluctuations in its value, except as to vestricted groups
and undar very limited circumstances; and oven if there were such an
insurance available, its premium would be prohibitive, Hedging on
the board of trade is the ancient and recognized and universal sub.
stitute for such insurance. Othor types of insurance are not taxed;
why should this type bo?

price_hazard is automatically created the moment a crop is
planted. Hedging insures the voyage of the crop from the farmer
who produces it to the miller who grinds it. Banks can and will loan
more on wheat when its true market price is availablo and liquid and
steady. It is estimated that about &6 percent of farmers hedge at one
time or another upon the board of tinde, and practically 100 percent
of the middlemen between the farmer and the baker hedge upon the
board of trade. Even though a farmer never hedges, he benefits, of
course, by being able to know the fair prico at any moment, When
a miller, for example, takes an order for flour, he buys a hedgo of

wheat upon the board of trade. Then if a drought in Argentina -

should imt up the price of wheat, the sPeculator takes the loss, and
the denler or miller is protected even though wheat may double in

rico. When n millor ean thus hedge, less capital is required in his

usiness and therefore his costs are lower, This saving has long since
beon passed on by virtue of keen competition to the benefit of the
farmer on the one hand and the consumer on the other, It is clear
‘that the ability to insure a house against fire makes the house a moro
valuable asset and yet makes the rent cheuper.,

L




104 REVENUE ACT OF 1038

The risk of destruction by fire would depress the value of the house
and inflate the rent that the owner would ll\o obliged to demand if he
were his own insurer or ran the risk of w disastrous loss by virtue of
his ownership of the house. Hedging enables the miller to pay more
to the farmer for wheat and to charge less to the consumer for flour.
The board of trade, therefore, constitutes a price-insurnncoe agency,
and no other form of insurance has ever been ovolved that is nearly
so cheap or so practicable.  Other systems of moving grain have been
tried in Winnipeg, but the conclusion was elear that no other method
now known returns to the farmer such a high percentage of the prico
paid by world markets. There is no similar-tax in Canada or in
Amsterdam or Liverpool or the Arvgentine, and thus this tax puts
Amorican furmers at o disadvantage against those with whom they
must competo for the world market. It is n tax that tends either to
hamper the freedom and efliciency of the functioning of the exchange
or to raise the price of bread to the consumer or to lower the price
of wheat to the }m'nu\r. 1t probably docs all three, It is, in any event
inevitably a tax on a foodstuff levied on its passage from the field o
the farmer to the table of the consumer,

In Lloyd’s of London a large group divide among many the
infinito variety of hazards that attend human transactions, thus
facilitating commerce and making possible the initintion of far-
flung projects so adventurous as to terrify the boldest investor, and
yet f?requontly so vitalizing and so salutary that they are tho very
stuff and essenco of business progress. The bourd of trade is an
institution of similarly great social and economic value, Just as
the Gulf Stream washes the shores of far-away continents and
tempers their wintry winds with the warmth gathered under blazing
tropic suns, so the stream of liquidity and price assurance that rises
up out of the blazing light and highly informed rivalry, the hot
oxcitement and sceming chaos of the trader’s pit, carries to far-nway
farmers and factories and mills a beneficent security against the
havoe and disastor of violent and unpredictable revolutions in value.
This institution cannot exist without  large and vigorous and toler-
ably prosperous group of speculators willing and ablo to take the
igks involved, and this institution cannot be destroyed without
immeasurablo disaster to the agriculture and commerco of the Nation,

Gontlemen, I have Mr, Ryan here.  Heo wishes to present a state-
ment. I do not want to take up'your time any further,

(The brief submitted by Mr, Tumulty is as follows:)

MEMORANDUM IN SUPPORT OF THR ReppAL oF THE TAX ON Satks o CoMMODITY
Furures, By Josern P, TuMunty, ATTORNEY FOR COMMITTEN REPRESENTING

THE F1.00r TRADERS OF THR CHICAGO BOARD OF TRADR

It 18 hioped that the Finance Committee will give fts approval to the elimina-
tlon of the 3-cont tax on the sales of commodity futures, From the books of a
floor trader in Chlcago, may I give at the onset a most glaring example of the
injustice of this tax:

Clearing members handling dally trades for 10 floor traders active in all pits;

employs 4 clerks,
Tax payments and cleariug corporation results for the crop year 1037, '
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Clearing corporation

Tax pald
Pay Collects

83,647.21 [.oooooiiloiol $19,018.78

Auqust. ..
Beptember.
Octobwr.
Novemt
December.

PY e e e e ——— e i —

POt o e e e ———

L T U UP RSO UPNRU. . 11 & N 1 §
Loss before computing ofllce expenses, satarfes, dues, eteo_.o. 4, D6, 37

Senator Smoot, in 1032, recommended the elimination of thix tax; the
Finanee Committee, presided over by Seantor Harrlson in 1034, recommended
the reduction of the tax to 1 cent. When the recommenduation of Senntor
Hurvison's committee was pluced before the Sennte, as n result of unfafir
uttacks, which permitted no calm discussion on this vital matter, the tax was
finndly fixed at 3 cents,

The statement made in my brlef and at the hearlng before the Ways and
Means Committee that preJudlee and not a falr constderation of this tax domi-
nated the discussion both in the Senate and the House fs conflrmed by the
reply of Representative Ollver of New York to a supgested amendment of a
20-cent tax.  (See Congresslonal Record, 72d Con, 18t sess, vol, 76, pt. 7, p.
T2).)

Here ave interesting excerpts from the speeches of Representative Ollver and
Representative Hart, of Michigan, us follows:

“Mr. Oriver of New York., Me. Chalrman, I am opposed to the amendment,
I do not believe we should vote in revenge or in retalfation in the matter of
taxation. New York is not here to destroy anybody.  We were built by Amerlea,
We tear ourselves down {f we injure any part of the country,

“T shall not vote a tax as a penulty or us a retalllatory measure. The
amendment proposing an lncrensed tnx on the trade In commoditles s unsound,”

Then agabn there appears In the Record a speech by Mr. Hart denvunelug
the retallatory character of the legislation:

“Mr, Hare, Mr, Chairman and members of the committee, I not only represent
an agricultural district, but I am perhaps the largest grower of wheat in my
district. In addition to that I have had 30 years' experfence In the marketing
of grain, I do not mean on the exchange, but marketing cash grain, 1 say to
you that the graln exchanges are as necessary to trade as the lfeblood of an
individunl 15 to his weltare. They cannot operate without it.”

In the Senate debates In 1032 and 1934, much was made of the point that
after the Imposition of the B-cent tax, revenues in the Illinols district fncreased
from §556,000 in 1032 to $2,210,000 in 1933, and to $4,000,000 in 1034. The
very business atmosphere of 1033-34, which was the boom perlod, following
the Roosevelt election, glves the explanatlon for this Incrense n revenue by
reason of this tax in 1933 and 1934. During this perlod we had the devaluation
of the dollar, which brought with it, as a necessary accompaniment, the threat of
inflation, which threat cconomists agree drove people onto the varlous markets
to aquire commodities and equities which it was felt would show the greatest
appreciation fn value, In additon, durlng those 2 years, there was the lqui.
dation of the Farm Board’s large holdings of wheat which had hung, like
Damocles® sword over the market. During this time the Government agencles
were engaged in attempting to fix prices higher than the world level, “Hedg-
Ing.”" “spreading,” and “scratel sales” are not the devices of diabolical minds
“In the pit” to cateh the unwary, They are the necessary fnstrumentalities
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Invoked to preserve stability and lquidity in the market. One has only to
conslder what would happen {f ever hedging were declared unlawful and
traders were not allowed to maintain hedglng positions,  Ex-Secretary Wallace,
In s letter to Senator Norvls In 1024, aptly described “hedging” as a form of
Insurance.

Hedging stripped of the mean, sinister lmplications hurled at it 18 a mere
counterbnlaneing sale or purchase of one commodity by making a purchase or
sile of nnother.  Answering the question of “What would happen if over night
‘hedglug' should be declared Hlegal,” a miller or merehant deprived of the price
fusurnnee afforded by bedging would in self defense have to widen his prott
ftem to protect himself from a deeline in the market or a rush of supplies
greater than the Immedinte demands, At the present time, purchases of cash
grain by w miller or mevehant can be hedged on the Chicago futures market at
B3 cents. Withont that market, cautfon would dletate n price of probably
80 cents a bushel, with a consequent loss to the farmer in hiy price.

Secretary Wallace, referring to legislative attempts to abolish trading in
futures sales sald, “such legistution would substantially tmpalr, if it would not
nctunlly destroy the valuable hedging facility which is furnished by the market-
ing of vast numbers of contracts on and through the exchunges in which
deifveries are contemplated cather than actually agsured.”

In chapter X of Professor Cherington's ook, The Klements of Marketing (The
MacMillan Co,, 1021), the author, in discussing the questlon of insurance against
unusual commercinl hazards which cannot be insured against through Insurance
companles because of the high cost of such insurance, devotey several pnges to
f discussion of the use of future trading by means of future contracts as a
deviee for Insuring agalnst hazards eaused by price fluctuations. In this con-
nection he states (pp. 118-125, inclusive) :

*The purchase and sale of future contracts has been subjected to much criti-
clsm beeause of certnin speculative abuses which sometimes accompany it
The producers of agricultural products in particular have sometimes suffered
from these abuses because of thelr general Inabllity or disinclination to study
or master the principles of market fluctuntions. Much has been written about
the question whether speculative trading of this kind does or does not materially
affect price levels, On the whole It scems to be demonstrated that except in
times of abnormal shortage or In rare cases of deliberate ‘rigging' of the market
by lavge operators who create real or artificinl corners the effect of future
trading Is rather wholesome than otherwlse. It tends in normal conditions to
make the market more even, It serves to lron out seasonal fluctuations, and to
mnke the open-market price at any one time reflect world condltions more
nccurately than would be possible In a spot market alone. But perhaps more
important than any of these effects is the opportunity which future trading
gives for scenring at n low price practieally complete assumption of speculative
risks by means of the *hedge.'"”

Speaking of wheat, Professor Cherington says:

“Wheat 18 In many respects the best example of a commodity sold the world
over in highly organized markets where spot and future transactions arve
carrled on side by slde and with beneficial effects on both. A miller, or a
wheat merchant, need never speculnte in his wheat purchases and sales. Heo
can always insure his mill profit or his merchant profit by means of a hedge
ns securely as he could by fnsurance, and this can ho done at a trifling cost.”

An Interesting excerpt from a pamphlet entitled “Searle Grain Compnny,
Ltd,” dated Wednesday, January 19, 1038, discusses the value of commodity
«xchanges and the systems of future marketing. It 1s as follows:

“During the course of ita long life many criticlams have been made of the
exchange and the system of futures marketing. No less than seventeen formal
Inquirles have heen made but so far every Commisslon has remarked upon the
{mportant gervices to the producers performed by the exchange.

“Students of graln marketing unanimously agree that no product in the world
1= hnndled. processed, and marketed with such a small spread hetween pro-
dncer and consumer as are the gratus honght and sold on the open futures
market throngh the facllitier provided by the exchange.”

‘The report of the Canndlan Commisslon to fnauire into trading In grain
futnres, presided over hv 8ir Joslah Stamp, contalns the followlng:

“Price fluctuations.—The genernl effect of future trading on price fluctun-
tions ls_ to ‘put on brake’ Instead of prices falling violently, the fall is
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cushloned ; it comes gradunlly In a scrles of sinall steps. Or: conversely, in-
stead of prices rising rapldly, the rise is stepped up gradually, T'he total effect
is that the market range-—the spread between high and low prices—Is reduced.
Thus under future trading the dally, weekly, monthly, and yearly rauges In
price are smaller than these ranges, would be without future trading. (A
careful study of the graphs wlill elearly show the truth of this statement.)

“Docs short sclling depress priccst—An opinton held by mauy Is that the
selling of a large volume of whent for future delivery by the speculutor--—
(1. e, wheat contracts when he does not have the real wheat— has the effect
of depressing prices,  Short selling, as this process Is ealled, I indulged in by
the speculntor who thinks prices are too high and are now ready to fall,
The short seller, in order to make any profit at all from a change {n price,
must of course buy back the contracts at a lower price. That is, he becomes
a buyer to the same extent that he has been a seller,  Evidently, therefore,
hig total effect en the market i3 not to depress prices. 1t takes some decper
cause than ‘short selling’ to depress prices for any length of time or to any
perceptible extent” (p. 14).

“We took general evidence from two men of long experience In Winnipeg
extending over many years hefore 1904 aud after, and we obtalued thelr im-
pressions In general terms,  One of them sald that after the Introduction of the
futures market the farmer got an absolutely better price beeause the buyer
previously always required a margin of 10 cents to 16 cents a bushel which
never gave un ‘unrensonable profit,’ whereas afterwards he nover expected to
make more than a cent and a half. The other witness, as an ‘old-timer,’
agreed with the above and was also emphatle that a better price to the farmers

resulted from hedging.” (pp. 14-18).
“FINAL, BUMMARY

“All tho foregoing may seem very Involved and elaborate to the man in the
streets who Hkes a plain ‘yes' or 'no’ to what scems to him'a plain question.

“Unfortunately, however, no short statement on an cconomie matter s ever
strictly and absolutely true, and this very natural deslre for a plain unswer can
only be met by statements which are true generally, but leave room for tlmes
and cases where qualifications are essential,

“However, In brlef, our answer to the question submitted 1s that In addition
to the benefits reflected to the producer in furnishing a system of fnsurance for
the handling of his graln, and in providing an ever-rendy and convenient means
for marketing the same, futures trading, even with its dlsadvantages of muner-
ous minor price fluctuntions, 18 of distinct benefit to the producer in the price
which he recelves” (p. 72).

Attentlon is called to the fact that the further destructlon by unjust taxation
of this traders group will ruin the lquidity of the farmers’ market, Most
marketing students will ngree that this group's ellmination would result in
conslderable reduction In the average price of wheat and corn.  Flgured at only
1 cont per bushel this would result in over $306.000,000 loss to the Nathin's
tarmers, which Is many times the tax collected. It would probably be of sufll-
clent proportions to make necessary some kind of Federal substdy. The propo-
nents of placing this transactional tnx upon trading state that the revenue to
the Qovernment I8 unimportant, The farmer's market is fmportant and the
Department of Agriculture says this tax I8 a burden on the men responsible for
furnishing a market to the farmer. Canada placed a simllar tax on thelr
market and after 1 year canceled it and refunded all the money collected.
Today because of this tax and other vestrictions and the effect of both on the
market, forelgn buylng which used to come into Amerlean markets s now
placed In Winnlpeg. It Is difticult to determine the loss to American merchants
and {ndustry and to the Government ftself occastoned by the bullding up of
n competing nation at the expense of our own neople; that Winuipeg May wheat
1s =elling 81 cents over Chicago s very significant,

The terms “speculative gambling” wag rather loosely ured {n the Sennte and
Xouse debate where efforts were made to “end the deop agony” of this tax. Of
course, In 1034, the thunder of debate In the Sennte permitted no fafr appralsal
of the value of orderly buying and relling of grain, commonly known as trading
in futures. It would seem from the attncks made that this form of trading wax
the devil's device to outwlt the purchasers of all commodities, The critles of
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graln exchange had forgotten that teading In grain futures had its nception
during the Civil War. At that critfeal time In our Nation's Hfe the Government
wanted to erase all doubt as to detinfte supplies at certain futwre dates, and
thus the Govermuent itself began making contruets for future delivery of grain,

“Merehants,” as Mr, Thomae Y. Wickham, vice president of the Chleago
Board of ‘'rade, said, “*with weeks and months in which to provide for thelr
contracts, entered them more readily than they had dared to dao for fimmediate
delivery, These were the first short sales and thus arose the practice of short
selling,  Imterior merchants quickly took advantage of the opportunity to sell
for future delivery grain that was not avatluble for lmmedinte delivery, These
were the first hedglng sales and thus arose the practice of hedging.”

Does this form of buying and selling commaoditfes add to the cost of the con-
modity? The answer bs found in the following from the speech of My, Wickham:

“It 8 a broad stutement, but a true one, that no other commodity I8 dis-
tributed at so Httle cost as grain, The farmer recelves o lnrger sharve of the
dollar the consumer pays for grain than docs the producer of any other com-
modity, ‘That he does so fs due almost entively to future contructs and to
speculation in future contracts,  ‘Uhrough these contracts the miller may ellmi-
nate all risk of priee decline; beeause of such contracts he muxt buy in com-
petition with the highest bidder in the world,  And in this competition only the
speculator Is willing to purchase in antjelpation of lesx plentiful supplies in the
future, Without him. the harvest market must become noglut fn whieh con-
suming buyers would temper blds to great visk and plentiful suppliex.”

Taxation {s ordinarily baxed on ability to pay, and thiz is the only tax we
know that ignores this relationship,  Since it s devitalizing n group of carnest
citizens, destroying a farmer's market and reduckng thelr tncome, diverting trade
and revenue to n forelgn conntry, eansing unemployment, awld s unimportant in
Federal revenue we think it would be construetive netlen to eliminate this
unjust imposition,

No one can read the Brook Ballard letter mentioned fu this brief without
gainlng the impresston that here Is the outpouring of a wmnn's heart whose NHitle
business was the viethn of this outrageous plece of legislative legerdematn, One
s golng far aticld to characterize this form of exaction by calling It a govern-
mental tax, It s not a tax. It s the bitterest kind of a penalty: n sort of
reprisal that not only taxes the body but takes the very flesh and soul of a
man and treats hhin rather as a slave than as a citizen,

This tax was flest Imposed as an emergency war measure I the days of the
Spanish-Amertean War,  Since that thme this particular tax has frequently
been availed of by the United States Congress In its endeavor to provide

revenue.
In 1032, after a full hearing, the Committee on Finance of the Senate re-

ported as follows (see Rept, No. 665) @
“Under the House bill the stamp tax on vales of produce for future delivery,

fmposed by subdivision 4 of schedule A of title VIIT of the Revenue Act of
1020, Is Increased from 1 cent to B cents. Your committee has stricken out

of the bill the proposed increase.”
A report of Senator Iarrlson, of the Committee on Finance, March 28, 1034,

contained the following (Rept. No. td8) :

“The tax on produce futures should he reduced from the present rate of §
cents per $100 to the old rate of 1 cent per $100.  (See see, 611.)  The present
high rate of tax is detrimental to the establishment of a stable market price
for produce.”

The last expression of opinlons in the matter of this tax came from the
Finance Committee of the Senate In 1032 which recommended fts total olimi-
nation and the opinton of the Finance Committee In 1934 recommending o
reductlon of the tax from 3 cents to 1 cent.  Aud these oplnlous were expressed
by these two great committees of the Sennte only after extensive hearings before
these committees covering this subjeet,

During the Senate debates in 1032-34, when this matter was considered, the
question was frequently asked by the opposition Senntors: Why have not the
views of the Agriculture Department been songht?  Indeed, if the records of
the henrlngs before the Finauce Commitice were necessible to the Sennte at
that time they would have dizclosed the fact that several committeos of Congress
aud the former Seeretary of Agriculture, Mr. Wallace. father of the present
Seeretary, had opposed leglslation that sought to abolish commodity exchanges.




REVENUE ACT OF 1038 199

In the heavings before the Committee on Finance, United States Senate, on
H. RTS8, Maveh 12 to 15, 1024, there appears the following statement of the
forner Secretary Wellnee:

DerARTMENT OF AURICULTURE,
Washington, D, C., January 25, 182},
Hon, 4. W. Nous g,

Chairman, Committee on Agriculture und Forestry,
United States Senate,

Drag SeNAtor Norwis: Durlong the past 70 yenrs mony bills have been futro-
duced in Congress which would prohibit the sale or purchuse of contracts for
the future delivery of grain or cotton not providiug for the actaal delivery
thereof,  None of these drastie bills passed, beenuse edddently Cougress reached
the coticlusion that sueh tegislntion would substantinly himpadr, if {1t wounld not
netunlly destroy, the valuable hedging taeitity which is fornished by the nmking
of vast number of contracts on und through the exchanges in which deliveries
are contemplated rathey than actually asswred, Inorejecting these hifls it seems
that Congress wisely refused to deprive the prodacers, the merchants, and the
manufacturers of these farm products of the benefit of this insurance ngainst
price fluctuatlons ¢ &,

I am convineed that the fnsurance facllity fs of great value and s lnrgely
dependent for ity existence upon publie speculntion In graln and cotton contracts,
il this hedging privilege should not be destvoyed until these industieies find
some better way to fnxure themselves agadnst price fluctuntions, ¢ ¢ ¢

Sincerely yours,
HENRY A WALLACE, Neerctary.

That there Is 0 need that some exchiange wedium shall be utitzed for the sale
of cotton wd graln in futures mavkets was acknowledged by experts appearing
at the heartng on the Cotton Futures Act, Scnate Committee on Agriemlture, 1022,

“Perhaps the nature of these transactions and the necessity for thelr great
number in the aggregate as compared with the size of the crop was never more
forcibly Hlustrated than by Mr, Sidney Y. West, a prominent cotton merchant of
Little Rock, Ark., In appearing before the Committee on Agrleulture and Forestry
of the Sente {n the Sixty-zeventh Congress, The committee had under con-
slderalon of the bill, & 800, to prevent the sale of cotton and graln In future
mrkets, known nx the Caraway bill, and Mr. West, {n the course of his testi-
mony in defense of the exchanges (p. 43), sadd:

*We nre attacked about this 100,000,000 bales truded In whea only 10,000,000
bales are ealsed,  You take the matter of flre Insuvanee on that same number of
bales and you will find 1t relatively about the same nwnber as the 100,000,000
bales they speak of helng teaded {non the future exehanges, because every thne
I move a bale of cotton from one warchouse to another---buy it, for instance—
when {t Is moved out of the warchouse, that insurance polley s canceled ont,
and when {t gets to my warchouse my polley covers it. On being moved, when
It gets to the depot, my polley {8 canceled out, and another one takes effect when
it gets on the rallrond,  Then when it arrives at the compress at Little RRock
the rallroad polley Is canceled out and another polivy tnkes effect at Little Rock.
Then when 1 sell that cotton, if it goes on the rallvond agaln, I caneel my Little
Rock insurance, and another polley takes it up, and 2o on; aud it I8 carried
right through. Each bale s Insured on an average ngainst fire about six differ-
ent thaes,  There are 10,000,000 balex of cotton and 00,000,000 bales fnsured
ngainst fire,'

Reference 18 made also to the Report of the Commissioner of Corporations
(Doe, No. D, 00th Cong., st sess) on page B, Revenue Act of 14, hearlugs
before the Commlttee on Finance, United States Senate, on H, R, 7880

Importance of purely speculative operations—-\While hedging transactions are
thux o very fmportant feature of future dealings In cotton, they constitute only
n portion of such dealings,  In addition to hedging operations, there are, ns
wlready stated, a vast number of purely specutative transaetlons,  8uelt speen-
lative operations have trequently been condemned by both the cotton grower
and the merchant and also by the spinuer, on the ground that they serlonsly
futerfere with thelr business. It s not ntended in this report to enter into
a general discussion of the merltg or evils of speculation. It may, however, be
stated that it fs the normal business of speeulators, ag n clags, to antielpate
conditions which may effect the price of a cotmmodity, and to bring about a
readjustment of the price to such conditions,

A . . . . . .
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“The justification of speculation is that it performs an actual service to trade,
The facllitation of hedging in part lllustrates the service which purely specu-
Iative operatlons ean thus render, In order that such service be properly ren-
dered, however, it 1s imperative that speculative operations deal with condl-
tions arlsing as the result of natural causes. If, Instead, speculation 1s con.
cerned with artificlal and arbitrarily created conditions which tend to compll-
cate the interpretation of natural conditions, fts proper function becomces
perverted.”

Here we have from the legislative branch and from a member of the Cablnet
a frank statement of opposition to leglslution secking to abolsh trading on
exchanges which would, In Secretary Wallace's own words in 1024, “substan-
tially impady, If it would not actually destroy, the valuable hedglng fucllity
svhich {8 furnished by the making of the vast number of contracts on and through
the exchanges in which dellveries are coutempluted rather than actunlly as-
sured,”  8Becretary Wallace sald that in rejecting these bills it seemed that
Congress wisely refused to deprive the producers, the merchants, and the manu-
facturers of these farm products of the benefit of this Insurunce agalust price

fluctuations
A commlttee of the House, fn discussing the abolitlon of cotton exchanges,

sald

“Any legistation, therefore, which eliminates from the cotton trade the ele-
ment of legitimate speculution and legitimate speculators must, in the opinlon
of the committee, result disastrourly to the producer, especlally at that scason
of the year when the bulk of the crop 18 moving from him into the channels of
commerce.  Cotton exchanges properly regulated In thefr operntions in that
they aftord opportuniten for legithaate speculation, may be made to bo of real
benefit to farmers, merchunts, and splimers,  ‘The teglthoate specalator, operat-
ing through the exchanges, s the only buffer standing between the helpless pro-
ducer and the powerful buyer of his product. It {8 the presenee in the future
market for cotton of this elaxs that s alwayx ready to buy and to deliver at
the market price that has served to relleve the trade of the risk of violently
fluctunting values” (hearing before the Conundttee on Finance, p. H01).

The attacks upon this kind of trading on the exchanges woere answered by
Mr. Justice Holmes fn an opinton by him (108 U. 8, 236) {n the case of Board
of Trade of the Clty of Chicago v. Christic Urain and Stock €o., whereln Jus-
tice Holmes sald! .

“As has appeared, the plaintiffs chamber of commerce is, in the first place, a
#reat market, where, through fts 1,800 members, 18 transacted n large part
of the grain and provision business of the world. Of course, In a modern
market, contracts are not conflned to saler for lmmediate delivery, People
will endeavor to forecnst the future, and to make agreements according
_ to thelr propheey.  Bpeculntlon of this kind by competent men {s the gelfe
adjustment of soclety to the probable. Its value is well known n8 a means of
avolding or mitigating catastrophes, equalizing prices, and providing for perlods
of want, It f8 true that tho success of the strong Induces hmitation by the
weak, and that incompetent persons bring themselves to ruin by undertaking
to speculate In thefe turn, But legislatures and courts generally have recog-
nized that the natural evolutions of a complex society are to be touched only
with a very cautious hand, and that such coarse attempts at a remedy for the
waste Incldent to every soclal functlon ns a shmple prohibitlon and Inws to
stop its being are harmful and vain, Thia court has upheld sales of stock for
future delivery and the substitution of parties, provided for by the rules of
the Chlcmzo stock exchanges. * ® ¢ The contracts made In the pits are
vontracts between members. We must suppose that, from the beginning ns
now, If & member had a contract with another member to buy a certain amount
of wheat at a certnin thme, and another to sell the same amount at the same
time, it would be deemed necessary to oxchange warchouse receipts.

"We must suppose thnt, then a8 now, a settlement wonld be made by the
pagment of differences, after the nonalogy of a clearing house, 'This naturally
would take place no less that the contracts were made In good falth for actual
deltvery, since the result of netual delivery would be to leave the partles just
where they were before * ¢ ¢ The fact that contracts ace satlsfied in this
way by set-off and the payment of differences detracts fn no degree from the
good faith of the partles, and If the partles know when they make such contract
that they are very llkely to have & chance to satlsfy them in that way, aud
fntend to make use of it, that fact is perfectly conslatent with a serious husinesd
purpose and an intent that the contract srhall mean what It says * * ¢
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(p. 240). It 1s none the less a serlous business contract for a legitimate and
useful purpose that it may be offset bufure the time of celivery In case dellyv.
ery should not be needed or desired * % * It seems to us un extraordinary
and unlikely proposition that the dealings which give its character to the great
market for future sales in this country are to be regarded us mmere wagers or
ag ‘pretended’ buying or selllug, without any Intention of recelving and paying
for the property bought ,or of delivering the property sold, within the meaning
of the Illnols act * * ¢  The rales in the pity are not pretended, but, as
we have sald, are meant and supposed to be binding. A set-olt Is, in legal
effect, a delivery.”

If it 18 the purpose of tax legislation to procure revenue and not to Inject
into tax leglslation soclologleal reforms that seek to destroy legitimute Indus-
try, then attention 18 called to the alarming results of this leglslation, The
effect of the tux on particular types of operations, such as hedging and spreud-
ing, which are esseatlal to the successful operation of the nurketing machlnery,
i8 demonstrably bad, T'o take only a few of many speelfie examples avallable:
A, who in the pust has been a very active and expert teader, and durlng August
and September of this year was partjeularty acttve {n “spreading.” an operation
overywhere acknowledged to be dmportant to the hedglug teade, had n gross profit
for 2 months of approximutely $3,000, and his tax was $2400. Consequently,
he has quit “spreading.” . Another firm of lmportant expert teaders had, over
a period of 2 mouths, n gross profit of $L358, and, after dedueting expense
{including salarfes of five clerks), had a gross profit of $2,110. M8 tax was
$2.83G, with the resglt that the firm has a net debit 6y (his perlod of $717. Case
after case could b clted where, althopgh a &wmall profit Is shown it 18 so small
a8 not to constitute a source of Hvelthood, even on n very low standard, "

It must he remembered that the Culengo Boeard of Trade Is the princlpal
grain market of the world aud that §F §s fn every sonse o world market.: The
prices and the price opinlon cmandting froumy this market deteninine the adtlons
of producers, ‘millers, merchandisers; ghd dihers throughout this country-und
the course of prices and price tremds fn other maukety, A tdnst be appayent
from the above, if this tax {5 to congmuv. 1t ean onlyiresult In the climloatiop of
the professional trader from the Noor of the exchange, Showd this result; onr
present marketing machipery would be erfppled so thiat 1t could no longer fne-
tion in a prdaper and orderly manner. As poluted out above, this canngg be
permitted wltgmt hrlngln! about evils that all ugree ghould be avolded. ;

i

'rﬁ{: REVENUE BRopUickn iY TR T4 18 INCONARQUENTIAL :
) g ‘ ’

The revenue wh}ch 13 produced by thiy ga€ 1§ so small that jt 1s fnconseguiential
and certalnly canyot be constdered ga#'Tn any *‘S\uso hiaportant.  As obgerved by
the former vlmlrnmig of the Kubcammitice on Taxation of the House AVays and
AMenns Commlttee, 1twonld not opetate oue Gogernment 40 minutes, 4

Exhibit B shows thd procecds of the tax fran 1918 down throggh the ficenl
year 1030, The figures axe shown bath for the firat IHinols catlection district
and the United Stater. The fleures for the first Iinols cqievtion district rep-
resent, of course, almost (‘mh‘(ﬁy,g axes pafd by membeys the Chicugo Board
of Trade and usually conatitute abbat ¢0 pereent of fhe total amount of tax
pald on all commodity futures in the United States,

The total tax pald during the entire fiscal year ending July 1, 1036, was
£1,758,600.00 for the first 1lnols district and $2,(43 61287 for the entire Unjted
States. It can safely be sald, theretore, that the amount of tax Involved is not
an important item in the Dudget of the United States. It i3 difficult to draw
any definfe conclustons from the earlier history of the tax as shown fn exhibit I8,
Jt 1a significant, however, that fmmedintely after the reduction of the tax from
2 cents to 1 cent in 1024, the total pald In the first Ilinols distriet fnereased
from $1,446,407.76 to $2,804,045.13,

For the reasons hereinabove vointed out, it i bhelleved that the repeal of the
tax will not result in an appreciable reduction in revenue, On the contrarvy, it
is believed that an Increased revenue will result. The actual stiffing effect of
the tax is effectively putting out of busiuess the major source of this revenue,
namely, the professional traders, and thus reducing tho volume of huslness sub-
Jeot to the tax, The revenue lost to the Treasury whl, §t §a believed, be more
than made up by the new business stimulated, through income and other taxes,
and through the ultimate effcet on ngricultural prices. With respect to the
latter, tho abolltion of the tax will unquestionably be a positive constructive

factor,
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The tax has been condemned by the Department of Agriculture, through the
Chief of the Commaodity Exchange Administration, A copy of the latter’s officinl
testimony before the House Committee on Appropriations I8 as follows:

During public hearings recently held by the House Approprintions Committee
on the Agricultural Department Appropriation Bill for 1035, Dr. Duvel, Chlef of
the Grain Futures Administration, testified as follows:

“Dr. Duver, We belleve in the futures market; we think It should be main-
tained, but that it should be on the hasig wherve everyone who fluds it necessary
to use It for hedging or who desirea to use it for speculative purposes should
have a falr chance, Whenever a single Individual can control 10 or 18 percent
of the open contracts or can do 10 percent of the day's trading, that i3 not a free
and open market ; it is anything else but that, * * *  Based on fnformntion
accumulated during the past 10 years we helleve the system of futures trading
should be maintained, but it does need to be improved in many respects.

“Representative Harr of Michigan. They have had pretty lean years,

“Dr. Duver. As far as the business i8 concerned?

“Mr, Hanr, Yes.

“Dr. Duver. Yes; business right now is not paying overhead; they also have
the burden of a heavy tax on sales of futures, and the tax is too high,

“Mr. Harr. You think it is too high?

“Dr. DuveL. The tax burden comes on the man who is in the pit. The higher
the price, the greater the burden,

“Mr. Iarr, Where does the tax go on this hedging operation? It goes into
the cost of flour, docan't it?

“Dr. Duven. As far as futures tax 18 concerued, on the actual transaction, it is
so small it does not amount to anything when applied to a single lot of actual
wheat.

“Mr. Hanr, Supposing that wheat turns over, hedges on the actual cash grain,
and turng over five or slx times; it nmounts up doesn’t 1t?

“Dr. Duver. It {8 about onc-twenticth of a cent a bushel when the price of
wheat Is $1 a bushel,

“Mre, Hawr, It sn't a large amount,

“Dr. Duvrn, If it turned over five times, you would bhave only a quarter of a

cent.

“Ar. Hanr, It hampers the small trader.

“Dr, lr)uvrzu It hampers the sealper, the man that gives lquidity to the
market.”

When the stutement was made in the Senate debate that It wax quite strange
that the Finance Committee did not eall anyone or listen to testimony from
anyone except “the grain and cotton gamblers” (Congressional Record, vol, 70,
pt. 10, p. 1140, 724 Cong., 1st sess, Sennte) Senator Harrlson ealled attention
to the appearance before the Finance Committee of a representative from the
Department of Agriculture, who represented the Grain Futures Administration
and whose opinion was sought.  (From Congresslonal Record, Senate, vol, 78,
pt. 6, p. 6543) 'The statement of Senator Harrlson was as follows:

“In the hearings before the Sennte Finance Committee Dr, J. W. T. Duvel
submlitted the views of the Grain Futures Adminlstration of the Department
of Agriculture. Ile said he represented the Grafn Futures Administeation, and
continued @

“We feel that that Beent tax s too high to permit the easy and eflicient
working of the exchanges. It is a tax the burden of which comes primarily on
the people who gtand In the macket and take ovders, there buy and selt, as the
merchant or the speculator {9 In the market. The tax itself I8 not necessarily
such #t burden on the man who mnkes one trade, but it {s the man who s in
the market all the thme and who Is taking the orders.”

Answerlng further the question as to what the attitude of the Chief of the
Commodity Exchange Administration was townrd matters of this kind, I am
attaching hereto (exhibit D) certaln excerpts from a report of the Chief of
the Commodity Exchange Admindstration, contained in n letter addressed to
the present Seeretary of Agrieulture, dated September 18, 1937, In this report
Dr. Duvel says:

“Fatures trading on properly conducted exchanges 18 commerelally useful
In several ways. The three princlpal functions are: (1) Providing a continu.
ous market, (2) alding In price determination, and (3) making hedging possible.
n‘y continuously evaluating known and expected price-making factors in terms
of quotations for near and distant deliveries it develops what may be termed
“the general price level” of the commodity. And It makes hedging (protection
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against price hazards) practicable, All trading in commodity futures consists
either In assuming price risks by speculation or shifting price risks by hedging.

“A futures market in action resembles an auction. Exchange membars gather
in pits or rings on the trading floor to negotiate, by competitive outery of bids
and offers, agreewments to buy and sell a specitied commodity, These agrecments
are contracts of tho pecullar type called *futures'.”

Again, answerlng the question appearing in the Senate debate, why was not
the Department of Agriculture consulted regarding this matter, I beg leave to
enll attention to the opinfon of the highest expert nuthority in the Departiment
of Agriculture. That nuthorlty 18 Dr, Hoffmu economist of the Department
of Agriculture, at n public hearing before the Commodity Exchinnge Administra-
tion December 8, 1037, Docket No. 3, pages 1031005,

The following questlon was addressed to Dr, Hoffman @

“Mr, Chnirinn, 1 would like to ask just a couple of more questions. 1 have
been here for -4 days listening to everybody else--in faet, I haven't slept for 4
nights because, with my Hialted education, it takes me hours what it might take
these other fellows minutes,

“Dr. Hoffman, In your approach to the study of grain marvketing, you have,
go far, prexented, the faets and fighres which were undoubtedly, indisputably--—
they would show the deteimental effeet of trading by large traders, and some of
n smntler type. T would Hke to ask you this, if it fs a fulr question: Huve you
given any thaught, or have you written any articles, buileting, or papers that
might show the benetit Cerlved from speculative activities.

“Mr, Horesan, Mr. Chatrman, T think T am acenrate in saying that 1 have
written n good deal on the subject of the benetits of speenlation and speculntive
activities,

“In my introductory comments, reviewing my writings on this subjeet, T did
clte some of these references.

“Phere s n distinetion to be deawn orv, pat it this way: One needs, in writing
on the benelits or the adverse effect of speculative trading, to be very careful in
so dolng that he points out the varfeties of specnlative trading. It is not all
of precisely the same character, and therefore, in dealing with the subject at
any length, 1t s necessary to break up the types of trading found In grain
markets such ax thix and separately characterize ench type.

“I am willing to go on record that, after welghing the diffevent types of speeu-
Iative trading, the velative merits of caeh, that Judged in thelr combined efteet,
I view speculative trading ax a whole, taking due acconnt of these aspeets which
ure not dexfrable with those which are destrable, as befng an exceellent means
of marketing grain in this country.

“Mr, Koent. Thank you, Dr. Hoftman, That is certainly a very Intelligent
nnrwer to my questlon.”

With reference to the professfonal trader, the tax ix occupntfonnd and in n gense
ia the only tux of {tx kind levied by the Federal Goveruirent,  ‘These traders also
must pay every other form of regular and speelal tnx patd by otaer husiness.
men,  ‘The unjustness of the tax is obvious, when one conslders that it must bhe
puld on a loss ax well as on a profit.  In practieal effect it is o capltal levy on
this particatar gronp and, with respeet to them, as will be herelunfter pointed
out, {8 confiseatory. '

Another peculinrity of the tax Is that it Increases with the price of the com-
modity and itg cffects become proportionately more disastrous to the broker,
who still must trade on the basis of one-cighth-cent profit or less. We have
ulready demonstrated the effect of the tax on transactions {n wheat when wheat
{8 selling at $1.20 a bushel. If the price of wheat rises to $1.80, the tax on a sule
of 10,000 bushels rises from £3.80 to £6.40, and if the day should come when
wheat rises to $2.40 a bushel, then the tax on the sume salé would be $7.20.
When the price of wheat 18 $1.80, the loss on one such transaction will wipe
out the gains of nlmost five profitable transuctions, When whent {8 at $2.40,
t}lc loxg of one transaction will wipe out the gaing from elght profitable transac-
tions.

In a word, during the rising market, when lquidity s exceedingly fmportant
to prevent abrupt interruptions of a steady price trend upward, the hardships
that this tax works upon the professfonnl trader can be readily demonstrated
by a practieal example from the wheat market, Az nbove poiuted out, a pro-
fesslonal trader sceks and ordinarily obtains ne greater profit in the ecase of
wheat--the same 18 true with respect to other commodities-——than the minimum
price unit in which the commodity can be dealt. Suppose, a8 stated In a previous
brief, that trader A sclls 10,000 bushelg of whent at the present prevalling price
of $1.20 per bushel. Assume that this transaction results in a profit and net a
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loss and that he makes the regular one-elghth cent per burhel, He would
realize n gross profit of $12.80. In order to have the transaction cleared, he
must pay a commission of $2.60 and a tax—3 cents for each $100 of value—of
$£300. ‘Thus his profit on the transaction is $6.40. Now, let us assume that in
the next transaction he suffers n loss, Computed on the basis of one-eighth
cent, he would suffer a loss of $12.50 on the transaction. Add to this loss the
commisston of $2.60 and the tax of $3.60 and hls actual loss I3 Increased to
$18.00, n;'ur three thmes the profit which he makes when the transaction results
fn a profit,

In other words, the loss on one transaction will entirely wipe out what he
realized from three profitable transactions. ‘Thus, {f two-thirds of the trader's
transactlons result in a profit, he still suffers a loss on his day's work., Unless
the trader carrying the risk s rlght more than 70 percent of the time, he must
do business at a loss, and because of this tax,

The followlng I8 a striking Hustration of the effect of this tax upon the busi-

ness of the ordinary trader:
Exinit A

¢, I.. Thompson & Co.: A fire of long standing, composed of two member
partners who clear trades for themselves and a number of others,  Vhese men
operate mostly In corn futures, on which the tax Is smaller beeause of the cheaper

price.
Net results of all trading for this concern for the entive perlod of the new tax

rate:

Net profit |, . Pereent Net profit | Percont

Vefore tye | TR Paid) G profit befure tue | Toxpakd f o protit
July Y2 oo ] SLAAB AN ] 8947 84 t0 || Deveomber......... 1, 000,00 S 82
L T TN 023 LT S22 January W33 1,002 10 &80 X [
Boptember. . . L& L0 0 7300 Febroary......... 8% 35 110. 2% 18
Octodxr... .. b RUS G0 51 70 40 March. ool 1,647 %0 GI% 18 ki
November ........ 1,359 38 B0t 03 80 1 Aprilo Lo 765268 | 1,838 00 2

Edward H. Bagley: He has been a member for over 20 years and has been
in the business from messenger hoy up,
Net results of his trading tor 2 months:

September 1032
Not debit Defore tRX o o e ————— ——— 818.865
Tax added to deblt e 877.70
Total net deblt o e 1,401, 25
QOctober 1012
Not eredit hefore taX . oo oot e 076, 18
TAX PO e e e e GOT7. 20
Net eredita e ool et o e e ettt - 278.80

Without tax he would have made In the 2-months trading $362.60 but the
payment of the tax left him with a net debit of $1,212.86, once agaln proving
that the tax actually conseripts capital.

Frank T. Schreiner: This man has been a grain man all hig lfe, 18 very
active trader, has been a success for many years and as an individual belongs
to a class that I8 very cssentlal to the lquldity of the market.

IHis entire famlly has been engaged in the grain business for many years.
He 15 a clearing member and 18 a perfect example of a victim of the present

tax,
Al personal trading for his account from July 1, 1032, to May 1033, show

the following:

Net debit Defore taXeB. o v oa e ccicccm e cccmcaaem e e $1, (00, 87
Tax palde o ——— e —— e eaw 22, 807, 88
Total deblte e 23,072, 95

How long can this continue?
0. J. Luey: He has been a member since 1915, an active spreader in the

center of wheat.

e
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Htis operations for 1037 resulted:

PO et s e —— $23, 623. 41
DX e e i e e e e e e 16, 100. 08
Net Proflte e e m e e 7,433. 88

Tax 69 percent of profit,
Milton Kirschbaum: He bas been an active wheat trader since 1032,
His operation for 1037 follows:
$5, 602, 46

Ji088 T e e e ———————————— o 1 2 e e
L088 AUBUSE e et c e md e m e e ———— 10, 080, 43
Profit for year bhefore taX oo e ————— 7,004, 84
Il e et e e e e o e e e et o e et ot e 6, 825, 01
Net protit . e —————— 720,83

Tax absorbed almost % pereent of his profit,
Vilas ¢, Kublman: He has been a member since 1030 and devotes all his

time to rye trading.
His operations for 1037 resulted as follows:

P rOf e e ——— ot e e 124,78
Dl X e e e e e et e e e 5 ot e et e e e 1 e 1, 810, 67
1, U85, 04

Dbt fOr YOl ot e e e
Tax over 1,400 percent of profit.,
Herman Gordon: He s o very active trader In wheat the last few years,
His operations for the year of 1087 resulted as follows:
&4, 062,07

PO e e e et e
D11 e e e et et e e e e e ot et e e n o ——— 1, 253, 00
INEE PTOME - e e e e n e n e 2, 80, 02

Tax {8 30 percent of hls Income,
Herbert MeNamee: He has been @ member since 1903, Ie Is an oat trader

and har been active In the graln trade the greater part of his life,
His operations for 1037 resulted as follows:

PrOII e e e e e e e et 3,774 18
X e e e e ottt ot eyt = e e 704 03

NOt PIOt oo it e e e e 3, 0%70. 73
Tax amounted to 18.7 percent.  Tax on onts figures approxtmately one-third

that of wheat.
Fred C. Spinney: Member since 1914, Dally active trader, center of wheat

pit,
Operations for 1937
PrOfIt e e c—m e ——— e —————— - §2,270.68
K e e e 1, 003. 28
807. 80

Net profit o e —mm———m————

Tax exceeds 84 percent of profit.
T. F. Molyneaux: Member since 1010, dally active trader, clearing own

*trades and those of other floor traders.
Operations for 1037:
$13, 813. 04

B 00T e e ——————————————— o
6, 842, 01
0,471.83

Net Profite et e e e -
Tax over 01 percent of profit.
George F, Diehl & Co.: Mr. Dlehl 19 a clearing member since 1002, handling

a large volume of floor trades, employing five or more clerks.
Income statement of floor traders clearlng through George F. Dlehl & Co.,

calendar year of 1087,

T T T SR
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),

Account Profit Loss Tax Net profit | Loss o“%:‘ogt

100....... tesesuanaviran veeesensncses] $T,703.83 |oe..enoe.] 83,0930 | $4,712.80 f....vonn.. 40
veerassavane] $237.80 $818.87 [.cceecnnae
........... 185.45 N N P,

Bi0.20 [ociuannas 13

821098 |oooniiaen. 10
14,683.48 |ooeunnan. 09.16

Note nccount 103: The Government fncome from the year's work of this man

was 11,800 percent of his own.
Lawrence J. Ryan, oftice: Clearing member handling daily trades for 10
floor tradera active in all pits. Employs four clerks.

Tax payments and Clearing Corporation results for the crop year 1937.

Clearlog Corporation

Tax pald
Pay Collects
JUlY . e, tesvreesesstiisesenuannane $3,647.20 | ...l §19, 818, 76
August.. 3,188 07 4
Septembr 2,018, 01 0.
October..oooveans LWL e 2% 08
November...... J
Dewomber
Total... IR, &08. 00
oone 30, 500, 00
7,045, 00
¥ 12,814.37
4,569.97

Alvin Andersont Member sinee 1028, An active wheat trader.  His operations
for 1037 resulted as follows:

P ROM e e oo e et et e ea e e e e £ ot e e e 86, 824, 72
X e e e c e —————————— e ————————— 1, 840. 32
Net PrORt o et e 3,084 40

Taux amounted to approximately 32 percent,
Edw. W. Ryrne: Member since 1927, Wheat trader.
1037 resulted as follows:

g operations for

2135, &4
1,188.77
NOE JO8S e e s e e e e e e 1,052. 13
Tax amounted to 880 poru-ut.
Frank M. Day: Member since 1916, Actlve wheat trader, IHis operations for
1037 resulted as follows:

Profite e e ————— ——— ————— - §8, 002, 41
TAX e e i mmm——— ——————— e ———— mm———— e 1,010, 50
Net Profite .o e et m— e —— e —— e §, 040, 01

Tax amounted to 38 pcrcont of pront

The necessity of a large actlve trading body has been proved by many
hearings and investigations by (overnment departments and agencles as vital
to the farmer's interest. If the farmers' market 18 to be maintained, this body
must be enabled to perform its function or the farmers’ welfare will be serlously

Jeopardized.
There has been an annual reduction in the number of floor traders for the

past several years. The records of the Doard of Trade Clearing Corporation
show M firms or Individuals whose business was practically wholly floor
trade, retired during 1937 and were not replaced.




REVENUE ACT OF 1038 207

Practically any lue of business glves opportunity of advancement to cne
industrlous and it is signiticant that no Hoor trader improved his position
sutliclently to become a clearing house member during 1937,

Alsu, 1o new firms became clearing house members,

Clearlng house members for this type of trader act more us a collectiug
agency for the Government than as a business fiem, They recelve less for
thelr service than the taxes they colleet for the Government,

Were there lnws hnposing a severe tax on the uncollectible fees of physicians,
lnwyers, und other professional men, a tax on ervedit losses of merchants, o
tax on the withering and wiiting of tlowers fu flovists® hands, a tax on breakage
of art works in a dealer’s hands, or a tax on a decline of value on highly
perishable items In o transportation company's possesston, it would be unalog-
ons to the position of the grain trader,

It must not be assumed that the elimination of this tax would result in
depriving the ‘Lreasury of 100 percent of the revenue uas the grain trader
would be sestored to the ranks of the prosperots, resume his normal expendi-
tures for the labor and product of others, and stil contribute to support his
Government through income tax.

In the continued Imposition of this unjust tax ene cannot read the record
of heavings without belng convineed that the action of the Government is
fnequitable and harassing to a legitimate business. 1€ one {8 free to assume,
uy in this case, that the present system of marketing agrleultural commoedities
through the functioning of organized exchanges s an easential factor in our
economle fabric and that to use the words in Nenntor Harrlson's report in
1084, “that the present bigh rate of tax is detrimental to the establishment of
a stable market price for produce,” then the tax ovlghally fmposed as an
emergeney measure should, like other nulsance taxes, be lifted and repealed,

The foregoing leaves but one couclusion, that the tax is deiving the expert
traders out of the exchange, The tax can be Justitled only on the grounds that
the floor traders enn perform no function important fn the disteibntion of pro-
duee and henee should e taxed to the point of destruction.

We do not behieve that Congress wishes the abolitton of a system of exchinnge
which s the recognized method of all civilized nations that deal with similnre
problems.  Ex-Sccrctnry Wallnee set hls faee against any leglslation that would
prohibit the sale or purchase of contracts for future delivery and was not afraid
to say this in hix letter to Senator Norris

Unfortunately, when this tax was Iast under digcussion f, 1032 and 1934,
the husiness gkies were clonded with attack and counterattack npen all kinds
of speculation, To these attucks one findg a comforting assurance in the opinfon
of that great philosophier, statesman, and Jurist, Justlee Holmes (Board of
Trade of City of Chicago v. Christic Grain and Stock Co., 198 U. 8, 234).
1Hs vision was far-ftung. Hoe not only comprehended the present, but he faced
the future with a reallsm that was all-compelling. He saw the evils of specu-
Iatlion but recognized, as he sald, “that people will endeavor to forecast the
future and to make agreements according to thefr propheey.”  Satd Justice
Holmes in Board of Trade v. Chrigtic Qrain and Stock Co., “"Speculation of this
kind by competent men {s the self-adjustment of soclety to the probable, Its
value I8 well known as a means of avolding or mitigating catastrophes, equaliz-
ing prices, and providing for perlods of want, It {s true that the success of
the strong induces imitation by the weak, und that Incompetent persons bhring
themselves to ruin by undertaking to speculate in thelr turn.  But legislatures
and courts generally have recogunized that the natural evolutions of a complex
goclety are te be touched only with a very cautious hand, aud that such coarse
attempts at a remedy for the waste Incldent to every soclnl function as a shinple
prohibition and laws to stop its being are harmful and vain, The Court has
upheld sales of stock for future delivery and the substitution of parties.

Here is the finest expression of a solemn judgment by a rage and philosopher
who never allowed a great object to be ohecured through the mist ol! misunder-
standing or prejudlee.

I can think of no better, at lcast, no more human way of closing this discus-
slon than by quoting from a personal letter received from one of the vietims of
this unjust tax. The lotter Is ns follows:

“We are a loyal group of Amerleans appealing to our Government to right a
wrong. Wao will be better citizens when that wrong 19 corrected and we cling
to our chosen buginess, in the knowledge that a gross injustice such as this
must be corrected. If weo were seeking speelal favors against our fellow cttizens,
we should be send home with a seolding. We are not, and ask only that we
be put on the eame basls as our next-door neighbor. Give ug the breathing

m— o e
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spell that this whole program professes to feel for the small semlsuceessful
businessman and the Government will not lose revenue but will take n major
step in the rehabilitation of a group of right-thinking but discouraged citizens.

“Respectfully submitted. ny P
‘Josern P, TumuLry,

“Attorney for Committce Representing the
“Etoor Traders of the Chicago Board of T'rade.”

ixnmir BB

Internal revenue collections from the sale of future delivery stamps in the
first Ilinols collection distriet and in the entire Unlted States,

First Tinoly Entite United

Fiscal yoars ended June 30 - collection
district Kintes

902, R4 02 $2, 353, 854, 08

3, 846, 115,28 7.4 871 (0
8,443, 002,04 8,171,870 4
4,076, 18 W 7920075 44
3,107,904 12 8, A%, 180,08
2,050, 184 4 7,018, 4s1. A8

1,446,407 76 7,587,878 74
2,804,045 13 & 39T, 147 V8
2,425,013 418 217 87
1,647, 8412 49 2, 0w, 034 4D
1,910,736 23 4,014 405,60
1, 448, 857 64 33IAN
2,169, 01, €2 3, M0, k1N 18
1,050,171 49 1,682 180,50

L0, 270 83 040,310 64
2,216,375 0 4,000,807 74
4,136,038 &4 T,R17.743 (8
2, 00, 00 17 3,050, 544 00
1,748, 160. 60 2,043, 842.37

t Collections for tho fiscal year 1018 cover the last 6 montha only, IP'rlor to January
1 1018, Bureau records do not indicate the tax derived fromn future trading In produce
a8 a separate ftem, )

Note.—~-Tho rates of taxation on sales of produce for future delivery at ov under the
?xll;-n or usages of any cxchanwe, for cach hoo In value or fraction thereof, were as
ollows !
Act of October 22, 1014 (effective December 1, 1014), T cent,
Act of October 8, 1017 (effective December 1, 1017), 2 conta,
Revenue Act of 1024 (effective July 3 10:.'!2 1 cent,
Hevenue Act of 1032 (efective June 21, 1042), B cents,
Rovenuo Act of 1044 (effective May 10, 1034), 3 cents.

ExHmpr O

ExTRACT FROM OPINION OF MR. Justics HoLMes 1N BoArd oF TRADE oF THE CITY
oF CHICAGO V. CHRISTIE GRAIN AND Stk Co. (108 U. 8. 230)

Mr, Justice Holmes, In the course of his opinion, points onut that the Chicago
Board of Trade was incorporated hy special chapter of the State of Illinoly on
February 18, 1879, and that (p. 245) :

“IThe main feature of its management {s that {t maintaing an exchange hall
for the exclusive use of its members, which now has become one of the grent
grain and provizlon markets of the world. ‘Three separate portione of this halt
are known respectively ns the wheat pit, the corn pit, and the provisien pit,
In these pita the members make sales and purchages exclusively for future
dellvery, the members dealing always as principals between themselves, and
being bound practically, at least, as principals to those who employ them when
they are not acting on their own behalf ¢ * ¢ (p. 2406). It appeavs that
fn not lesa than three-quarters of the transactions in the grain pit there I8 no
physical handing over of any grain, but that there is n settlement, elther by the
direct method, ro-called, or by what 1s known as ringing up. The direet method
consiste simply in setting off contracts to buy wheat of a certaln amount at a
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certain time, against contracts to sell a like amount at the smne time, and
paying the difference of price In cash, at the end of the business day * ¢
(p. 247). As has nppeared, the plaintiff’s chamber of commerce s, in the ﬂrs.t
place, a great market where, through its elghteen hundred members, §s trans-
acted a large part of the grain and provision business of the world, Of course,
in a modern market, contracts are not confined to snles for hnmedinte delivery.
“People will endeavor to foreeast the future, and to mnke agreements ac-
cording to thelr prophecy, S8peculation of this kind by competent men is the
selt-ndjustment of soclety to the probable. Its value is well known as n means
of avolding or mitigating catastrophes, equalizing prices, and providing for
perfods of vant, It §8 true that the success of the strong induces fmitation by
the weak, and that incompetent persons bring themselves to ruin by undertak-
fug to speculate in their turn.  But legislatuves and courts ;,vnomlly have
recognized that the natural evolutions of a4 complex soclety are to be touehed
only with a very cautlons hand, und that such conrse attempts at a remedy
for the waste incldent to every social function as a simple prohibition and lnws
to stop s betng are harmful and vain,  This Court has upheld sales of stock
for future dellvery and the substitution of parties, provided for by the rules
of the Chirngo Stock Exchange * ¢ % 'The contracts made in the pits ave
contracts hetween the members. We must suppose that, from the beginning
g now, If a member had a contract with another member to buy a certain
amount of wheat at a certain time, and another to sell the sume amount at
the same time, it would he deemed unnecessury to exchange warchouse receipty,
We must suppose that, then ns now, a settlement wouald he anade by the payment
of differences, after the annlogy of a clearving house, This naturally wonld take
pluce no less that tho contruets were made in good falth for actual delivery,
slnce the result of aectual delivery would be to leave the parties just where
they were before *¢ ® * The fact that contracts are satiatied in this way
by set-off and the payment of differences detracts In no degree from the
good falth of the partles, and It the partics know when they make such con-
tracts that they are very llkely to have a chance to entisfy them In that way,
and Intend to make use of It, that fact s perfectly consistent with @ serfous
business purpost, and an lotent that the contract shall mean what It
pays ¢ ¢ ¢ (p 240). It {8 none the less a serlous business contract for a
legitimate and useful purpose that It may be offset before the time of delivery
In case dellvery should not be needed or desired * ¢ ¢ It seems to us an
extraordinary and unlikely proposition that the dealings which give {ts character
to the great market for future sales in this country are to be regarded ns mere
wagers or a8 ‘prefended’ buying or selling, without any intentlon of recelving
and paying for the property bhought, or of delivering the property sold within
the meaning of the Ilinois act * * ¢ The sales in the pits are not pre-
tended, but as we have said, are meant and supposed to be binding, A set-off s,

in legal effect, a delivery.”

Exmmir D

REPORT OF TUHE CHIEF OF TIIE COMMODITY EXCIHANGE ADMINISTHATION, 1037

Fatures trading on properly conducted exchanges {s commerclally useful in
geveral ways. The three prinefpal functions are: (1) Providing a continnous
market, (2) alding in price determination, and (3) making hedglog possible,
By continuously evaluating known and exper - price-making factors in terms
of quotations for near and distant deliveries it develops what may be termed
the general price level of the commadity, And it makes hedging (protection
ngatnst price hazards) practleable. Al trading in commodity futures consists
efther in assuming price risks by speculation or shifting price risks by hedging.

A futures market In action resembles an auction. Exchange members gather
in pits or rings on the trading floor to negotinte, hy competitive outery of bilde
and offers, agrecments to buy and sell a specifie oommodlty. These ugrccnwnts

are contracts of the peculiar type called futures.

—int s o i, ot oo o
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Exuisir B

GeNenarn Miws, Ino,
Lxecurive Orricks, CiaMurg or CoMMERen BUILDING,
Minneapolis, Minn., February 5, 1938,

Mr, LAwreNcE J. RYAN,
Board of Trade Building,
'hicago, I,

Dear Mr Ryan: Referving to your letter of January 27 regarding the tax
on trading fn grain futures:

We have been aware of the great burden that has been ereated through this
tax on floor traders, which {8 having the effeet of reducing thefr activities.
T'his, In our judgment, i automatieally reduclng the Hqubdity of our graln
future markets,  As has often been stated, this tax is a burden on all grain
operations where future trades are concerned, and while it affects smaller
trades to a lesser extent it does prove extremely burdensome in the opera-
tiony of the floor traders who in the performance of thelr economic functions
make n lnrge number of trades daily. Recognlsing thig fact, we have been -
ereasingly disturbed as, In our oplnlon, any obstacle placed In the way of a
free, active, Hquid market would be harmtul to all grain activities.

We were further disturbed beeause of our own hedglng operations.  In the
conduet of our grafn and milling activities, we operate n total of approximately
60 mitHon bushels of geadn storage space, of which about 10 milllon is country
elevator and warchouse space consisting of nearly 286 country stations,  'T'his
storage space I8 seattered from Buffalo, N. Y., west to the DPaclfle coast, and
from Montana to Texas-—in fact, in all active grain territorles.  Where pos.
«fble, we depend upen the futures greain market for hedging purposes and,
with the volime necessarily hundled, under these widespread operations, we
need n lquid-futures market in order to service the producer ay well as the
consumer In the most economieal way.,

The price determining the value of graln and flour is bared very Inrgely upon
the prices established In the grain.futures market, which Indicates the necessity
of n sound nnd UHquid market, It has been our opinfon that the large floor-
trading group assisted very materinlly In creating this Hquld market, and
therefore, that f the tax on grafn futures could be eliminated it would have
the effect of promoting greater activity on the part of these floor traders and
promote a more efliclent futures-trading operation, which would automutically
create greater Hguldity for the henefit of the producer and consumer alike
through the reduction of the spread between buyer and seller.

Ag we view It at the present time, without relief from thig burdensome tax
as it affects the floor traders, we are qulte fearful that it will have the
further effeet of reduclng thelr activities to a mintmum, which may have the
effect of further wldening the spread between producer and consumer. We
are of the opinlon, therefore, that the tux should be removed on graln-futures
trades, and we hope that you will be successful in obtalnlng the necessary

relief through Congress at this session.
Very truly yours,
I. N. Pesrin, Vice President,

Exuwrr B
CoxtiNENTAL Guaty Co.,

832 South La Salle Strect, Chicago, February 2, 1938,

Mr. Lawgence J. Ryan,
Board of Trade Ruilding, Chicago, Il

Drar Mg, Ryan: By reason of operating clevatora at the most fmportant
primary markets and purchasing facilitles in the important graln-producing
territories throughout the country, we muke very large use of the hedglug
facilities furnished by the Chicago Board of Trade.

Qur business is dependent on a free, open, nnd Hqguld futures market in
Chicngo, where most of our hedges are placed when graln purchases are made,
and these hedges have to be removed agalust export sales, or sales to domestic
processors, When making offers on export inquirles, we have to compete
against offers from other countries, and it {8 very Important that our prices
should be competitive. This we are enabled to do, due to our being nble to
buy in our hedges without disturbing the futures market to nny large extent,



REVENULE ACT OF 1088 211

and the reason for our belng able to do this is, that the futures-market Hquldity
iy furnisbed by n group of active plt traders. This group so essential to our
operations, 18 slowly being dechmated through the levy of taxes on all ita
aperantions,  Any lessening of their participation in the market diminishes the
market's value to ourselves and the producer. Our atHllates engaged in grain
handling in European countries, fn former years used the Chlcago futures
market very extensively; they ave, however, reluctant to pay this tax and all
other things being equal, will use the Winnipeg or other foreign markets.

We carnestly wish to call your attention to the serious situstion that would
develop by any further fmpalvinent of the Hquldity of the futures mavkets, as
this would entadl larger margin requirements when muaking purchiases from the
producer and nlso we would have to add larger marging when making ofters on

export inquirles,
Very truly yours,
CoNTINFNTAL Grain Co,
8. MAYEB,

Exwmir G
RosENpaus Hros,,
Chicago, February 4§, 1938,

Mr, Lawnenes Ryan,
Chairman of Commitice on Tar Elimination,
Chicago, T,

DeAar Mu. Ryan: The matter of climinating the tax on trading in grain
futures I8 of great importance.  We operate grain elevators in Chileago and
Savanna, I, Winona, Minn, and Omaha, Nebr, and durlug the course of the
year merchandise all grafns, both in domestie and export channels.  In addt-
tton to thly, our substdiary Vitallty Mills, Inc, whose plant is located in Chlcago,
does nn extensive business in commercial mived feeds.

We maintain a full hedge position in connection not only with our grain
operntions, but our feed operations as well, at no thme having any position
whatsoever {n the markets.

In view of the size of our operations, the question of tax on futures trades
s a slzable factor In the expense of doing our buslness.  For example, when
the wheat crop starts to move, our hedges will go fnto the July future. These
are subsequently switehied to September, then to December, and finally to the
May, &o that altogether a big share of our wheat hedges are tvansferred a mind-
mum of four times durlng the course of the crop year, adding a sizable visible
cost to the handling of grain,

Innsmuch ag futures markets afford us hedging facllities at all tiwes, it 18
possible to handle grain without the necessity of adding to our sclling price an
ftem which compensates for business potentinl Inventory shrinknge such asg
obtaing in other industries. .

As n general thing, we are enabled to muke purchases of cash grain by
“spotting” the bourd, knowlng that we can get our hedge off at virtually that
figure. The same thing s likewise true with respect to sales. However, in
view of the fact that the cost of opcratlons has been so greatly inereased,
insofar as the floor trader i8 concerned, danger to futures' liquldity has been
brought into exlistence.

In the event that floor traders are compelled to decrease thelr operations, a
condilon which can Indeed be brought about by apparent excessiveness of
the tax in comparlson to returns, it would not be possible to “spot” the board
to the extent that obtaing at the present time and a8 a result cash graln will

Chave to be discounted sufficiently in purchasing same to nllow for this, It
is selt-evident that this discount would perforce have to be passed on to the
producer through a lowered buying price. On the other hand, a slightly greater
margin would be necessary from the selling standpoint when hedges are re-
moved, which of course, would be pafd by the ultimate consumer.

A careful analysis of the situntion leads us to belleve that a continuation of
thia tax will, through curtailment of pit traders' nctivitles, bave n depressing
effect upon producers’ prices generally, The fact that this market, even at the
present time, I8 carrying in excess of 100,000,000 bushels of hedges, clearly
indicates that this {s not a local but rather a nattonal situation,

Yours very truly,
ROSENBAUM DBROTHERS,

(8gd.) M. 8. AusTrIAN,
. President.

e g na
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Exnisir X

Boaun or Trapve Bullbing,
Chicago, 1., November 10, 1937.

Hou. Roswern W. Maorir,
Under Scerctary of the I'reasury,
Washington, D. C.

Dear Ros: I have been a member of the Chicugo Board of Trade for over
16 years, durlng the last 12 of which I have been engaged fn personul trading
in the wheat pit. In this capucity, there has been ample opportunity to study
and appraise our trading mechanism, and, fn a broader sense, to nuulyze the
posttion and function of the board of trude in the whole economie structure
of grain marketing. Honestly and contidently, I belleve in our institution as
a vital and necessary foree for good in the distetbution and fluancing of agrl-
cultural products.  Otherwise, I should long since have turned elsewhere for
my lHfetime business interest.

Ros, you nre nware that under the revenue act, there I8 a tax on all trades
in gratn futures amounting to 8 cents per $100 or fraction thereof of the value
of the sale. In my personal experience as a result of this tax, 1 was compelled
to puy a monthly tux for the privilege of conductiug n legltimate business
averaging around $200 when, durlng the depression years, there was UHttle
more than that to be made, Tt meant that at the end of every month, how-
ever lean fn profits, $200 had first to be pafd in Federal tax before a cent of
my earnlngs became avallable for the primary needs of wmy family, It
there was no resldue or §f the net result wus a loss, there was no ndjustment
or compensation possible. I did ag many another, turning to selling fnsurance
afternoous and evenings to supplement the meager income from my regular
buslness,

Please constder these facts: I do not review my experlence to enllst sympathy.
I do rather intend to fight for what 1 belleve to be my right--and that of
others—to earn a fair living from my chosen profession protected from blanket
measures instituted through misinformation or purposes of punitive diseipline,
My experience 1s doubtless typleal of that of the four hundred or five hundred-
odd men engaged in personal tradlng in the pits of the Chicago Board of
Trade.  These men are ng alert, honest, eapable, subject to strict rules ang
diselpline as any other group of busines men you will find anywhere, Thelr
fnfluence, politically, is wholly Insignificant beeause of lack of numer