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REVENUE ACT OF 1951

SerreMBER 18 (legislative day, Sepremser 13), 1951.-—Ordered to be printed

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

REPORT

|To accompany H. R. 4473]

I. GENERAL STATEMENT

This is the third time your committee has been called upon to
consider revenue increases since the outbreak of hostilities in Korea
a little over a year ago. The Revenue Act of 1950, which became
law" on September 23, 1950, increased revenues by $6.1 billion; the
Excess Profits Tax Act of 1950, which became law on January 3, 1951,
raised revenues by $3.9 billion; and it is estimated your committee’s
bill will increase revenues by $5.5 billion. In the fiscal year 1952
the bill is expected to increase revenues by $2.7 billions, raising
collections this year to $64.7 billion. .

The revenue raised by these two acts, plus that provided by your
committee’s bill, will add to Federal revenue $15% billion at calendar
year 1951 levels of income and in a full year of operation. These
three revenue-raising measures on the average will increase the taxes
of individuals by 29.0 percent of the amount which would have been
due under the prior law, and will raise corporate taxes by 52.9 percent.

Never before has so much additional revenue been raised in so
short a period of time. Moreover, these three revenue measures have
brought the income tax burdens of most corporate and individual
taxpayers near the World War II peak and for many such taxpayers
the rates imposed under your committee’s bill are above the maximum
rates imposed during World War II. As a result your committee
has serious doubts as to the feasibility of raising any substantial addi-
tional amounts of revenue from income tax sources. This is said
although it i3 recognized that present expenditure estimates made by
the executive departments indicate very substantial additions to
Federal expenditures next year. In view of this, your committee
believes that every effort must be made to reduce expenditures,

Your committee’s bill provides tax increases in ull-of the major
tax areas. Individual income taxes for most taxpayers are raised

1



9 REVENUE ACT OF 1951

by 11 percent effective November 1, 1951.  The top income tax rate

}Y corporations is raised to 52 percent. The ceiling rate on excess
profits taxes is raised to provide a maximum effective income and
excess. profits tax rate of about 69 percent. Ixcise taxes also are
raised, primarily those on alcoholic beverages, tobacco, gasoline,
automobllvs, and clectric, gas, and oil appliances, and a new tax is
imposed on wagering. T he bill also provides taxes for certain types
of presently exempt income of cooperatives, mutual savings hanks,
and building and loan associations.

II. REVENUE ESTIMATES

. Table T shows the estimated increase in tax liabilities under your
committee’s bill and under the House bill in a full year of operation,
and also the effect of these bills on collections in.the fiscal year 1952
Both the increases in liabilities in a full year and the increases in
co]loctl(ms in the fiseal year 1952 are shown l)y lIlﬂJOI' revenue sources,

1t is estimated that your committee’s bill will increase tax liabilities
in a full year of operation by approximately $5,500 million, and that
it will inerease collections in the fiscal year 1952 by about $2,700
million.  The mereases in vollo('tious in the fiseal year 1952 are con-
siderably smaller than the increase in tax liabilities provided by your
committee’s bill in a full year of operation, both because the changes
arc not fully effective in the fiscal year 1952, and because collections
tend to lag behind the incurring of linbilitics. The House bill would
increase tax liabilities in a full’ year of operation by approximately
$7,200 million and would increase collections in the fiscal year 1952
bv about $4,900 million.! The major differences from the standpoint
of revenue between the House bill and your committee’s bill can be
accounted for by the fact that your committee did not impose as
large increases in individual and corporate taxes as the House, and
did not subject corporate dividends to withholding.

The increase in excise tax collections in the fiscal year 1952 assumes
that the changes in these taxes become effective as of November 1,
1951, the same date as is provided in your comimittee’s bill for the
increases in the individual income tax.

TaBLE 1.—FEstimated effect of the House bill and commiltee bill on tar liabilities in a
Sull year of operalion and on collections in the fiscal year 1962

[In millions]

House bill Committee bill
Full year | Fiscal year| Full year | Fiscal year
effect 1952 effect effect 1952 effect
Individual Income tax. ... . . ... ... $2,847 1 $1, 652 $2, 367 $1,379
General corporate tax changes. ... . ... ... 22, 855 31,740 12,060 @)
Tax-cxempt organizations. . ... .. ... 0 0 150 1}
Btructural changes in the income taxes. .. ._...__.__.__. 245 705 —224 —219
Structural changes in the cxcess profits tax .. ........._. 0 0 —120 —120
Structural changes in the estate and gift taxes. ......... ) *) : -2 0
Excise tax changes . . ... oo e aeaaaae- 1,252 3811 1,275 4823
OB - - e e e e ama e nne 7,199 4,908 5, 506 2,733
*Negligible. :
1 Estimate based on the assumption House provision is effective Nov. 1, 1951, Instead of Sept 1 as pro-

vided by the House bill.
2 Net Increase after allowing for reduction in individual income taxes due to lower dividends. ’

3 This larger amount is due primarily to the acceleration of collections on withholding.
4 Assumes excise tax changes effective Nov, 1, 1951,

! This assumes excise and individual income tax increases provided by the House bill are ¢ fective
November 1, 1951,



REVENUE ACT OF. 1951 3

III. CHANGES IN THE INDIVIDUAL INCOME TAX

Your committee’s bill, in a new rate schedule, provides the lower
of the following two increases: An 11-percent increase in present tax
rates, or an S-percent additional tax based on the surtax net income 2.
remaining after the deduction of present taxes. The House bill pro-
vided an additional tax equal to-12% percent of the existing tax for
all income brackets except the very highest.

The increase provided by your committee applies only to the tax on
ordinary income. The increase under the House bill also applies to
the alternative tax on capital gains.

The rate increases under your committee’s bill, in effect, are made
as of November 1, 1951, the date when increased withholding becomes
effective, and are to terminate as of December 31, 1953. Under the
House bill the rate increases, in effect, are made as of September 1,
1951, the date when increased withholding was to become effective
under that bill, but no termination date was set. ,

Both your committee’s bill and the House bill grant to heads of
houscholds some of the benefits of income splitting now enjoyed by
married persons. Under your committee’s bill they obtain one-
quarter of the bénefits of income splitting, and under the House bill,
one-half. For calendar year taxpayers this head-of-household provi-
sion under both bills is to be eflective beginning in 1952,

It is estimated that in a full year of operation the individual income
tax rate changes provided by your committee’s bill will increasc
liabilities by $2,394 million and that on the same basis the head-of-
houschold provision provided by vour committee's bill will decrease
revenues by $27 million. Thus, it is estimated that the combined
effect of these provisions will be to increase liabilities in a full year of
operation by $2,367 million.

Since, in effect, the rate changes made by your committee’s bill do
not become operative until November 1, and the head-of-household
provision for practically all taxpayers will not he effective until Janu-
ary 1, 1952, collections 1n the fiscal year 1952, onding June 30, 1952, will
not fully reflect, the increases provided. Therefore, fiscal year 1952
collections under your committee’s bill are expected to be increased
by only about 58 percent of the $2,367 million, or by $1,379 million.
Since the rate changes made by the House bill were to be effective
as of September 1, 1951, the report by the Committee on Ways and
‘Means of the House estimated collections in fiscal year 1952 would be
increased by $1,947 million. However, had the effective date been
November 1, as under your committee’s bill, fiscal year 1952 collections
under the House bill would have been increased by $1,652 million.

A. Rare CHANGES

1. Description

For taxable years beginning after October 31, 1951, your com-
mittee’s bill increases the present individual income taxes by the
lower of either about 11 percent of the present combined normal tax
and surtax, or approximately 8 percent of the surtax net income 3 after
present taxes, These increases are to terminate as of December 31,
1953. The House bill increases the present normal tax and surtax

1 Surtax net income Is income after deductions and exemotions.
8 Surtax net income is income after deductions and exernptions.
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in most cases by 124 percent for taxable years beginning after August
31, 1951. No termination date for this increase is provided. The 11-
or 8-percent increase provided by your committee’s bill is incorporated
in tho surtax rate schedule, Under the House bill the 12%-percent
increase is to be a separate tax computation, although it‘is incorpo-
rated in the tax table used by those with adjusted gross incomes of
$5,000 or less. : s R

The new surtax table in your committee’s bill provides surtax
bracket rates ranging {rom 19.2 percent on the first $2,000 of surtax net
income to 88.7 percent on surtax net income in excess of $200,000.
This, when combined with the flat 3-percent normal tax, gives total
rates which range from 22.2 percent on the first $2,000 of taxable in~
come to 91.7 percent on taxable income in excess of $200,000. The
combined normal tax and surtax rates (including the 124 percent in-
crease) under the Iouse bill range from 22.5 percent on the first $2,000
of surtax net income to 94.5 percent on surtax net incomes in excess of
$80,000. Under present law these combined rates range from 20
percent on the first $2,000 of taxable income to 91 percent on incomes
in excess of $200,000.

Your committee’s bill raises the effective rate limitation, or maxi-
mum combined normal tax and surtax on total net income, from the
87 percent provided by present law to 88 percent. This effective
rate limitation prevents an individual’s total net income from being
taxed at & rate higher than 88 percent, although the bracket rate on
income in excess of $200,000 permits a portion of an individual’s
income to be taxed at as high a rate as 91.7 percent. Under the
House bill the effective rate limitation is raised to 90 percent.

Your committee’s bill also provides a new surtax rate schedule for

the calendar year 1951, adding to the present tax burden about one-
sixth of the increase provided for 1952 and 1953. 'Thus, for 1951 the
present, tax is increased by the lower of either nearly 2 percent of the
existing law tax, or by slightly over 1 percent of surtax net income after
deducting the present tax. This is roughly the equivalent of making
the full 11-percent or 8-percent increase effective November 1, 1951.
The House bill which would have been effective as of September 1,
1951, provided a 4-percent increase in the present law tax for calendar
year 1951 taxpayers. This would have been roughly the equivalent of
making the tax increase effective for the last third of the year. The
combined normal tax ahd surtax bracket rates under your committee’s
bill for the calendar year 1951 range from 20.4 percent on the first
$2,000 of taxable income to 91.1 percent on taxable income over
$200,000. Under the House bill these rates range from 20.8 percent
on the first $2,000 of taxable income, to 92.56 percent on taxable
incomes in excess of $200,000. Under .your committee’s bill the effec-
tive rate limitation for calendar year 1951 taxpayers is 87.2 percent,
and under the House bill, 88 percent.
. Your committee’s bill also adds a provision which makes inap-
plicable, for 1951, the penalties and additions to tax for willful failure
to make declarations or pay estimated tax with respect to the addi-
tional tax imposed on individuals by this bill.

For 1952 and subsequent years and for the last third of 1951 the
House bill provides an increase in the alternative tax on capital
gains of individuals. For 1952 and subsequent years this increase
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is 12% percent, the same increase as provided for the normal: tax
and surtax. Applying this to the present 25-percent capital gains
tax gives a new rate of 28,125 percent. ‘For the calendar year 1951
the House bill provides a 4-percent increase in the alternative tax
on capital gains resulting in a total capital gains tax rate of 26 percent,
Under your committee’s bill no change is made in the alternative tax
on capital gains, Thus, the rate remains at 25 percent both for 1951
and 1952 and subscquent years,

Under both your committee’s bii* wnd the House bill new withhold-
ing tables are provided to reflect tho increased taxes. The withhold-
ing in both of these tables is at approximately 20 percent as contrasted
to 18 percent in the table in present law. Similar adjustments are
made 1n the percentage method of withholding. A withholding tax
rate of approximately 20 percent collects the full amount ordinarily
due on the beginning rates provided by your committee’s bill and the
House bill after allowance for the standard deduction. '

Table 2 shows the amount of tax paid at selected net incomo levels
under present law, under the House bill for the calendar year 1952 and
subsequent years, and under your committee’s bill for the calendar
vears 1952 and 1953. The tax burden is shown separately for single
persons with no dependents, for married couples with no dependents,
and for married couples with two dependents. The tax of single
persons, of married couples with no dependents and of married coup%esi
with two dependents shown in this table differ because the amount
of tax paid is shown by net income * classes. Net income for these
classes of taxpayers differs from the income on which the tax is based
because a single person receives one $600 exemption, a murried couple
two $600 exemptions and a married couple with two dependents four
$600 exemptions, In addition, married couples receive the benefits

of income-splitting,

¢ Net income Is income after deductions but before exemptions,
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TaABLE 2.—Comparison of individual income-tax burdens under present law with
those under the House bill and Finance Committee bill for 19562 and 1953 ,

SBINGLE PERSON, NO DEPENDENTS

. Amount of tax

Net incomeo (alter deductions but before exemptions) . Finance
Present law | ITouso bill | Committoe
bill
00 - e e —aeaas $40 $45 44
000 e 80 00 89
§, 000 . e 280 315 3an
ﬁ,OO() ......................................................... 488 549 542
D000 . e 708 797 786
5,000 . e e e 044 1, 002 1,048
88,000 . e 1,780 2,003 1,074
B10,000 . . e 2,430 2,741 2,704
15, 00 e e 4,448 5, (004 , 040
D | 6,042 7,810 7,718
825, 000 e e 9,700 11,021 10,872
00,000 - o oo e 26, 388 . 20,687 28, 234
$}00,000 ....................................................... 66, 708 74,831 69, 344
$300,000. - - - - e 247,274 263, 831 251, 522
AS00, 000 . e 120, 274 2 450, (00 434, 9022
$1,000,000_ e eeaes Y SO 1 870, 000 2900, 000 3 880, 000
MARRIED COUPLE, NO DEPENDENTS
v
1,600, - e $50 $68 $67
2,000, 160 180 178
3,000 . e eanan {60 406 400
000 . e 60 630 622
00 . e 760 855 844
000 . - e 1 416 1,593 1,571
810,000, . 1,888 2,124 2,096
816,000 . el 3, 260 4, 668 3,618
000 . e 4,872 5, 481 5,408
825,000 . . e 6,724 7,665 7,460
850,000 e 19, 592 22,041 21,744
100,000 _ . i 52,776 59,373 , 468
$300,000. - .. o e 222,572 244, 161 228, 664
8500000 - - e 103, 548 433, 161 411, 344
1,000,000 . e 858, 548 2 900, 000 | 869, 844
MARRIED COUPLE, 2 DEPENDENTS

$120 £135 $133
320 360 355
520 685 577
1,152 1, 206 1,278
1, 602 1,701 1,766
2,900 3,263 3,222
4,464 5,022 4, 952
6, 268 7,052 6, 956
18, 884 21,215 20, 964
51,012 58, 401 55, 692
221, 504 243,027 221, 584
402, 456 432, 027 410, 243
857, 456 1900, 000 868, 743

1 Maximum effeetivo rate limitation of 87 percent.
t Maximum effective rate limitation of 00 percent.
3 Maximun effective rate limitation of 88 percent.

2. Reasons for the rate changes

Your committee believes that in view of revenue requirements
resulting from the present national defense emergency it is necessary

to make substantial increases in the mdividual income taxes.

Only

by such increases will it be possible to come close to balancing the
budget and alleviating the impact of increased inflationary pressures

arising from additional defense expenditures.

It is believed, however,

that the 12%-percent increase in present taxes provided by the House
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bill is too severe in view of the fact that an average increase of 17 per-
cent in individual income taxes has been made quite recently by the
Revenue Act of 1950. For that reason your committee has reduced
this percentags increase for the bulk of the taxpayers to'11 percent of
their present taxes. Even with this increase many taxpayers will
find themselves with tax rates in excess of the peak rates imposed
during World War II.

Your committee modified this 11-percent increase by providing that,
in no case is the increase to be more than about 8 percent on the income
remaining after taxes. Your committee belioves that a provision of
this type is-fairer to all income groups than the type of provision
adopted by the House. TFor most taxpayers their present tax is much’
smaller than their income remaining after the payment of taxes,
However, because of the present higlﬁy progressive income tax rates
for some taxpayers, their income remaining after the payment of all
taxes is smaller than their present tax burden. In the case of both of
these groups of taxpayers, your committee’s bill inposes an increase
on the smaller amount; in the case of the former group, on the present
tax burden, and in the case of the latter group, on the income re-
maining after payment of the present tax burden., The percentage
increase in income after taxes is effective with respect to taxable
incomes of about $27,000 and over. It was believed necossary
to provide a limitation of this type, in view of the fact that in the
upper income brackets the marginal rates, or the rates applying to tho
next dollar of income, are already very high. The present law mar-
ginal tax rate at $28,000 of surtax net income, for example, is 62
percent; at $44,000 is 72 percent; at $70,000 is 81 percent; and at
- $200,000 is 91 percent. Your committee’s bill raises these marginal
rates very substantially, although not as much as the 12}4-percent
increase provided by the House. In the view of your committee,
the marginal rate of about 70 percent provided on surtax net income of
$28,000 under the House bill will seriously impair the incentives of the
taxpayers in this bracket to work and to invest. Still more drastic is
the marginal rate of nearly 85 percent provided by the House bill on
incomes of $50,000, and the rate of 94.5 perceat provided for incomes
of $80,000. The rates provided by your committee’s bill in these
brackets also are drastic but less so than those of the House bill,
Under your committee’s bill the marginal rate at $28,000 is 67 percent;
at $44,000 is 73 percent; at $70,000 is 82 percent; and at $200,000 is
91.7 percent.

A similar limitation on the tax increase was previously provided
in the Victory tax imposed by the Revenue Act of 1942, That tax
was limited to the excess of 90 perceat of net income after the regular
income tax liability. The 1940 defease tax also used this type of
formula. Your committee believes that in bracket arcas where the
progression is already quite steep the formula used ia imposing addi-
tional taxes should measure ability to pay by taking into considera-
tion taxcs alveady paid. It is only the funds remaining after the
paymeat of the present tax burden which such individuals will have
available to meet additional tax burdeas.

Although the House bill increases the alternative tax on capital
gains to a little over 28 percent, your committee’s bill retains the
ceiling rate in this tax at 25 percent. Your cominittee recognizes that
capital gains are different from ordinary income in that the time of
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realizing a capital gain, to a substantial degree, is subject to the
control of -the taxpayer. Therefore, in this case, particularly, high
rates tend to discourage the realization of  gains. Congress has
recognized this as far back as'the Revenue Act of 1942 by placing an
effective ceiling rate of 25 percent on capital gains income, Since
that time, although individual income tax rates have been both sub-
stantially increased and decreased, this ceiling rate has remained
the same. In view of this your committee does not believe that it
is appropriate to consider a change in this ceiling rate at this time.

A termination date, namely, December 31, 1953, has been provided
by your committee for the individual income tax rate increases because
it is recognized that these rates are exceedingly high, and your com-
mittee hopes that it will be unnecessary to continue rates at this high
level after December 31, 1953. In any case, it appears desirable to
review the levels of the individual income tax rates at that time.

November 1, 1951 was selected as the effective date for the individ-
ual income tax increases because so much of the individual income
tax is collected through the withholding system that it is not feasible
to make changes in this tax applicable prior to the time the withholding
rate increases can be made. Because some time will be required for
the preparation of the new withholding tax tables and their distribu-
tion to employers, November 1 appears to be the earliest possible
date at which withholding can be made effective. The September 1
date contained in the House bill was selected before it was known
how much time would be required for the proper consideration for
this tax measure.
~ Your committee has included the increase provided by its bili in
lhe regular surtax rate schedule because it is believed that this will -
be caster for both the taxpayers and the administrators. The report of
the Committee on Ways and Means of the House indicates that the
rate increase provided by the House bill was not included in the rate
schedule because it was believed that a separate schedule would be
more generally recognized- as representing a temporery tax increase.
Your committee agrees with this objective, but believes that it is
better accomplished by the termination date for the individual in-
come tax increases as provided in its bill. Thercfore, it was believed
unnecessary to retain the increase made by your committee as &

separate computation.

B. Heap-or-HouseHoLD PROVISION

1. Description
. For persons qualifying as a “head of a household” your committee’s
bill provides a new surtax table applicable for taxable years beginning
after October 31, 1951 and the House bill, for taxable years beginning
after August 31, 1951. Thus, in both cases, for a calendar year tax-
payer, the provision will not become effective until 1952. In your
committee’s bill the new surtax table is constructed to give heads of
houscholds approximately one-quarter of the benefits of income-split-
ting, while the surtax table in-the House bill provides them approxi-
matoly one-half of these benefits.
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Your committee’s bill defines a head of a household, for purposes of
obtaining the benefits of this special provision, as an individual who
is not married and who maintains a household in which lives—

(1) One of his children (including an adopted child), one of
their descendants or a stepchild (but the child, descendant, or
stepchild if married must still be a dependent of the taxpayer
and not file a joint return); or A

(2) Any person (not filing a joint return with a spouse), who
has a gross income of less than $600,° more than half of whose
support is supplied by the taxpayer and who bears one of the
following relationships to the taxpayer:

(a) A brother or sister or stepbrother or stepsistcr,

(b) A parent or one of their ancestors,

(¢) A stepparent,

(d) A nephew or niece,

(e) An uncle or aunt, or

(f) A son-in-law, daughter-in-law, mother-in-law, father-in-
law, sister-in-law, or brother-in-law.

The House bill differs only in one minor respect in the tests outlined
above. In the House bill the descendants of stepchildren are included
among the relatives who if living in the household of a taxpayer may
make him eligible for the head-of-household status,

Under both bills, a taxpayer is considered as maintaining a houschold
only if during the year he furnishes more tlian half the maintenance
costs of such household. Moreover, the individual who makes it
possible for the taxpayer to gain the benefits of the head-of-household
status must actually live in the taxpayer’s household during the entire
taxable year unless he is temporarily absent, for example, attending
school or for reasons of health. - Under this definition it is immaterial
how much gross income an unmarried child or grandchild living with
the taxpayer may have.

Table 3 shows for both the House bill and your committee’s bill
the amount of tax paid at selected net income lovels for heads of house-
holds with one dependent, for single individuals with one dependent,
and for married couples with no dependents. It also shows how much
less the tax of the head of household and the tax of the married
couple are than that of the single person at the same income level.
This represents the benefits of income splitting which present law
grants in full to married couples and which both the House and your
committee’s bill grant in part to heads of households. The last
cc'lumn of the table expresses the income-splitting benefits granted
heads of households as percentages of the income-splitting benefits
available to married couples. This shows that your committee’s bill
grants about 25 percent, and the House bill about 50 porcent, of the
benefits of income splitting to heads of households.

8 Under {;msout law the taxpayer is allowed a dependency credit provided the dependent has a gross
income of less than $500. Sec. 310 of your committee’s bill, discussed elsowhere in this roport, raises the

allowable gross income of a dependent to $600.
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TaBLE 3.—Comparison of individucl tncome lex burdens for heads of househo'ds
under the House bill and your committee’s bill wi'h those for single persons wi i
1 dependent and for married couples under both bills, for 1962

A. HOUSE BILL

Amount of tax differonco
Amount of tax between single person | Percont tax

with 1 dependent snd—, d{lgerc{lc({s

Sclected net g oad @

ouschold

Income lovels ! Headof | oo jnar. | Married is of that

houschold vl(]g'll with couple filing Head of Muarrled of marrled

with 1 1 exemption a joint household couple couple
dependent cmy return

$08 $08 868 |
180 180 180 )t e e e
405 405 405 oo e e e
875 808 855 $21 $11 51,2
1,697 1, 8% 1, 593 103 207 49.8
2,318 2,611 2,124 193 387 49,9
4,172 4, 606 3,608 524 1,028 51.0
6, 462 7,452 b, 481 \ 090 1,971 60.2
9, 092 10, 622 7, 6065 1, &30 3, 057 50,0
25, 605 29, 201 22, 041 3, L96 7,160 60. 2
60, 830 74, 264 59,373 7,434 14, 801 49.9
442,724 1 450, 000 433, 101 7,276 16, 839 43,2
1900, 000 1900, 000 2900,000 §ooo o

B. COMMITTEE BILL

$67 $67 $67

178 17 178

400 400 400

872 883 814

1,728 1,776 1,571

2,388 2,478 2,096

4372 4,636 3,618

6 872 7,364 5,408

9,722 10, 482 7,460

26, 288 27,796 21,744

X 66, 732 08, 816 56, 468 ;

$£500,009_ .- 428, 8907 434,372 411,344 5,482 23, 028 238
$1,000,000. .- 1 880, 600 # 880, 000 860,844 |.__._________. ORI )

t Income after ded'1etions but before oxemptions.
-2 Maximum effective rate limitation of 90 percent.
3 Maximum effectivo rate limitation of 88 percent,

2. Reasons for adopting the head-of-household provision

Your committee agrees with the House that taxpayers, not having
spouses but nevértheless required to maintain a houschold for the
benefit of other individuals, are in & somewhat similar position to mar-
ried couples who, because they may share their incomne, are treated
under present law substantially as if they were two single individuals
cach with balf of the total income of the couple. The income of a
head of houschold who must maintain a home for a child, for example,
is likely to be shared with the child to the extent neccssary to main-
tain the home and raise and educate the child. This, it is believed,
justifies the extension of some of the benefits of income splitting, The
wardship appears particularly severe in the case of the individual with
children to raise who, upon the death of his spouse, finds himself in
the position not only of being denied the spouse’s aid in raising the
children, but under present law also may find his tax load much
heavier,

As indicated by the report of the Committee on Ways and Means
of the House it does not appear appropriate to give a head of houschold
the full benefits of income splitting because it 1s unlikely that there is
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as much sharing of income in these cases as between spouses. More-
over, it is your committee’s opinion that in view of the fact that under
the head-of-household provision taxpayers are not required to include
the income of the dependent (spouses must file a joint return in order
to enjoy the benefits of income splitting) an allowance of 25 percent”
of the benefits of income splitting for such taxpayers should be
adequate.

In defining the relationship to the taxpayer of an individual who
enables the taxpayer to claim the head-of-household status, the
relationships provided in section 25 (b) (3)-of the code for claiming
a dependency credit have been followed. In all cases except those
in which unmarried children, their descendants or stepchildren
live in the home of the taxpayer he must supply over half of the support
of tho relative and the relative must have gross income of less than
$600.° These limitations are-believed to be unnecessary in the case
of children, grandchildren, or stepehildren because such relatives are
ordinarily a part of the close family unit and the relationship is more
nearly similar to that existing between spouses than is true in the
other cases: However, even such individuals must live in the same
household as'the taxpayer, except for the temporary absences pre-
viously described, and the taxpayer must supply over half the cost
of maintaining the housechold. However, the hmitations described
in section 25 (b) (3) arc applied where the children or grandchildren
arc married. This will prevent extending the benefits of a head of
houschold to a parent while the child is himself obtaining the benefits

of income splitting with his spouse. ~
C. DisrriBuTioN oF Tax Burpen

Table 4 shows the distribution of the individual income tax burden
under present law, the House bill and your committee’s bill by ad-
justed gross income classes.” It also distributes by the same ci’;tsscs
the number of taxable returns, the adjusted gross income, the value
of the exemptions and the aormal tax and surtax net income.® :

The table indicates that of $25,823 million in total individual
income tax liability under your committee’s bill, $9,637 million will
come from those with adjusted gross incomes of $5,000 or less
and $16,186 million from those with adjusted gross incomes of over

$56,000.

¢ Seo footnote 4 above. . .
7 Income after business but before personal deductions and exemptions.

8 Income after business and personal deductions and excmptions.

89070—0b1——2
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TABLE 4,—Estimated distribution of individual fncome-tax relurns, income, exemp-
tions, and tax liability under present law, House bill, and Finance Committee bi/}

when fully effective .
" [Money amounts in millions of dollars)

. Total tex
- Total Adjusted | Value of | Surtax ’It‘gial ng‘(}et:“ under

Adjusted gross Income classes | number gross exemp- net resent | House Finance
of returns | income tions income | P | ‘, Commit.

law bill foo bill 1
Under $1,000. ... _. 1, 868, 095 $1, 556 $1,121 $272 $54 $61 4360
§1,000 L0 $2,000. ... __....._. 6, 991, 074 10, 876 b, 430 4, 209 842 947 934
$2,000 Lo $3,000. ..-| 10,908,014 y 12,018 11, 220 2,245 2, 626 2,192
$3,000 to $4,000. .1 9,830,797 33, 462 15, 490 14, 316 2,871 3,229 3, 186

$4,000 to $5,000. ... .. - 6,202,777 27, 905 11, 259 13, 247 2,672 3,002 2,

Total under $5,000.._.._ 35, 800, 767 101,073 40, 230 43, 268 8, 684 9, 765 9, 637
$6,000 t0 $10,000. . _.__._._.... 0, 646, 679 42,850 12, 524 24, 916 5,080 5, 707 ) 5, 636
$10,000 to $25,000. ... ......_. 1,342, 865 19,470 2, 637 14,742 3, 488 3, 008 3, 804
$25,000 Lo $50,000. . ... ... ... 247,141 8, 200 495 8,070 2, 289 2, 660 2,529
$50,000 to $100,000. .. ...__.._. 70,116 4,676 138 3, 960 1, 862 2, 086 2,026
$100,000 to $250,000. . ... ... 18,276 2, 659 35 1, 066 1,276 1,429 1,341
$250,000 to $500,000. . . ____ ... 1, 067 647 3 438 378 418 388
$500,000 to $1,000,000....__.__. 479 316 1 185 192 209 195
$1,000,000 and over.._.__.__.. 180 310 ® 178 200 219 208
Total over $5,000. ... 8,326, 711 79,027 16,-833 63, 363 14,771 16, 637 16, 186
TOtal. - oo 44,187,165 | 180,100 | 62,003 | 96,631 | 23,455 | 26,302 | 95,823

t Includes normal tax, surtax, and alternative tax on net long-term capital gains,
1 Less than §500,000. N
Nore.—Figures are rounded and may not add to totals.

IV. GENERAL CORPORATE TAX CHANGES

Both your committee’s bill and the House bill provide a top corpor-
ate rate of 52 percent as contrasted to 47 percent under existing law.
Your committee’s bill provides a corporate income tax rate of 27
percent on the first $25,000 of each corporation’s income, and a 52-
percent rate on all income in excess of $25,000. This can be com-
pared with House bill rates of 30 percent on the first $25,000 of in-
come, and 52 percent on all income in excess of $25,000. Under
existing law the first $25,000 of each corporation’s income is taxed at
25 percent and all income in excess of this amount is taxed at 47 per-
cent. Under both your committee’s bill and the House bill the top
corporate income tax rate, taken together with the 30 percent excess
profits tax rale, gives a combined rate of 82 percent applying to
adjusted excess profits net income, as compared with o combined rate
of 77 percent under existing law. Your committee’s bill provides a
ceiling rate of 17 percent for excess profits tax and consolidated return
purposes, which when taken together with the maximum effective
rate of about 52 percent under the corporate income tax, rneans that
in no case will more than about 69 percent of a corporation’s income
be taken in income, consolidated return and excess profits taxes. The
House bill provides a ceiling rate on income taxes and excess profits
taxes, taken together, of 70 percent, and present law provides a 62
percent ceiling of this type. The normal tax and surtax rate changes
provided by your committee’s bill are effective as of April 1, 1951,
and are to terminate as of December 31, 1953. 'The House bill sets
January 1, 1951, as the effective date but has no termination provision.

It is estimated that in a full year of operation these changes in
corporate rates will increase liabilities by $2,220 million befpre
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consideration is given to the effect on individual income taxes of the
smaller amounts which will be available for corporation dividend
payments. Of this amount, $2,100 million is attributable to the
increases in the regular corporate income taxes. The additional
$120 million is attributable to increases in excess profits tax liabilities,
It is estimated that after the decrease in individua' income tax col-
lections resulting from smaller dividend payments is taken into
account, the net increase provided by the actions of your committee
with respect to corporate rates will be $2,060 million. The House bill
provided a gross increase in corporate tax liabilities of $3,078 million
and a net increase of $2,855 million.

In the fiscal year 1952, ending June 30, 1952, it is estimated that the
increases in corporate rates provided by your committee’s bill will
increase revenues in this year by $870 million as compared with
$1,740 million under the House bill.

A. Normar Tax anNp Surtax RATE CHANGES

Your committee’s bill provides a corporate normal tax rate of 27
percent as compared to 25 percent under existing law, and 30 percent
under the House bill. The corporate surtax rate under your com-
mittee’s bill is 25 percent as compared to 22 percent under both
existing law and the House bill. Changes are also provided in both
vour committee’s and the House bills in_the credits allowed Western
Hemisphere trade corporations and the credits for dividends paid
and received on preferred stock of public utilities, in order to retain
the tax differential provided in these cases under existing law.

Since corporations with incomes of $25,000 or less are subject only
to the normal tax, their rate of tax is increased from 25 percent to 27
percent under your committee’s bill, or by 3 percentage points less
than is provided by the House bill. The combined normal tax and
surtax on incomes in. excess of $25,000 is increased {rom 47 percent to
52 percent by your committee’s action, the same increase as is pro-
vided by the House bill. Table 5 compares for corporations with
selected net incomes the combined cornorate normal tax and surtax
effective rates under your committee’s bill with those under the
House bill, under existing law and under the law in effect prior to the
enactment of the Revenue Act of 1950. The table indicates that
under your committee’s provisions the effective rate, or average rate
on the entire taxable income, for corporations with incomes of $25,000
or less, is always 2 percentage points above existing law and 3 per-
centage points below the House bill. For corporations with incomes
above $25,000 the percentage point increase provided by your com-
mittee as the income grows larger gradually approaches, but never
quite reaches, a 5-percentage-point increase over existing law. Or,
expressing it another way, the increase provided by your committee’s
bill never quite reaches the increase provided by the House bill,
This is attributable to the fact that your committee did not place the
full 5-percentage-point increase on the normal tax with respect to
which corporations are fully taxable, but rather added 3 of the addi=
tional 5 percentage points to the surtax with respect to which corpora-
tions have a $25,000 exemption.

__Table 6 shows for corporations with selected net incomes the com-
bifhed corporate normal tax and surtax liabilities under your com-
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mittee’s bill, under the House bill, under existing law, and under the
law in effect prior to the enactment of the Revenue Act of 1950.
The increase in tax liabilities of your committee’s bill over existing
law ranges in the cases shown from 8 percent on incoines under
$25,000, to 10.64 percent on incomes of $100,000,000. Under the
House bill the increase in tax liabilities ranges in the cases shown from
20 percent of the tax due under present law on incomes under $25,000,
to 10.64 pereent on incomes of $100,000,000. Thus uader your com-
mittee’s bill the percentage increase in tax grows larger as the income
increases, while under the House bill exactly the reverse is true.

The rate increases provided by your committee’s bill are much
larger than it would ordinarily be desirable to provide, and it is
realized that if corporate rates are continued at this high level in-
definitely the expansion of productive facilities may be seriously-
impaired. For this reason your committee bas set Décember 31,
1953, as the termination date for these increases. In the interval
before 1953, your comiittee believes that corporations. will be able
to stand these high rates in view of the high corporate profits stem-
ming in a large part from the national defense program and the high
level of demand generally for products and services. In the first
quarter of 1951 corporate profits before taxes were running at the
annual rate of nearly $52 billion, and in the second quarter of 1951
it is estimated that corporate profits were running at the annual rate
of $48) billion. Thus, corporate profits in the first half of 1951
are above the very high rates reached in the last half of 1950 and
one-half again as large as the profits in the calendar year 1948, which
were the largest prior to 1950, It is expected that corporate profits
after all taxes, even including the taxes imposed by your committee's
bill, will be within about 2.5 billion of the level of corporate profits
after taxes in 1950 and above the profits after taxes in any prior year
except 1948. During World War II, for example, corporate profits
after taxes ranged from $8.5 billion to $10.8 billion as compared to
anticipated corporate profits of about $20 billion after the taxes
imposed under your committee’s bill, \

TaBLE 5.—Comparison of corporate combined normal tax and surtax effective rates
under present law, House bill and Senate Finance Comimnittee bill

Eflective rates of combined normal tax and Percentage point
surtax (percent) increase over present law
Net lna;me smx(?l)ject to normal
ax and surtax y
. Finance Finance
Pre-1950 Pr]ﬁisnt H&','ls" Committee H&'I'ISG Committee
bill bill
21.00 25.00 30.00 27.00 5.00 2.00
21.00 25.00 30.00 27.00 5.00 2.00
22.00 25.00 30 00 27.00 6.00 2.00
23.00 25.00 30.00 27.00 5.00 2,00
28.00 28. 67 33.67 3117 5.00 2. 60
34.25 33.25 38.25 | 36.38 5. 00 3.13
38.00 36.00 41.00 39. 80 5.00 3.60
38.00 37.83 42 83 41.58 5.00 3.76
38.00 39. 67 44.67 43. 67 5.00 4.00
38.00 41. 50 46. 50 15. 75 5.00 . 4,25
38.00 44.25 49.25 48.88 '5.00 4.63
38.00 45. 90 50 00 §0.75 5.00 4.856
38.00 46 45 51.45 51.38 5.00 4.93
38.00 46. 05 '51. 95 b61. 94 5. 00 - 408
$100,000,000. ... ... ....__ 38. 00. . 46.99 |° 51.99 51.99 5.00 15.00
- N |

1 This percentage is rounded. It actually is just ander 5 percent,



REVENUE ACT OF. 1951 15

TABLE 6.—~Comparison of corporate normal tax and surtar liabililies under pre-1960
law, present law, House bill, and Finance Commiltee bill :

Increase in tax liability over present law
Combined normal tax and surtax b
Net incomo sub- - Amount Percent
jeet tonormal tax -
and surtax Finance Finsnce Finance)
Pre-1950 Present Honso Com- House Com- House Com-
law bill mittee bill mitteo bill mittee
bill bill bill*
$1,000 ... . ... $210 $250 $300 $270 $50 $20 20.00 8.00
$5,000._.._....... 1,050 1,250 1, 600 1,350 25 100 20. 060 8.00
$10,000.. .. ____.. 2, 200 2, 500 3, 000 2, 700 500 - 200 20. 00 8.00
$25,000..... .. __. 5, 750 6,260 |- 1 6,760 1, 250 500 20, 00 8.00,
$30,000. 8,400 8, 600 10, 100 9, 360 1, 600 760 17. 44 8.72
$10,000 13, 700 13,300 15, 300 14, 550 2, 000 " 1,250 15.04 9. 40
$§0.000 19, 000 18, 000 20, 19, 750 2, 500 1, 760 13. 89 0.72
$60,000 22, 800 22, 700 25, 700 21,950 3,000 2,260 13.22 9,91
$75,000. . 28, 500 29, 760 33, 600 32, 750 3,760 3, 000 12. 61 10,08
$100,000. . 18, 000 41, 500 46, 500 45, 750 5, 000 4, 250 12,05 10, 24
$200,000. ... .- 76, 000 88, 600 08, 600 97, 760 10, 000 9, 250 11.30 10. 45
$500,000....._.... 100, 000 229, 500 254, 500 253, 760 25, 000 24, 250 10. 89 10, 57
$1,000,000. ... _.__ 330, 000 464, 600 514, 600 513,750 50, 000 49, 250 10. 76 10. 60
$10,0%0,000. ... _. 3,800,000 | 4,694,5% [ 5,104,600 | 5,103,750 &0, 000 499, 250 10. 65 10. 63
$100,000,000. . ... 8, 000, 000 |46, 994, & 51,991, 500 {51, 893, 760 |5, 000, 000 |4, 099, 250 10. 64 10. 64

Moreover, these larger tax collections during the immediate period
ahead will occur during a period of large defense orders and a high
level of consumer income. The assurance of these large and predict-
able markets for producers during the immediate period ahead must
be offset against the adverse effect on incentives of the high corporate
taxes provided by this bill.

Your committee deems it desirable to add only twu out of the five
percentage points by which corporate taxes are increased to the
normal tax because this is the only rate under which some small
corporations are taxed and the rate under which most of the income
of other relatively small corporations is taxed. Your committee be-
lieves that the continuance of a free competitive market demands the
creation of new, and the growth of existing, small businesses and that
this necessitates preferential tax treatment with today’s corporate tax

burden.
B. CriainGg RATeE orR MaxiMoM RATE LIMITATION

Under existing law the normal-tax, surtax, 2-percent tax on con-
solidated returns, and excess profits tax together may not exceed 62 -
percent of a corporation’s excess profits net income (income heforo
deducting the excess profits credit and unused excess profits credit
carry-over.? Thus, for corporations with effective income tax rates
of about 47 percent, this means that the excess profits tax may not
exceed about 15 percent of their excess profits net income.

Under the House bill this ceiling rate, or maximum rate limita-
tion, is raised to 70 percent, or by 8 percentage points. Five of
these percentage points merely offset the 5-percentage-point increase
in the income tax rates in the case of the corporation with most of

% For this purpose the oxcess profits net income is substituted for the normal tax net Income and surtax
net fucomie in computing the various taxes involved, Excess profits not income is income before the deduc-
tion of the excess profits tax credit and the excess profits eredit carry-over. The 30 percent excess profits
tax rate is applied to adjusted excess profits net Income—that fs, oxcess profits net income nfter deduction
of the excess profits credit and the unused excess profits credit carry-over.
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its income taxed at the 52-percent rate. The additional 3-percent-
age-point increase in the ceiling'rate provided by the House bill,
however, has the effect of increasing the excess profits tax liabilities
of many corporations. The 70-percent ceiling rate for & corpora-
tion with an effective income tax rate of about 52 percent means that
its excess profits tax may not exceed about 18 percent of its excess
profits net income under the House bill as contrasted to 15 percent
under existing law,

Your committee’s bill adopts a new type of ceiling rate. The ceil-
ing rate in this bill is 17 percent of excess profits net income but applies
only with respect to excess profits tax liability and the tax liability on
consolidated returns. For corporations with income tax effective rates
of about 52 percent this is the equivalent of about a 69-percent ceiling
rate on liabilities under the income taxes, consolidated return tax and
excess profits tax, taken together, and this is the rate which is com-
parable in these cases to the 70-percent ceiling rate under the House
bill and the 62-percent ceiling rate under existing law. However,
because of the $25,000 surtax exemption, the effective income tax
rates of corporations with taxable incomes of less than $300,000 is less
than 50 percent. As a result a ceiling rate of 69 percent on their
combined income and .excess profits liabilities is quite different from
a 17-percent ceiling on their excess profits tax liabilities. Table 7
shows for selected income levels, tho effective income tax rates under
your committee’s bill, and the maximum effective rates with the 69-
percent ceiling formula and the 17-percent ceiling formula. The table
indicates that for corporations with incomes over $58,000 '° the 17-
percent formula is the more generous, resulting in a maximum tax
saving of nearly 6 percent of total income for corporations with
incomes of about $106,000. :

10 For corporations with incomes under $57,692.31 the $25,000 minimum excess profits tax credit prevents
a higher effective rate than 17 pereent undc}r. both formulas,
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TapLe 7.—Corporation normal tax and surtax effgctive rates under the Financé
Commillee bill, and a comparison of the maximum effective raics of income and
excess-profils tazes under a 69-pescent ceiling rate on income and excess-profils laxes

with the ceiling rate under the Senate Finance Commiltlee bill (a 17-

rale on excess-profits tuxes alone)

percent ceiling

N

i

Maximum eflective rate of income and
Effective rate excess-proflts taxes
of ngrma: tax
Current {ncome and surlix 17 percent
under Fi 69 porcent | oyoassprofits | Percentage
nance Com- | incomo and tax coflin int
mittee bill | excess-profits id g “80
ceiling (%mv de difference
y bill) -
Percent Percent Percent Percent
27.00 127,00 127,
27.00 127,00 327.00
31.17 136,17 136,17
36.38 147.63 347,63
39.50 1 54,50 2 54. 50
41,17 1 58,17 258.17
41. 58 1 69,08 58. 68 X
43. 07 1 62.36 60. 07 2.29
44,10 164, 81 61.19 3.62
. 46.06 166.72 62. 06 4. 068
46. 76 168.25 02.75 b. 50
40. 09 69. 00 63. 09 5.91
47,83 69. 00 64, 83 4.17
48. 88 © 69.00 05. 88 3.12
49. 50 69. 00 66. 50 2. 60
49. 92 69. 00 66. 92 2.08
50, 44 69. 00 67. 44 1. 56
50. 76 69. 00 67.75 1.26
51.38 69. 00 68. 38 .63
51. 94 69. 00 68. 04 . 06
51.99 69. 00 68. 90 .01

1 As a result of the $25,000 surtax exemption and tho $25,000 minimum credit, the maximum effective rate
on income and oxcess-profits tax Mabilities Is always less than 69 percent for corporations with incomes below

$105,769.23.
1 As a result of the $25,000 minimuin excess-profits-tax credit, the maximum cffective excess-profits tax

rate for corporations with incomes bhelow $57,692.31 is always less than 17 percent.

Your committee prefers this ceiling on excess-profits-tax liabilitics
ovor the type of ceiling rate in present law and the Houso bill because
this type of ceiling rate is more advantageous to small corporations.
Moreover, even for large corporations this 17-percent ceiling rate pro-
‘vides a maximum effective rate on total liabilities which is never quite
69 percent as compared to the flat 70-percent ceiling provided under
the House bil.  Although the large corporations subject to this maxi-
mum rate necessarily have substantially larger earnings than their
excess-profite-tax credit would suggest is ““normal,”’ this lower maxi-
mum rate is deemed desirable because imperfections in the present
allowable methods of computing the excess-profits credit may sub-
stantially understate “normal’ carnings.

C. Carirar-Gains Tax Rate

Thoe House bill increased the capital-gains tax rate for corporations
from 25 to 28.125 percent. 'This i1s an increase of 12 perecent, which
corresponds with the 12%-percent increase made by the House bill in
the capital-gains tax rate of individuals. Since your committee’s bill
provides no increase in the maximum capital-gains tax rate of individ-
uals, no increase is made in the capital-gains tax rate of corporations.
Under the TTouse bill it was estimated that the rate increase in capital
gains would incréase corporate tax liabilities by $38 million before
taking into account the reduction in corporate dividend payments.
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D. Prrcexrtacr or tHE AveErsce Base Perionp Nkt Incomr TAREN
Inro Account iy Covreering iy Kxcenss-Prorirs Orepir

Under present law a corporation in computing its excess-profits
credit on the basis of averase earnings may take into account only
S84 percent of 1ts averace carnings in its three bhest vears in the period
194649, The House hill reduces this percentage to 75 pereent, but
vour committee's hill keeps it at {5 poreent,

After studying this pomt last year in its consideration of excess
profits tax legislation, vour committee concluded that a 15-pereent
discount was an adequate adjustment in order to place 194649 earn-
iges on o normal basis and vour committee believes a greater discount
cannot be sustained. To further reduce thiz 85 pereentin the case of
the average-carnings base is to penalize those using this type of eredit
instead of the invested capital credit. Tt <hould not be forcotten
thratin the World War T excess-profits tax the averace carnines in
the hase period was only redaced by 5 percent.

. Krrscrive Dare

Under your committee's bill the corporate rate inercases are effee-
tive as of April 1, 1951, Under the House bill they ave effective as of
January 1, 1951, Your committee generally is opposed to making
retroactive rate inereases aud for this reason did not accept the House
effective date of January 1. However, the need for revende in the
fiscal year 1952 made it necessary for your committee to apply these
rate increases as far back as April 1 of this yvear. By making these
corporate rate increases effective at that time it is smtl(lpﬂtod that
collections inthe fiscal year 1952 (before taking into account tho
effect of smaller dividends on individual income tu,.\ colleetions) will
be increased by $975 million as contrasted to only $615 million if, for
(\\mnp]o the corporate rate changes were not made effective untll
July 1, or $295 million if the rate (lmngos were made cffective as of
October 1. Morcover, by making the rate increase effective as of
January 1, the House bill increases the tax of most corporations even
b(-fmc tlwy have paid any of the additional taxes resulting from the’
increases made by the Revenue Act of 1950, Thus, for a calendar year
corporation, for o\umplo the top corporate rate would jump from 42
pereent in 1950 to 5 pm(vnt in 1951, This is an m(rousc of about
24 pereent, and \our committee considers it too steep an increase to
be made with respeet to a single vear. By making the increase effec-
tive as of April 1, your committee’s bill spreads the full 24 pereent
merease over 2 )om% instead of 1. It should also be noted that for
the bulk of the corporations, which are on a calendar-year basis, the
Government will not begin collecting this additional 1951 tax lmbllltv
until March 1952 and will not complete its collection until December
1952, Thus, corporations will have adequate time in which to prepare
for these n(ldmonal tax payments.

The coxpomtc income tax and ceiling rate changes provided by your
committee’s bill are to bo cffective with respect to Laxable years begin-
ning after March 31, 1951.  For corporations with taxable years be-
ginning pnor to Julv 1 1950, and ending after March 31, 1951, your
committee’s bill pxovndeq a formula for prorating the taxes due under
the law in effect prior to the Revenue Act of 1950, under existing law
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and under your oommittoo’s bill.  For corporations with m.\'nhle vears
beginning after June 30, 1950, and ending after March 31, 1951, your
committee’s bill prorates lh(* taxes due under existing lnw un(l under
your eommittee’s bill.  In general these proration formulas provide
that the tax on the entire income is to be computed at the two or
three different rates applicable. Then these taxes are multiplied by
a fraction of which the mumerator is the number of days in the corpo-
ration’s taxable year in which™the rate in question is effective, and the
denominator is the total number of davs in its taxable vear. The sum
of these fractional taxes is the corporation’s final obligation.

I Disrriseriox or vk Burpes

T'able 8 shows the combined corporate income and excess profits
tax habilities of corporations in various income classes under existing
law, under the House bill and under your committee’s bill. - "I'he table
indicates that of the 415,182 corporations with taxable net income,
‘)‘).,,1‘)1 or about 70 percent ol the total, have incomes of less than

$25,000. "These corporations which have 4.8 pereent of the total tax-
nh]v income, bear 3.55 pereent of the inerease in tax linbilities provided
by the House bill, but only 1.94 percent of the inercase in tax habilities
under yvour committee’s bill. The 45,022 corporations with incomes

of $100,000 and over, which constitute about 11 pereent of the total
number of corporations with taxable net income, have 87.25 pereent
ol the total taxable income, and would bear 89.34 percent of the
increase provided by the House bill, or 92.37 percent of the in-
crease provided by your committee’s bill.

Tanry 8 —Fstimaled corporate income and excess profils tar liabiltties under presen
law, the Housc bill and the Finance Commiltee bill, calendar year 1951}

Income and excess profits tax Increase over present
labilitics law
Number | Taxable
Taxable net income classesjof taxable} net in- ' .

returns come Prosent Finance . I'inance
Lo House bill ] Commit- | House bilk} Commit-

rate tee hill tee bill

Millions V' Millions | Millions } Millions | Millions | Millions
Upto$25,000.. . ... .. 202, 401 $2,161 3540 $648 $583 $108 $43
$25,000 to $0,000 . ... 47,102 1, 566 520 (08 5613 88 43
§60,000 to $100,000. ... 30, 477 2,018 849 1,027 982 128 &3
$100,000 and over.......... 45,022 30,311 21, 426 24, 112 23,473 2,716 2,047
Total ... ... 415,182 | 45,056 | 23,385 | 26,4256 | 25,0601 3,010 | 2,216

Pereent distribution

Upto$25,000.... ... ... 70. 45 4. 80 2,31 2.45 2.8 3.565 1.4
$25,000 to $50,000 . ... ... 11.37 | 3.47 2,92 2.30 2. 20 2. 90 1. 94
$50,000 to $100,000. ... ____. 734 4,48 3.85 3.89 3.84 4.21 .75
$100,000 and over.. ... .. 10. 84 87.25 91. 62 1. 36 01.68 §9. 34 92.37
100. 00 100. 00 100. 00 100. 60 100. 00 100. 00 100. 00

! Based upon a level of profits before tax (Commerce basis) of $48 billion.
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V. TAX-EXENPT ORGANIZATIONS

Your committee’s bill imposes the reguiar corporate income tax on
certain undistributed  profits of the fnllo\\mg organizations fully
exempt from income tax under section 101 of the present taw: farmers’
purchasing and muarketing cooperatives, mutual savings banks, and
State chartered savings and lonn associntions, aswellas Federal savings
and loan associations. A minor amendment is also |)l<)\l(lc(l in the
case of eduentional bodies with respect (o their “feeder’” organizations.
This provision is in the House bill. - With respeet to mutual casualty
and fire insurance companies, presently subjeet to limited taxation, the
staffs of the Treasury Department and  the Joint Committee on
Internal Revenue Taxation have been requested to prepare a report
on their Lax treatment, and your committee will give consideration to
this matter as soon as is feasible after the completion of that report.

The House hill does not go into the subject of tax treatment of
cooperatives or mutual finaneia) stitutions.  As a result the $150
million which it s anticipated will be derived from the tax treatment
provided in your committee's hill for these organizations represents
an inercase not only i the amount colleeted under present law hut
m the amount which would be colleeted under the House bill.

A, Coorerarives

Secetion 101 (12) of the code exempts from income tax all farm
cooperatives which meet certain specified requirements.  This exemp-
tion includes not only cooperatives marketing the products of farmers
but also (00])01:1(1\'0% purchasing pm(hl('tq and reselling them to
farmers. The chief requirements which must he met by cooperatives
i order to be exempt from income tax under section 101 (12) are as
f()]lo\\'sz

They must be farmers’, fruit growers’) or like associations
OIU'HII/A‘(I and operated on N cooperative basis for the purpose
of mm‘l\(‘lmtr products or purchasing supplies for their members.

Sul)qtnntm]]v all of their stock (other than preferred non-
v olnw stock) must be owned by producers marketing products or
plu(lmsm(r supplies through the cooperatives.

3. The mml\otmg of pl'odu(‘ts of nonmembers may not exceed
50 percent in value of the cooperative’s total marketing.

4, The purchasing for nonmembers may not exceed 50 percent
of the cooperative’s Total purchasing, and the purchasing for per-
sons who are neither members nor producers may not exceed 15
pvl('vnt of the cooperative’s total purchasing,

Nonmembers must not be disecrimated against in the
ullocnllon of patronage dividends or refunds to the accounts of
patrons.

At the present time, the advantages which are derived from exemp-
tion can be summarized as follows: I irst, the earnings of a cooperative
which are paid out to shareholders in the form of dividends on capital
stock are not taxable to an exempt cooperative but are taxable to other
cooperatives.  Second, any part of the net margins or profits which are
retained as reserves and not allocated to the aceounts of patrons arc not
taxable to an exempt cooperative but are taxable in the case of other
cooperatives. Third, nonoperating income such: as interest, dividends,
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rents, and capital gains and also the income from certain business done
with the United States Government or its agencies, is taxable to the
ordinary cooperative even when allocated to the accounts of patrons,
but are tax-free to the exempt cooperative whether or not allocated.

Section 314 of your committee’s bill continues the exemption
provided by section 101 (12) of the code but removes from its applica-
tion earnings which are placed in reserves or surplus and not allocated
or credited to the accounts of patrons.  In addition to being tax-free
with respect to patronage dividends paid or allocated to patrons, as is
generally also true in the case of other cooperatives, the cooperatives
coming under seetion 101 (12) are also to remain exempt with respect
to amounts paid as dividends on capital stock, and with respect to
amounts allocated to patrons where the income involved was not
derived from patronage, as for example in the ease of interest or rental
income, and income derived from business done with the Federal
Government.” NMorcover, they will not be taxed in any way with
respect to reserves set aside for any necessary purpose, or reserves
required by State law, if such reserves are allocated to patrons.

As a result of this action, all earnings or net margins of cooperatives
will be taxable either to the cooperative, its patrons or its stockholders
with the exeeption of amounts which are paid or allocated to patrons
on the basis of purchases of personal, rather than business, expense
items.  With this exception, funds which are allocated to the accounts
of patrons, or paid in cash or merchandise, are taxable to them. This
is true in the case of ecither taxable or tax-exempt cooperatives. In
the case of either a tax-exempt or a taxable cooperative funds which
are paid or allocated to patrons on the basis of personal expense items
have no income-tax consequences to the patrons, since theyv represent
a return with respect to expenditures by the patron of a personal
nature, for which no income tax deduction has been taken by him.
Funds which are not paid or allocated to patrons but are retained as
reserves by the cooperatives will be taxable to the cooperative. This
also will be true of both types of cooperatives. Funds paid out as
dividends on ordinary capital stock in the case of the exempt cooper-
ative will be taxable to the stockholder, while in the case of the tax-
able cooperative a tax is imposed at both the stockholder and the
cooperative levels.

While the tax treatment provided by your committee for coopera-
tives does not impose the double taxes payable in the case of ordinary
corporate income, vour committee believes that the seccuring of a
single tax with respect to substantially all of the income of coopera-
tives should be suflicient in view of the unique characteristies of a
cooperative,

Your committee disapproves of withholding on dividends. How-
ever, should withholding on corporate dividends be provided your
committee believes it should also be provided for patronage dividends
paid by cooperatives. For that reason your committee has added a
provision to the bill which subjects patronage dividends of coopera-
tives to a withholding tax if at any time one should be imposed
upon corporate dividends.

It has been contended that, although patronage dividends are
generally taxable to the patron, the patronage dividends paid in
scrip or some other noncash form-have not been included in the
patron’s income. It has been suggested that this is true because
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the patron who reports his other income on a cash basis is not accus-
tomed to considering noncash payments as income. Also, it has
been suggested that the patron is reluctant to include noncash
patronage dividends in his income in many cases because he does
not have sufficient other cash income available to pay the tax involved,
To ascertain the degree to which both eash and noncash patronage
dividends are included in returns at the present time your com-
mittee’s bill provides that the Commissioner of Internal Revenue is
to require reporting by all cooperatives of patronage dividends
which are paid to or alloeated to the accounts of patrons in amounts
of $100 or more, and is to have the diseretion to require reporting
on smaller amounts.  Also, the committee has instructed the stafls
ol the Treasury Department and Jomt Committee on Internal
Revenue Taxation (o study and report by April 1, 1052, the possi-
bility of withholding against reserves allocated, and on the various
methods used in 21“()(!1(]]]}_' reserves and the form and character of
the certilicates issued. ,

[t is estimated that the action provided by yvour committee with
respeet toexempt cooperatives will inerease colleetions from  this
source in a full year of operation by $10 million.

B. Moeruan Fivanceian ]NS’I‘I’]‘U'I‘I()NS

1. Mutual savings banks

Mutual savings banks were established to encourage thrift and to
provide safe nn(l convenient facilities to care for savings. They also
have the responsibility of investing the funds left with them so as o
be able to give their depositors a return on thetr savings,  Mutual
savings banks were originally organized for the principal purpose
of serving factory workers and other wage carners of moderate means
who, at the time these banks were started, had no other place where
theyv could deposit their savings,

Most mutual savings banks were started by groups of individuals
who put up guaranty funds which were repaid out of subsequent
carnings.  The organizers appointed boards of trustees to manage the
aflairs of the banks.  The boards of trustees, which are generally self-
perpetuating, direet the policies of the banks, enl)](\(l to the limitations
mmposed upon them by the laws of the sev eral States in which they
operate.  The (loposllms themselves have no voice either in the choice
of trustees or in the management of the bank’s affairs. However,
since a mutual savings bank has no capital stock, everything that the
bank earns is, in theory, held for the benefit of the depositors.

With respect to outlets for their funds, mutual savings banks are
subjeet to-limitations similar to those which apply to other banking
institutions.  They are not required to make loans only to depositors
or members. Table 9 shows the types of assets held, by mutual
savings banks as of December 30, 1950, and in the case of federally
insured mutual savings banks, the typos of real estate loans as of
June 30, 1950, and their carnings, expenses, and dividends for the
year ending December 30, 1950. The table indicates that United
States Government obligations represent nearly 51 percent, and loans
38 percent of the total loans and mvestments of these banks. In the
case of commercial banks vearly 49 percent of their total loans and
investments represent United States Governmeunt obligations, and
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41 percent represent loans." This indicates that if there is any im-
portant.difference between the use of funds by mutual savings banks
and commercial banks, it is that the investments of the former are
somewhat safer,  Mutual savings bauks, of course, have a larger por-
tion of their loans in real estate than do commercial banks, but this
can be attributed to the fact that since the deposits of mutual savings
banks are almost exclusively time deposits, it is possible for them to
invest a substantial portion of their funds in nonliquid asscts.  On the
other hand, the majority of the deposits of commercial banks are
demand deposits requiring greater liquidity in their investiments,
In any case, the investment of funds in real estate today is not a sign
of insccurity in view of the fact that an important segment of such
loans are backed by the Federal Government., Table 9 indicates
in the case of federally insured mutual savings banks, for which
statistics are available, that, as of June 30, 1950, about 33 percent
of the real-estate loans held by these banks were either insured by
the Federal Housing Administration, or guaranteed by the Veterans’
Administration.  Morcover, even the other real-estate loans are more
secure than formerly was the case because of the present general use
of “declining-balance’” loans in lieu of the older “fixed-amount’” loans.

The total deposits of mutual savings banks as of June 27, 1951, were
$20,400 million and their capital accounts, $2,290,'? indicating that
they have about $1 of capital for every $9 of deposits. As .of the
same date the total deposits of all commercial banks were $150,280
million, and their capital accounts $11,860 million, indicating that
they only have about $1 of capital for every $13 of deposits. Thus,
despite the absence of capital stock the mutual savings banks today
on this ground also appear to have considerably more protection than

commercial banks. :

" As of December 30, 1050, Computed from data available in the Federal Reserve Bulietin,
1 T'hese statisties are published regulnrly in the Federal Reserve Bulletin,
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TanrLe 9—Types of assels held by mutual savings banks as of Dec, 80, 1960, and
Jor federally tnsured muluel sevings banks, types of real es'ale loans held as of
June 30, 1950, and earnings, exrpenses, and dividends in the calendar year 19560

I. ASSETS OF ALL MUTUAL SAVINGS BANKSIN THE UNITED
STATES, AS OF DEC, 30, 1950
Dollar amounts
In millions

Item
£22, 385

Total AsSC S

Cash and funds due from banks. . . ... . 797
United States Government oblivations_ - oo oo ... .. 10, 868
Obligations of States and subdivisions. oo oo _.____. 88

2,253

Other seeuritios. o _ oo o0 Lo ..
Real estate and other loans .- .. e 8, 137

Miscellancous assets. oo e 242
Number of bhanks, 529, R
11, FEDERALLY INSURED AND CONVENTIONAL REAL ESTATE
LOANS HELD BY INSURED MUTUAL SAVINGS BANKS, JUND
30, 1950
Total real estate loans____ .. ... _____. . o R $0, 147
Federally insured:
Insured IFITA and guaranteed VA morteave loans on
t- to d-femily properties_ . L %1, 364
Insured FIILA and guaranteed VA loans on H or more
family properties_ .o oo 415
Total . oo . 1, 779
Conventional loans_ - .. .. . __. e e 3, 668

Number of insured mutual savinas banks, 192,

II. BARNINGS, EXPENSES AND DIVIDENDS OF INSURED MUTUAL SAVINGS BANKS
FOR THE YEAR ENDING DECEMBER 30, 1950 :
Dollar amounts

in thousands

Current operating carnings, total ... ______________. $478, 695

Interest, discount and other income on real estate loans_________ 231, 730
Interest on U. 8. Government obligations, dircet and guaranteed_. 182, 457
Other current earnings . _ . G4, 508
Current operating eNpenses - - . .o . 115, 470
Net current operating earnings_ .- _ . ________._. 363, 225
Dividends (interest) paid on deposits_ .o ________________ 257,770
Net profits after interest and dividends._________ . __________. 91, 175

Number of insured mutual savings banks, Dee. 30, 1050, 194.

Source: Annual Report of the Federal Deposit Insurance Corporation for the yvear ended Dec. 31, 1950,
p. 85 and 272, and Operating Insured Commercial and Mutual Savings Banks, Assets and Liabilitics,
une 30, 1950, Rept. No. 33, Federal Deposit Tnsurance Corporation.

Section 102 (2) of the code exempts mutual savings banks from the
payment of any income tax. The effect of the exemption has heen
to relieve mutual savings banks of income tax on the amounts retained
as undivided prolits and additions to surplus. Since they have in-
creased their surplus and undivided profits by over $300 nullion since:
1940, and by more than $500 million since 1945, 1t would appear that
they have enjoyed substantial tax savings as a result of the exemption.

Section 313 of your committee’s bill removes the exemption of
mutual savings banks and permits them to deduct amounts paid,
credited or allocated to the accounts of depositors and, as in the
case of other banks, permits them to deduct amounts credited to a
reasonable veserve for bad debts. The addition to the reserve for
losses on loans is to be determined with due regard to the taxpayeér’s.
surplus or loss reserves at the close of December 31, 1951,  In addi-
tion, mutual savings banks are to be allowed as a deduction from.
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gross income any amount currently paid to the United States, or to
any F(\deml Government instr umontnlitv exempt, fmm Federal in-
come taxes, in repayment of indebtedness incurved prior to September
1, 1951. On the remaining income, mutual savings banks are to bo
tn\od in the same manner as or(llnmy corporations. "This provision
is effective with respect to taxable years beginning after December
\31, lq )] .

The size of the bad-debt allowance provided in the case of com-
mercial banks is_determined under administrative rulings by the
Commissioner of Internal Revenue. At present it is provided in the
case of commercial hanks that the amount which can be deducted
from tagable income in any one year shall be determined by applying
the ratio of losses to outstanding loans during the past 20 vears, to the
loans outstanding in the current year. ‘These reserves are limited to
three times the current 20-vear loss ratio.  In the case of mutual
savings banks also, the formula permitted may be quite different from
that now provided for commereial banks if the Commissioner after
investigation finds that the historical loss experience of these institu-
tions differs substantially from that of commercial banks. In fact,
vour committee believes that the loss experience of these banks
should he based upon a period of at least 25 years if this, in the
aggregate, would vesult in greater loss (lv(luctlons for these banks
than the 20-year period now provided i the ease of commercial
banks. Basing loss reserve deductions on the loss experience of the
past 20 or 25 years will include a period in which the losses of the
mutunl savings banks were quite laree, with the result that the loss
reserve deductions permitted in the next several vears will he relatively
large.,

At tllo present time, mutual suvmgs banks are in n(‘tlvc competition
with commercial banks and life insurance companies for the public
savings, and they compete with many types of taxable institutions in
the security and real estate markets. As a result your committee
believes tlmt the continuance of the tax-free treatment now accorded
mutual savings banks would be discriminatory. So long as they are
exempt from 1ncome tax, mutual savings banks enjoy the ndvsmtnve
of being able to finance their growth out of earnings without incurring
the tax lmblhtles paid by ordinary corporations when they undertake
to expand through the use of their own reserves. The tax treatment
provided by your committee would place mutual savings banks on a
parity with their competitors.

Morcover, carnings of a mutual savings bank which are allocated
to the accounts of depositors are subject to individual income tax.
Since it 1s contended that the income which is retained by the mutual
savings banks is the income of depositors, there seems to be no reason
why this also should not be subject to tax. However, it is impossible
to tax the depositors on these unallocated funds, since they have no
legal right to the funds unless they are (loposnom at the time of
liquidation of the bank. Thercfom, if thesc earnings are to be
recognized as income, there is no alternative but to tax them in the
hands of the mutual savings banks which have the power over their
management and disposition.

It has been suggested that mutual savings banks might be twced
only on their net income in excess of some specified reserve. How-
ever, if the funds going into this reserve represént income there would
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appear to be no reason for not taxing them. If they are funds which
are necessary to offset future losses, allowance will already have been
made for them through a loss-reserve deduction wln(h will afford
these institutions at least as generous treatment as is accorded their
chief competitors, namely, commercial banks.

2. Savings and loan associations

Savings and loan associations were established to encourage thrift.
and to promote home ownership.  These organizations, which also
go under the name of building and loan associntions, are typically
nonstock corporations which m reality secure their funds through
deposits, which are known as “shares.”  Savings and loan associ-
ations may be chartered by the States or by the Home Lo Bank
Board. Of the 5,980 associations which were doing business at the
end of 1949, 1,505 were Federal associations and the remainder were
State-chartered institutions.  T'he former group accounted for $7.1
hillion, or nearly 50 pereent, of the $14.7 billion of total assets of all

the associations.

Tanre 10.—Types of assels held by savings and loan assocrations as of Dee. 30,
1950, and for federally insured associations, types of real-estale loans held as of
Dee, 30, 1950, and income dividends and undivided reserves and profits in 1950

ALL SAVINGS AND LOAN ARROCIATIONS AND INSURED 2AVINGS AND

[ ASSETS OF
LOAN ASSOCIATIONS AR OF DEC. 30, 195

fDollar amounts in millions)

VAN savings | Tnsmed save
and loan inesand loan

liemn ;

| associntions | associations

S —_ ’ .

O OSSO S i 1§16, 925 $13, G4
First-mortg: e lOanS il &13. 810 F11, 163
S $013 3500
U. S, Qovernment oblgations. .o o .. £1, 491 $1, 202
5, 480 2, 860

Number of associations. ..., U, S

II. FEDERALLY INSURED AND CONVENTIONAL FIRSTMORTUAGE LOANS HELD
BY INSURED SAVINGS AND LOAN ASROCIATIONS, DEC. 30, 1950

[Dollar amounts in millions)

Total rst-morteame Joms . e 1211, 188
\ R
Federally insured:
VA-cunranteed loans ... ... i $733
FHA-DSUred JomnS . e 2, 507
B 3,241
. 1,917

Conventiona) oIS . L. i
III. INCOME, DIVIDENDS, AND UNDIVIDED PROFITS OF INSURED SAVINGS AND
LOAN ASSOCIATIONS, FOR THE YEAR ENDED DEC. 30, 1950

) [Dollar amounts in thousands)
Netincome. ... ... s e $111, 347
D ividends . el 262, 781
148, 566

Undivided profits and reserves. o ...

! Preliminary.
2 The difference between this figure and the comparable category shown in pt, I is due to differences in

accounting methodology.
Sources: Statistieal Suminary, 1951, Home Loan Bank Bourd, pp. 8 and 14; Operational Analysis Seetion.
Home Loan Bank Board.

Not all of the carnings of savings and loan associations are dis-
tributed in the form of cash or credited to the shareholders’ accounts.
Some carnings are set aside in various reserve accounts, and some are
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retained as undivided profits. At the end of 1949, the gencral re-
serves and undivided profits of all savings and loan associations in the
United States amounted to $1.1 billion. 'This was over 7.5 percent
of the $14.7 billion of private savings invested in these institutions.

Most of the assety of savines and loan associations take the form of
mortegage loans, usually on residential properties. "Thirty vears ago,
this type of loan accounted for over 90 percent of the assets of these
institutions; todav, the perecentage 18 somewhat lower, although
mortgage loans represented 80 percent of all assets held at the end of
1050, "T'able 10 shows for 1950 the types of assets held by savings
and loan associations at the end of the vear 1950, and in the case of
federally insured associations, the types of mortgage loans held at the
end of the vear and the net income, dividends, and additions to un-
divided profits during the vear. The table indieates that these asso-
ciations have o mueh larger portion of their assets invested in real-
estate mortgages than is true in the case of commereial banks. " How-
ever, this can be attributed to the fact that sinee the deposits of savings
and loan associations are almost exelusively time deposits, it 1s possible
for them to invest most of their funds in nonhquid assets.  The
majority of the deposits of commercial banks, on the other hand, are
demand deposits requiring greater liquidity in their investments. It
should also be noted that, as in the case of the mutual savings banks,
nearly one-third of the mortgage loans of the building and loan asso-
cintions, in terms of value, are insured or guaranteed by the Veterans'
Administration or the Foderal Housing Administration.

In the early days of these institutions, the transactions of the
associntions were confined to members, and no one could participate
in the benefits they afforded without hecoming a shareholder.  Indi-
viduals became investing members of these organizations in the
expectation of ultimately becoming borrowing ‘members as well.
Membership implied not only regular payments 1o the association for
a considerable period of time, “hut also risk of losses. Members
could not cancel their memberships or withdraw their shares before
maturity without incurring heavy penalties. The fact that the
members were both the borrowers and the lenders was the essence of
the “mutuality” of these organizations.

Although many of the old forms have been preserved to the present
day, few “of the associations have retained the substance of their
carlier mutuality, The steady decline in the proportion of share-
accumulation loans is evidence that the character of these organiza-
tions has changed. More and more, investing members are becoming
stimply (l(‘])OHllOls, while bmnowmg members find dealing with a
savings and loan association only technically different from dealing
with other mortgage lending institutions in which the lending group
is distinet from the borrowing group. In fact, borrowers m(hnmllv
have very little voice in the affairs of most suvmgb and loan associa-
tions.

One characteristic of the carlier mutuality which remains is the
absence of capital stock.  However, the character of the organization
has been modified by the practice of paying more or less fixed rates of
return on shares, and of building up substantial surplus accounts to
protect sharcholders against the risk of losses.

Savings and loan associations at preseat are exempt from income
tax under section 101 (4) of the code. In addition, Federal savings and
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loan associations which are chartered by the Federal Government are
exempt from income tax under the Home Owners’ Loan Act of 1933
and are covered by subsection (15) of séetion 101 of the code providing
for the exemption of United States instrumentalities.

Section 313 of your committee’s bill removes the exemption of
savings and loan associations, including Massachusetts cooperative
banks, and those chartered by the Federal Government and taxes
them as ordinary corporations. However, it specifically allows the
deduction for dividends paid to (lvp()suom and the amounts placed
i bad-debt reserves on basis similar to that provided for mutual
savings banks. This provision is effective with respect to taxable
years beginning after December 31, 1951.

The grounds on which your committee’s hill taxes savings and loan
associntions on their retained earniogs, after making a reasonable
allowance for additions to reserves for bad debts, are the same as those
on which mutual savings banks are taxed under the bill.  Mor cover,
sinee savings and loan associntions are no longer self-contained cooper-
ative institutions as they were when originally organized there is rela-
tively little difference hetween their operations and those of other
financial institutions which aceept deposits and make real-estate loans.

The principal argument that a savings aud loan association doces
not really have income which could be taxed is based on the theory
thuc both the borrowers and the investors are members of the asso-
cintion and that the mterest paid by the borrowers on their loans is
really only paid to themselves as members of the association.  In
other words, it 1s argued that the mutuality of the borrowing and
the mvesting members is such that no mcome exists.

The mutuality argument assumes that in the long run, the invest-
ments of each member are equal to the debts he has owed the organi-
zation. It also assumes that the membership in each organization
is fixed and that eventually each member will receive a proportionate
share of the accumulated earnings of the organization.  These assump-
tions might have been valid for the original savings and loan associa-
tions which terminated after they had Tulfilled their purposes for the
original membership groups. They are not generally valid, however,
for lhv present-day asso¢ intions, where mvcs(lntr members may never
contemplate becoming borrowers and where the organizations are
permanent, and a member has no right to a share in the undistributed
earnings upon withdrawal.

Another basis on which it is argued that the savings and loan asso-
ciations do not have income is that all their receipts are either paid
out as expenses or as dividends to members or accumulated for the
mutual benefit of the members, However, an individual member
or depositor has no claim to a share of the accumulated earnings
unless he remains in the organization until its dissolution.  The idea
that income of a savings and loan association belongs to a member
-even though it is not paid to him or allocated to his account is a more
extreme concch of cooperative ownership tlmn that used by coop-
er atlvcs.

The income which is added to reserves and undivided profits by
the savings and loan associations cannot be treated as income to a
member or depositor for income-tax purposes under the doctrine of
constructive receipt because the member cannot obtain it unless he
remains a member of the association until it is dissolved. It is
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income of the associations. The fact that it is retained for the benefit
of the members makes 1t analogous to the income retained by an
ordinary taxable corporation for the benefit of its stockholders.

C. Unrenatep Business INcoMe oF GovERNMENT COLLEGES AND
UNIVERSITIES

The Revenue Act of 1950 imposed the regular corporate income tax
on certain tax-exempt organizations which are in the nature of cor-
porations with respect to so muech of their income as arises from
active business enterprises which are unrelated to the exempt pur-
poses of the organization (including certain “lease-back” income).
However, the present provision does not apply to such income of
State universities and other schools of governmental units. It has
been called to the attention of your committee that some Stato
schools are engaging in unrelated activities and “lease-backs” which
would be taxable if they were not a State or its mstrumentality,
It is clear that the same opportunities for unfair competitive advan-
tage exist in connection with these activities of State universities
as with respeet to similar activities of other educational institutions.
Therefore, section 338 of your committee’s bill extends the present tax
w the unrelated business income of universities and colleges of States
and of other governmental units.  As a result governmental uaiver-
sities and colleges will be taxable on income derived from any unrelated
business activities carried on by the schools themselves (ineluding the
income derived from leases for over 5 ycars of property purchased
with borrowed funds), and also their “feeder” corporations carrying
on a trade or business will be fully taxable.

This ameadment is effective with respect to taxable years beginning
after December 31, 1951,

The House bill contained no similar provision.

The revenue gain from this provision is expected to he small.

D. EvuvcarioNan “Freprr” CORPORATIONS

The Revenue Act of 1950 included a series of provisions which,
under specified conditions, resulted in the imposition of taxes on
educational, charitable, and certain other tax-exempt organizations,
foundations, and trusts. Among these provisions was one which for
1951 and subsequent years specifically denied exemption to “feeder”
corporations, that is, corporations carrying on a trade or business for
profit. whose profits inure exclusively to organizations exempt under
section 101 of the code.  With respect to prior years the tax status of
such corporations was then in litigation. With respect to these years
the Revenue Act of 1950 provided that no tax would be asserted for
years prior to 1947 unless a deficiency had already been asserted, or
taxes had already been assessed or paid. Your committee believes
undue hardship would arise if any of these educational feeder corpora-
tions were required to pay taxes on income which had already been
spent to carry on educational programs.

Therefore, both section 601 of your committee’s bill and section 501
of the House bill amend section 302 of the Revenue Act of 1950 to
provide that for years prior to 1951 exemption is not to be denied
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feeder corporations if their profits inure to a regularly established
school, college, or university,
This provision is expeeted to have no permanent effeet on revenues.

VI STRUCTURAL CHANGES IN THE INCOMIEE TAXIES

A. Provisioxs 1y i Hovse Bion Aiso ix Your Commrrren's
: ' Bin
1. /,/r/'l'—/’uw/l‘(llu'( (‘u/u]l(lltf(.x'

In section 401 of the Revenue Act of 1950 the formula used for
computing the net income of Life-insurance companies was amended,
the uction heing effective only for 1949 and 1950, This action was
necossitated by the fuet that the formula set up in the Revenue Aet
of 1942 resulted in no tax being due from any company on its life-
insurance-investment imeome for the years 1947 and 1948 The
aubstitute formula provided for 1949 and 1950 was intended to be a
stopeap which would terminate the tax-exempt =tatus of this type of
income and permit the completion of the study needed for the develop-
ment of a permanent solution to the problem of the taxation of life-
insurance companies.

Scetion 311 of the House bill applies the stopgap formula to life-
insurance-investment income for 1951, This was deemed necessary
because, although considerable progress has been made in the study
of the problems of the proper taxation of life-insurance companies, a
reasonable and aceeptable solution to many of the problems has not
yet heen developed, and it is generally recognized that the formula
set up in the Revenue Act of 1942 is defective.  Although that
formula would no longer have resulted in a tax-free status for life-
insurance companies in 1951, beeause the yicld on life-insurance
investments has somewhat increased and the average rate of interest
required to maintain the life-insurance reserves has decreased, the
revenue which would have been obtained under that formula s,
hecause of its defeetive nature, only about half that which would be
abtained for 1951 by a continuation of the use of the stopgap formula.

During the hearings conducted by vour committee, representatives
of almost all the life-insurance companies presented a proposal which
in their view is a reasonable and adequate method of taxing the
income of those companies. In your committee’s hill that plan is
substituted for the stopgap formula as provided in the House bill,
as the method for determining the income-tax lability of life-insurance
companies for-1951.

Under the stopgap formula, as used for 1949 and 1950 and as pro-
vided for 1951 in the House bill, the taxable income of each life-
insurance company relating to its life-insurance business is determined
by deducting from its net investment income a percentage of that
income. To that amount is added an amount-—3Y% percent of the
unearned premiums and unpaid losses—reflecting the taxable income
of its accident and health bus® . ess, if any.  Appropriate adjustments
are made with respeet o exemptnterest and the credit for dividends
received.  The normal tax is obtained by applying the ordinary cor-
poration normal tax rate to that entire amount, and the surtax is
obtained by applying the ordinary surtax rate to that portion In
excess of $25,000." The percentage to be deducted in arriving at the
taxable income is the same for all life-insurance companies, and is
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determined and proclaimed for each year by the Secretary of the
Treasury, by comparing the aggregate amount needed in the previous
vear by all life-insurance companies to meet their life insurance policy
obligations and any other interest on indebtedness with the aggregate
net investment income of all life-insurance companies less 3} pereent
of the unearned premiums and unpaid losses of those companies which
had health and acceident insurance.  For 1950 this percentage. based
on 1949 data, was slightly more than 90 percent; for 1951, based on
1950 data, it would probably be between 87 and 88 percent.,

Seetion 335 of your committee’s bill substitutes a different formula
for the taxation of life insurance companies in 1951, Under it the
income tax is in general to be 33 pereent of so much of the net invest-
ment income of each company as is not in exeess of $200,000, and
6! percent of the amount over $200,000. It will be noted that 3%
pereent of $200,000 is approximately the same as 27 pereent of
$25,000; and that 6!5 percent of net investment mcome is approxi-
mately the same as 52 pereent of 12 to 13 percent (100 percent less 88
or 87 percent) of theJentire net income.  IFor those companies with
aceident and health insurance an appropriate adjustment is made so
that the tax computed at the 3%- and 6)-pereent rates is approxi-
mately the same as a tax at the ordinary 27- and 52-percent rates on
the income (determined as before) from that part of their business,
As under the present stopgap formula, appropriate adjustments are
made for exempt interest and the credit for dividends received.

Since the new formula, under the circumstances of 1951, is sub-
stantially equivalent to the stopgap formula, it is clear that, for most
life-insurance companies, the mcome-tax liability under your com-
mittee’s bill will be substantially the same for 1951 as it would be
under the provisions of the House bill.

It is expected that a number of companies, mostly small, will not
in 1951 carn their interest requirements, or will earn an amount
only slightly in excess of their requirements.  Under the stopgap
formula  these companies would have paid ovdinary corporation
normal taxes and surtaxes on the same percentage of their net invest-
ment incomes as the other companies whose net investment income
materially exceeded their policy requirements.  Under your com-
mittee’s bill a measure of reliel is accorded such companies: those
with net investment income less than their policy requirements will,
in general, pay a tax at 3% or 6% percent on only 50 percent of their
net investment incomes, while those with net investment incomes of
from 100 to 105 percent of their policy requirements will pay a tax
at the rate of 33 or 64 percent on amounts varying from 50 to 100
percent of their net investment incomes.  With respect to companies
which also do an accident and health insurance business, in determining
whether or not their net investment income is less than that required
to meet their life-insurance-policy requirements, or not more than
105 pereent of that amount, the total net investment income is reduced
by one-half of 3% percent of their uncarned premiums and unpaid
losses on the accident and health policies. The limitation of this
reduction to one-half of the adjustment for such business appears to
be reasonable since, as was stated in the report on the 1942 provisions
by the Committee on Finance,” “there is very little investment
income derived from the investment of premiums on such (accident
and health) contracts.”

- 1877th Cong., 2d sess,, 8. Rept. No. 1631, p. 148.
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It 1s believed that the method of taxation provided by your com-
mittee’s bill is not only more equitable with respect to certain of the
smaller companies which do not earn a margin of investment income
over their requirements but also that it is simpler in structure and
involves fewer compliance and administrative difficulties than the
stopgap formula provided in the House bill.

It has been suggested that this new method of taxing life-insurance
companies should be used permanently, or for an indefinite period in
the future. It is the opinion of your committee, however, that the
question whether this new method is the best practicable method
should only be answered after the results of the present continuing
study are available, and after this metbod is carefully compared with
other possible methods of taxing life-insurance companies which may
be suggested as-the results of that study.  Therefore, in your commit=
tee’s bill, the application of this method is limited to taxable ycars
beginning in 1951.

It is estimated that for 1951 the revenue under your committee’s
bill will be about $111 million, an amount about $58 million more than

would be obtained under the 1942 formula,

2. Offset of short- and long-term capital gains and losses

Secetion 322 of this bill amends the treatment of the gains and Josses
of individuals so as to eliminate a defect in existing law.  This
section is identical to section 305 of the House bill.  Present law
excludes 50 percent of a long-term capital gain or loss from the com-
putation of net capital gain, net capital loss and net income, but
includes 100 pereent of a short-term capital loss in such computations.
As a result a $1 short-term loss can wipe out a $2 long-term gain.

Under the bill long-term gains are included in gross income at
100 percent. and a deduction from gross income is allowed cqual
to 50 percent of the amount by which the taxpayer’s net long-term
gain exceeds his net short-term loss.  Thus, if a taxpayer has a
net Jong-term gain of $1,000 and a net short-term loss of like amount,
no deduction is to be allowable. I the net long-term gain is $2,000
and the net short-term loss is $1,000, the deduction against gross in-
come will he 50 percent of the excess of $2,000 over $1,000, or $500.
Henee the amount actually taxed as a long-term capital gain will be
$500. Under existing law the $1,000 of short-term loss offsets the
portion of the long-term gain included in the calculation of net
mcome, and no tax liability exists. -

Long-term losses, like Jong-term gains, are to be taken into account
in full. Long-term losses will therefore offset short-term gains on a
dollar-for-dollar basis, just as short-term losses will offset long-term
gains. If long-term losses exceed short-term gains, the unreduced
excess will he offset against other income up to $1,000. The net Joss
which is not absorbed in this manner will be carried forward as a short-
“term capital loss, whether arising out of short- or long-term operations.

Under both your committee’s bill and the House bill, the amendment
applics only to taxable years beginning on or after the date of enact-

ment of this act. . .
It is estimated that when fully effective this amendment will increase

the revenues by $28 million annually,
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3. Collapsible corporations ‘

Section 326 of this bill, which is identical to section 308 of the House
bill, amends scction 117 (m) of the Code, which denies capital-gains
treatment to the sale, exchange, or retirement of stock iv a “collapsible
corporation,” so as to extend the application of this section to cases.
where the corporation is used as a deviee for converting inventory
profits into capital gains. Section 117 (m) was added to the code
by the Revenue Act of 1950 to forestall the use of the collapsible
corporation as a device for converting ordinary income into long-
term capital gain, At that time it was belicved that the collansible
corporation was used principally in the motion-picture and building-
construction industries.  The reports on the bill which became the
Revenue Act of 1950 illustrated the device by the case of a corporation
organized for the production of a single motion picture. Upon the
completion of the film, but prior to the realization by the corporation
of any income therefrom, the corporation would be liquidated and its
asset distributed. No tax would be paid by the corporation because
it had realized no income. KEach former sharcholder would pay a
tax upon the difference between the cost of his stock and the fair
market value of his portion of the fair market value of the motion
picture and any other assets so distributed.  Prior to the Revenue
Act of 1950 this gain might have been taxed as a long-term capital
gain with a maximum effective rate of 25 percent; under the law as
amended by that act the gain is now taxed as ordinary income.

The collapsible corporation was also illustrated with cases in which a
corporation sct up to construct a building was liquidated and the
rights in the building were sold by the former stockholders acting as
individuals.

Because the device of the collapsible corporation was believed to
be used largely in these two cases, section 117 (m) was drafted so as
to apply when the corporation was “formed aor availed of principally
for the manufacture, construction, or production of property.”

It is now understood that the collapsible-corporation device has also
been used in an attempt to convert into capital gains the profits on
inventory and stock in trade.  The procedure used is to transfer a com-
modity to a new or dormant corporation, the stock of which is then
sold to the prospective purchaser of the commodity who thereupon
liquidates the corporation. In this manner the aceretion in the value
of the commodity, which in most of the actual cases has been whisky,
is converted into a gain realized on the sale of stock of a corporation,
thus creating the possibility that it might be taxed as a long-term
capital gain.

"To prevent the use of the collapsible corporation in cases of this
type, section 117 (m) is extended by both bills to corporations formed
or availed of principally for the purchase of property which is inven-
tory or stock in trade in the hands of the corporation. i

This amendment applies with respect to taxable years ending after
August 31, 1951, but will only apply to gains realized after that date.
The House provision applies to taxable years beginning after Decem-
ber 31, 1950. The determination of the tax trcatment of gains
realized in taxable years beginning prior to September 1, 1951 (January
1, 1951, under the House bill), will be made as if this section had not
been enacted and without inferences drawn from the fact that the
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amendment made in this bill is not specifically retroactive and without
inferences drawn from the limitations contained in section 117 (m)
as amended by section 326 of this bll]

It is estimated that in a full year’s operations this provision will
increase the revenues by $5 million.

4. Dealers tn securities

Under existing law, dealers in securities are permitted to hold some
sceurities as a personal investment.  Gains or logses on those securities
which are held by the taxpayer in his capacity as a dealer are treated
as ordinary income. Capital gain or loss treatment is accorded the
results of the transfer of securities which the taxpayer holds as an
investor.  Existing law also permits the transfer of securities from
smh a taxpayer’s mvo.stnwnt account to his inventory account and
vice versa with corresponding changes in tax liabilities. These trans-
fers increase the difficulty of determining in which portfolio specific
sccurities are actually held, and facilitate the manipulation of the
taxpayer’s accounts so as (o obtain ordinary loss treatment on secu-
rities sold at a loss and capital-gains treatment on those sold at a gain.

To forestall this practice, section 327 of this bill, which is sub-
stantially the same as secetion 309 of the House bill, provides that in the
casc of a dealer in securities capital-gains treatment be available only
under certain specific conditions.  The security in question must have
been clearly identified in the dealer’s records as “a security held for
investment”” within a period of 30 days after the date of its acquisition
or after the date of enactment.of the Revenue Act of 1951, whichever
is later, and must not at any time thereafter have been held by the
tﬂ\paym' “primarily for sale to customers in the ordinary course of his
trade or business.””  Unless these terms are complied with, the gain
on the sale of the security is to be taxed as ordinary inc ome,

Ordinary loss treatment is not to apply where the seeurity sold was,
at any time after this sv(tion becomes applicable, clearly idvntiﬁed in
the dealer’s records as “a security held for investment,”

Your committee has changed the IHouse provision to insure that
this amendment will not affeet the application of section 117 (i) of
the Code which provides, in the case of banks, that, if losses from the
sale of all sccurities during a year exceed the gains, then the net loss
shall be treated as an ordinary loss. -

The amendment applies to sales or exchanges made more than 30
days after the date of enactment of this act.

The revenue loss resulting from this amendment is expected to be
negligible.

&. Quin from sale or exchange of the taxpayer’s residence

Section 318 of your committee’s bill and section 305 of the House
bill are the same except in one respect,  Both sections amend the pres-
eut provisions relating to a gain on the sale of a taxpayer’s principal
residence so as to eliminate a hardship under existing law which pro-
vides that when a personal residence is sold at a gain the diflerence
between its adjusted basis and the sale price is taxed as a capital gain.
The hardship is accentuated when the transactions are nccessxtatod by
such facts as an mu‘ensc in the size of the family or a change in the
place of the taxpayer’s employment. In these situations the trans-
action partakes of the nature of an involuntary conversion. Cases
of this type are particularly numerous in periods of rapid change such
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as mobilization or reconversion. For this reason the need for remedial
action at the present time is urgent.

Both bills provide that when the sale of the taxpayer’s principal
residence is followed within a period of 1 year by the purchase of &
substitute, or when the substitute is purchased within a year prior to
the sale of the taxpayer’s principal residence, gain is to be recognized
only to the extent that the selling price of the old residence exceeds the
cost of the new one. Thus, if a dwelling purchased in 1940 for $10,000
is sold in 1951 for $15,000, there would ordinarily be a taxable gain of
$5,000 under existing law. Under both bills no portion of the gain
is to be taxpable provided a substitute “principal vesidence” is pur-
chased by the taxpaver within the stated period of time for a price of
$15,000 or more. If the replacement cost is less than $15,000, say
$14,000, the amount taxable as.gain is to be $1,000.

The provision of both your committee’s bill and the House bill
applies to cases where one residence is exchanged for another, where
a replacement residence is constructed by the taxpayer rather than
purchased, and where the replacement is a residence which hadto be
reconstructed in order to permit its occupancy by the taxpayer.
However, under the House bill, where a replacement residence is
constructed by the taxpayer, he must occupy the new residence within
1 year after sale of his old residence.  This is the same rule which both
your committee’s bill and the House bill apply in the case of the
purchase of a new residence. However, in the case of new con-
struction the requirement of cccupancy within 1 year appears to your
committee not to be realistic, particularly during the present period
of material and labor shortages. Thercfore, your committee’s bill
provides that in the case of the construction of a new house, if the
construction of the house begins within a year before or after the sale
of the first house, and the new house is used as the taxpayer’s principal
residence within 18 months after the sale of the first house, then all
expenditures on the new residence within this 18-month period are
to be considered as a reinvestment of the selling price of the first
residence.

In cases where the replacement is built or reconstructed, only so
much of the cost is to be counted as an offset against the selling price
of the old residence as is properly chargeable against capital account
within a period beginning 1 year prior to the date of the sale of the old
residence and ending 18 months (1 yecar under the House bill) after
such date in the case of construction of a new house, and 12 months
after such date in the case of reconstruction of an existing house.

This special treatment is not limited to the ‘“involuntary con-
version” type of case, where the taxpayer is forced to scll his home
because the place of his employment is changed. While the need
for relief is especially clear in such cases, an attempt to confine tho
provision to them would increase the task of administration very
much. .

The adjusted basis of the new residence is to be reduced by the
amount of gain not recognized upon the sale of the old residence.
Thus, if the replacement is purchased for $19,000, the old residence
cost $10,000 and was sold for $15,000, the adjusted basis of the new
residence is to be $19,000 minus $5,000, or $14,000. This is equal to
the cost of the old residence plus the additional funds invested at the
time the new residence is purchased. If the second residence had
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been purchased for $14,000, so that $1,000 of gain on the sale of the
old residence would be recognized, its basis would be $14,000 minus
$4,000, or $10,000.

For the purpose of qualifying a.gain as a long-term capital gain the
holding period of the residence acquired as a replacement in a set of
transactions which qualify undei the terms of the amendment is to
be the combined period of ownership of the successive principal
residences of the taxpayer.

The new provision extends to cases in which similar treatment is
available under existing law under the involuntary-conversion provi-
sions of section 112 (f). Such cases arise when a home is destroyed
by fire or is lost. by scizure or by the exercise of the powers of requisi-
tion or condemnation and the proceeds are invested in a replacement,
In such cases the new provision, and not section 112 (f), is to apply.
Geuerally this will result in more favorable treatment for the taxpayer
than that available under the involuntary-conversion provisions. The
Jatter require the tracing of the expenditure of the funds obtained as
a result of the loss of the previous residence, and substantial tax conse-
quences result from such technicalities as a decision to use the money
so received to repay a mortgage on the previous residence and to use
other funds for the purchase of a replacement. Noreover, no relief is
available under the involuntary-conversion seetions in cases where the
replacement is acquired before the actual condemnation or requisition
of the previous residence.

The taxpayer is not required to have actually been occupying his
old residence on the date of its sale. Relief is to be available even
though the taxpayer moved into his new residence and rented the old
one temporarily before its sale. ~Similarly, he may obtain relief even
though he rents out his new residence temporarily before oceupying it.

The special treatment is to be available only with respect to one
saic or exchange per year, except when the taxpayer’s new residence
is involuntarily converted, in which case he is to be treated as though
a vear had elapsed since the time of the previous sale of an old residence.

The ownership of stock in a cooperative apartment corporation is to
be treated as the equivalent of ownership of a residence, provided the
purchaser or seller of such stock uses the apartment which it entitles
him to occupy as his principal residence.

Regulations are to be issued under which the taxpayer and his spouse
acting singly or jointly may obtain the benefits of the bill even
though the spouse who sold the old residence was not the same as the
one who purchased the new one, or the rights of the spouses in the new
residence are not distributed in the same manner as their rights in the
old residence. These regulations are to apply only if the spouses
consent to their application and both old and new residence are used
by the taxpayer and his spouse as their principal residence.

Where the taxpayer’s residence is part of a property also used for
business purposes, as in the case of an apartment over a store building
or a home on a farm, and the entire property is sold, the provisions
of both bills apply only to that part of the property used as a resi-
dence, including the environs and outbuildings relating to the
dwelling but not to those relating to the business operations.

These provisions apply to a trailer or houseboat if it is actually used

as the taxpayer’s principal residence.



REVENUBE ACT OF 1951 37

In order to protect the Government in cases where there is an
unreported taxable gain on the sale of the taxpayer’s residence, either
because he did not carry out his intention to buy a new residence or
because some of the technical requirements were not met, the period
for the assessment of a deficiency is extended to 3 years after the tax-
payer has notified the Commissioner either that he has purchased
a new residence, or that he has not acquired or does not intend to
acquire a new residence within the prescribed period of time.

The benefits of both your committee’s bill and the House bill will
apply to the sale of a taxpayer’s principal residence made after

December 31, 1950,
The revenue loss will be about $112 million annually.

6. Percentage depletion

Under existing law depletion based on cost is available to all mining
industries and in addition percentage depletion is available to oil, gas,
sulfur, metal mines, and certain nonmetallic minerals.  The allowable
rate of percentage depletion is 5 percent in the case of coal, and 15
percent in the case of the other nonmetallic minerals except sulfur
which is allowed 23 percent. .

The testimony received by this committee both in connection with
this bill and the bill which became the Revenue Act of 1950 revealed
that in o number of cases nonmetallic minerals which are not in the
enumerated group under existing law are competitive with those re-
ceiving percentage depletion, or have just as good a claim for such
treatment as the enumerated minerals.  The testimony also indicated
that the 5-percent rate allowed coal is of little practical value, and
that the coal mining industry is peculiarly in need of more favorable
tax treatment because of the inroads which alternative sources of
energy, particularly oil and gas, have made on the potential markeots
of coal.

Both section 319 of your committee’s bill and section 304 of the
House bill set up a new group of minerals to which percentage deple-
tion is available at the rate of 5 percent. Both bills extend this rate
to sand, gravel, slate, stone (including pumice and scoria), brick and
tile clay, shale, oyster shell, clam shell, granite, and marble. In
addition, your committee has added to this category entitled to the
5-percent rate sodium chloride, and, if from brine wells, calcium
chloride, magnesium chloride, potassium chloride, and bromine. In
the allowance of percentage depletion for these items, your commit-
tee does not intend to reduce allowances now granted. For example,

otash is allowed percentage depletion at 15 percent under present
aw, and your committee does not intend to reduce this allowance
with respect to potash or any of itssalt derivatives which are presently
receiving percentage depletion at 15 percent. The bill also makes a
technical change in this portion of the House provision by including
slate as a separate item rather than including it as a type of stone as
in the House bill, ;

The House bill also included asbestos at the new 5-percent rate.
Because of the importance of this product and the smallness of its
supply in this country, your committee has allowed asbestos a 10-
percent rate. Both bills increase coal from its present 5-percent rate

to 10 percent.
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The House bill added to the list of nonmetallic minerals, to which
pereentage depletion is available at a 15-percent rate, borax, fuller’s
carth, tripoli, refractory and fire clay, quartzite, perlite, dintomaceous
carth, and metallurgical and chemical grade limestones.  Your com-
mittee’s bill, on the other hand, provides that these items added by
the House are to receive percentage depletion at the same 10-percent
rate accorded coal and ashbestos. In addition to these items, your
committee has added a 10-percent rate for wollastonite, which is
important as an insulating and fireproofing material and thus com-
petitive with other items presently accorded similar treatment, and
the magnesium compounds magnesite, dolomite, and brucite.

Your committee’s bill adds to the nonmetallic minerals presently

receiving 15-pereent depletion, aplite.  This material, which is found
in only small quantities in this country, is closely related to feldspar,
which already receives 15-pereent depletion.
» Your committee has also made two technical revisions in the 15-
percent depletion section of the House bill. - The latter includes at
the 15-percent rate “thenardite (including thenardite from brines or
mixtures of brine).”  Your committee has eliminated the parentheti-
cal limitation as unnecessary and beeause it might give rise to doubt
as to certain other of the enumerated products.  For example potash,
trona, and borax are also frequently recovered from brines or mixtures
of brine.  The phrase “mines and other natural deposits” is clearly
broad enough to include brines as well as all other natural sources.
The particular type of source is immaterial.

The names of all the various enumerated minerals are of course in-
tended to have their commonly understood commercial meaning.  For
example, the term “thenardite” applies to sodium sulphate, also
known as salt cake; the term “trona’” to sodium carbonate and sodium
bicarbonate, also known as soda ash; and. the term “borax’” to boron
mincerals generally.

Your committee has also amended the House provision which reads
“ball and sagger clay” to read “ball clay, sagger clay” in order to
remove the implication of the House bill that these are not separate
types of clay.

Many of the above changes were provided in the House version of
the bill which became the Revenue Act of 1950 but they were elim-
inated by your committee and from the final legislation largely be-
cause of the revenue loss involved. 1t is apparent, however, that the
need for equalization is substantially greater now because of the
additional taxes imposed under the legislation of 1950 and under this
bill. Therefore, the committee helieves that the proposed extension
of the percentage depletion system is necessary in spite of the revenue
loss involved. The {atter is estimated to be about $76 million in a full
vear’s operation. _ ‘ _

_ The amendments made by this scetion of the bill apply to taxable
years beginning after December 31, 1950.

7. Family partnerships

Section 339 of your committee’s bill is intended to harmonize the
rules governing interests. in the so-called family partnership with
those generally applicable to other forms of property or business. Two
principles governing attribution of income have long been accepted as
basic: (1) income from property is attributable to the owner of the
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property; (2) income from personal services is attributable to the per-
son rendering the services.  There is no reason for applying diflerent
principles to partnership income. If an individual makes a bona fide
aift of real estate, or of a share of corporate stock, the rent or dividend
income is taxable to the donee. Your committee’s amendment
makes it clear that, however the owner of a partnership interest may
have acquired such interest, the income is taxable to the owner, if
he is the real owner.  If the ownership is real, it does not matter what
motivated the transfer to him or whether the business benefited from
the entrance of the new partner.

Although there is no basis under existing statutes for any different
treatment of partnership interests, some decisions in this field have
ignored the principle that income from property is to he taxed to the
owner of the property. Many court decisions since the decision of
the Supreme Court in Commassioner v. Culbertson (337 U. S. 733)
have held invalid for tax purposes family partnerships which arose
by virtue of a gift of a partnership interest from one member of a
family to another, where the donce performed no vital services for
the partnership. Some of thest cases apparently proceed upon the
theory that a partnership cannot be valid for tax purposes unless
the intrafamily gift of capital is motivated by a desire to benefit the
partnership business.  Others scem {o assume that a gift of a partner-
ship interest is not complete because the donor contemplates the
continued participation in the business of the donated capital. How-
ever, the frequency with which the Tax Court, since the Culbertson
decision, has held invalid family partnerships based upon donations
of capital, would scem to indicate that, although the opinions often
refer to “intention,” “business purpose,” “reality,” and ‘““control,”
they have in practical effect reached results which suggest that an
inteafamily gift of a partnership interest, where the donce performs
no substantial services, will not usually be the basis of a valid partner-
ship for tax purposes. We are informed that the scttlement of many
cases in the field is being held up by the reliance of the field offices
of the Burcau of Internal Revenue upon some such theory.  Whether
or not the opinion of the Supreme Court in Comimissioner v. Tower
(327 U. S. 280) and the opinion of the Supreme Court in Commassioner
v. Culbertson (337 U. S. 733), which attempted to explain the Tower
decision, afford any justification for the confusion is not material—
the confusion exists.

The amendment leaves the Commissioner and the courts free to
inquire in any case whether the donee or purchaser actually owns the
interest in the partnership which the transferor purports to have given
or sold him. Cases will arise where the gift or sale is a mere sham,
Other cases will arise where the transferor retains so many of the
incidents of ownership that he will continue to be recognized as a
substantial owner of the interest which he purports to have given away,
as was held by the Supreme Court in an analogous trust situation
involved in the case of Helvering v. Clyfford (309 U. S. 351). The
same standards apply in determining the bona fides of alleged family
partnerships as in determining the bona fides of other transactions
between family members. Transactions between persons in a close
family group, whether or not invelving partnership interests, afford
much opportunity for deception and should be subject to close scru-
tiny. All the facts and circumstances at the time of the purported
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gift and during the periods preceding and following it may be taken
into consideration in determining the bona fides or lack of bona fides
of a purported gift or sale. ,

Not every restriction upon the complete and unfettered control by
the donee of the property donated will be indicative of sham in the
transaction.  Contractual restrictions may be of the character inci-
dent to the normal relationships among partners. Substantial powers
may be retained by the transferor as a managing partner or in any
other fiduciary eapacity which, when considered in the light of all the
circumstances, will not indicate any lack of true ownership in the
transferce.  In weighing the effect of a retention of any power upon
the bona fides of a purported gift or sale, a power exercisable for the
benefit of others must be distinguished from a power vested in the
transferor for his own benelit.

Since legislation is now necessary to make clear the fundamental
principle that, where there is a real transfer of ownership, a gift of a
family partnership interest is to be respeeted for tax purposes without
regard to the motives which actuated the transfer, it is considered
appropriate at the same time to provide specific safeguards—whether
or not such safeguards may be inherent in the general rule—against
the use of the partnership device to accomplish the deflection of income
from the real owner,

Therefore, the bill provides that in the case of any partnership
interest created by gift the allocation of income, aceording to the terms
of the partnership agreement, shall be controlling for income-tax pur-
poses except when the shares are allocated without proper allowanco
of reasonable compensation for services rendered to the partnership
by the donor, and except to the extent that the allocation to the
donated capital is proportionately greater than that attributable to
the donor’s capital.  In such cases a reasonable allowance will be
made for the services rendered by the partners, and the balance of
the income will be allocated aceording to the amount of capital which
the several partners have invested.  IHowever, the distributive share
of a partner in the carnings of the partnership will not be diminished
because of absence due to military service.

When more than one member of a family is & member of a partner-
ship, all interests purchased by one member of the family from another
will be treated as though the transfer were made by gift. For this
purpose the family of an individual includes his spouse, ancestors,
lineal descendants, and any trust for the primary benefit of such
persons,

The amendment made by the House bill was made applicable only
to taxable years beginning after December 31, 1950, with the express
intention that no inferences were to be drawn from the enactment of
the amendment with respect to taxable years beginning prior to
January 1, 1951. Apparently with respect to prior taxable years the
House amendment would have left the status of family partnerships
to be determined under existing law. As the above discussion clearly
indicates, the application of existing law has been extremely uncertain.
Your committee believes that it is equally important te establish a
rule which can be used with respect to those prior years, thus mini-
mizing the necessity for litigation in-this arca. Therefore, your com-
mittee has provided that the amendment shall; at the election of
any member of such a partnership, be effective with respect to any

\
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open taxable year since December 31, 1938, that date heing just
prior to the enactment of the Code. Such an election will be valid
only if any other members of the partnership whose taxable income
would be increased consents to the assessment and collection of such
deficiency, or if the taxpayer who would be entitled to arefund or re-
duction of his tax liability consents to the reduction of such refund or
tax decrcase by the amount of the related taxpayer’s additional tax.

8. Gains from sales of livestock

Scction 117 (j) of the code provides, in effect, that a net gain from
sales of “property used in the trade or business’ of a taxpayer and held
for more than 6 months is to be treated as a capital gain,  In the case
of a loss, it is to be treated as an ordinary loss. However, section
117 (j) states that this treatment is not to apply to “property of a kind
which would be properly includible in the inventory of the taxpayer if
on hand at the close of the taxable year, or property held by the tax-
payer primarily for sale to customers in the ordinary course of his trade
or business.” In the case of farmers there has been considerable con-
fusion and dispute for several years as to whether all livestock held for
draft, dairy, or breeding purposes is “property used in the trade or
business,” or whether in some cases the livestock should be deemed
held “primarily for sale to customers in the ordinary course of his trade
or business.” .

Rulings of the Treasury Department issued in 1944 and 1945 held
that the capital gains treatment was applicable only in the case of
unusual sales such as those which would reduce the normal size of the
herd or those resulting from u change of breed or other special circums-
stances, and that the capital gains treatment would not apply to the
customary sale by a farmer of old or disabled animals culled from the
breeding herd and replaced by young animals produced by the breed-
ing herd.  Tarly in 1949 the United States Court of Appeals, Eighth
Circuit, held in the Albright case (173 F. 2d 399) that animals used for
breeding purposes, whether or not sold as culls in the ordinary course of
business, constituted ‘“property used in the trade or business” within
the meaning of section 117 (j). That decision specifically applied to
dairy eattle and hogs but was applicable by implication to other types
of livestock.

Notwithstanding the Albright decision, the Treasury Department
continued to adhere to its position initiated in the 1944 and 1945
rulings, pending possible contrary decisions in other courts which
might result ia a conclusive decision by tlte Supreme Court. The
Revenue Act of 1950 as passed by the Seaate contained a provision
intended to clarify this situation, but this was rejected in conference,
principally because it referred to “cattle’” aad thus did not clear up
the situation with respect to other forms of livestock such as sheep
and hogs. However, the conferecnce committee expressed the hope
that the Treasury would follow the Albright decision.

In January 1951 the United States Court of Appeals, Fifth Circuit,
decided the Bennett case (186 F. (2d) 407) in a manner similar to the
Albright decision. Subsequently the Bureau of Internal Revenue
issued a ruling, Mim. 6660, stating that the capital gains treatment
provided by section 117 (j) would be applied to sales of culls. How-
ever, this ruling contained a statement that this treatment might not
be applied in the case of animals-‘“not used for substantially their full
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period of usefulness.” This exception appears to have resulted in new
uncertainties, and it has been stated that Bureau agents are inter-
preting this ruling to mean that only animals which have completely
outlived their usefulness can qualify for the capital gains treatment,

The House bill added a new sentence to seetion 117 (§) (1) providing
that the term “property used in the trade or business” includes
“Tivestock held by the taxpayer for draft, breeding, or dairy purposes
for 12 months or more.”  In view of the uncertainties resulting from
the recent ruling (Mim, 6660), section 324 of your committee’s bill
restates the sentence contained in the House bill as follows:

Such term also includes livestock, regardless of age, held by the taxpayer for
draft, breeding, or dairy purposes, and held by him for 12 months or more from
the date of acquisition.

Under your commitiee’s bill, the term “livestock’ does not include
poultry except that it does include turkeys, regardless of age, held by
the taxpayer for breeding purposes and held for 12 months or more
from the date of acquisition.  Thus section 117 (j) will apply to live-
stock used for draft, breeding, or dairy purposes, and to turkeys used
for breeding purposes, whether old or young; and the holding period
will start with the date of aequisition, not with the date the animal
or fowl is put to such use.

The provision of the House bill is effective with respeet to taxable
years beginning after December 31, 1950.  Your committee’s bill
makes the amendment applicable with respect to taxable years be-
ginning after December 31, 1941, except that the extension of the
holding period from 6 to 12 months and the amendment with respect
to poultry and turkeys hoth apply only in the case of taxable years
beginning after December 31, 1950. _

Your committee believes that the gains from sales of livestock should
be computed in accordance with the method of livestock accounting
used by the taxpayer and presently recognized by the Burcau of
Internal Revenue. :

The revenue loss under this provision is expected to be $15 million
in a full year of operation. :

9. Coal royalties

Section 325 of your committee’s bill, which is similar to section 307
of the House bill, provides tax relief for the recipients of coal royaltics.
Most leases on coal properties are long-term and call for royalty pay-
ments expressed in cents per ton.  Therefore, the lessor does not re-
ceive the automatic adjustment for price changes which occurs when
a royalty is expressed as a percentage of the value of the mineral ex-
tracted from the property. Many of the existing coal leases are old
and their royalty payments are small.

1t is reported also that as a practical matter the lessor of a coal
property is not likely to henefit from percentage depletion even under
the new 10-percent rate provided in this bill, although it is anticipated
that this rate will be of material benefit to the coal operators.

This section extends to the recipients of coal royalties the capital
gains treatment now available to timber under section 117 (k) (2) of
the code. It is intended by this provision of your committee’s bill
that coal royalties receive the same treatment as timber royalties.
In the case of timber coming under this section, percentage depletion
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is not allowed, and it also is not to be available in the case of these coal
royalties,

Considerable uncertainty now exists as to the proper interpretation
of the clause “held for more than 6 months prior to such disposal” in
section 117 (k) (2) of the present law, because of a recent decision of
the Tax Court (Springfield Plywood Corp., 15 T'. C. No. 91) which
held, under the particular facts in that case, that disposal of the timber
occurred when the lease was made and not when the timber was cut,
Your committee believes that, whatever the legal technicalities may
be, the lessor’s holding period should run to the time the coal is mined
or the timber is cut, as the case may be, and the provisions of the
House bill are amended to so provide.

In order to differentiate a lessor entitled to receive royalties from a
person participating in the operation of a mine, the provisions of
the House bill are inapplicable if the owner of the coal is “person-
ally obligated to pay a share of the cost of mining operations.”
Sinee lessors who have no interest in the operating profits of a mine
may nevertheless pay real estate taxes, exploration expenses, or other
expenses, your committee’s bill provides, instead, that thosc pro-
visions shall be inapplicable to ‘““income realized by the owner as a
coadventurer, partner, or principal in the cutting of such timber or
the mining of such coal.”

It is also made clear that these provisions do not apply to a lessce,
and that the term “coal” includes lignite,

Because treatment of coal royaltics as capital gains will auto-
matically exclude such income from income subject to excess-profits
tax, your committee’s bill provides conforming amendments to the
excess profits tax law. Where the taxpayer computes his excess profits.
credit. by the income method, these royalties are to be excluded from
the taxpayer’s base period income.  Similarly, for the purposes of com-
puting the invested capital eredit and computing capital changes, the
lessor’s interest in the coal property from which the royalties are
derived is to be treated as an inadmissible asset. -

Section 325 applies to taxable years ending after December 31, 1950,
but only with respect to amounts received or accrued after that

date.
The revenue loss involved is estimated to be about $10 million

annually,

10. Ezxpenditures in the development of mines

Under existing law and regulations all expenditures made with
respect to a mine prior to the time it has reached the procduction
stage must be capitalized, except that incidental income from the
production of ore while the mine is being developed is offset by de-
velopment expenditures, only the excess of such expenditures over
such receipts being capitalized. Amounts so capitalized are de-
ductible for income-tax purposes only through depletion allowances.

Included in the expenditures which must be so capitalized are the
costs of shafts, tunnels, galleries, ete., which are necessary to make
the ore or other mineral accessible. Such expenditures are required
to be capitalized only until the mine reaches the production stage,
which occurs when the major portion of the mineral production is
obtained from workings other than those opened for the purpose of’
development, or when the principal activity of the mine becomes the:
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production of developed ore rather than e development of additional
ores for mining.

‘After a mine reaches this production stage continued expenditures
must be made to extend tunnels, galleries, ele., as the working faco
of the ore or other mineral recedes.  Such expeaditures are deductible
currently, unless extraordinary in scope, in which case they are treated
as prepaid expenses to be deducted ratably as the ore benefited by the
expeaditure is produced and sold.

1t is believed that the expenditures for the development of a mine—
those incurred after the existence of ores or minerals in commereially
marketable quantities has been disclosed-—are essentially similar to
those incurred after the production stage has been reached, and, like
those, should he treated as expenses relating to the production of the
ore or minerals.

This is particularly important where the depletion allowance is a
percentage of the gross income from the property. This allowance is
the same whether a large expenditure or a relatively small one is neces-
sary to develop the mine in order to enable the ore or mineral to be
extracted, with the result that mines with relatively large development
costs are subjected (o unfairv diserimination.  Moreover, where per-
centlage depletion is used, the development costs are never specifically
deductible for tax purposes, except in y ars when the deduction avail-
able under cost depletion exceeds that which may he taken under per-
centage depletion.
. The requirement that development expenditures must be capital-

ized presents a serious obstacle to expansion in the mining industry.
This is especially serioug at the present time because of the shortage
of many essential minerals and the desirability of major developments
in the case of certain minerals such as iwron which are necessary to the
defense effort.

The House bill provides that expenditures paid or incurred after
December 31, 1950, in the development of a mine or other natural
deposit. are to be deduetible ratably over the period during which the
ores or minerals henefited by such expenditures are sold.  This provi-
sion applies even though the ore or minerals were produced in a year
other than the vear of the sale. However, this rule applies only
when the expenditures are made after the existence of ores or minerals
in commercially marketable quantities has heen determined and the
development stage has begun. It is not applied to oil or gas wells,
where the problem at issue has been dealt with through the optional
deduction of intangible drilling and development costs in the ycar
they are incurred. |

Expenditures made for the purchase of depreciable property are not
to be counted as development expenditures for this purpose but the
depreciation charges which appear as the result of the use of such
property for development purposes may qualify for such treatment as
development costs.

Expenditures made for development will continue to increase the
adjusted basis of the mine for computing gain or loss as under existing
law; however, this basis will then be reduced as the deductions allow-
able undér this provision of the House bill occur. Although thus
included in the adjusted basis for the purpose of computing a gain or
loss from a sale, in order to prevent duplication of tax benefits, such
development expenditures are not to be taken into account in deter-
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mining the adjusted basis of the property for the purpose of computing
depletion based upon costs, :

Your committee’s bill retains the principle of the House bill.  How-
ever, scction 309 of your committee’s bill provides that the taxpayer
may elect either to deduct development expenditures, whether incurred
before or after the production stage has been reached, in the year
when they are incurred, or to treat development expeaditures incurred
before the production stage has been veached as deferred expenses,
to be deducted ratably as the ore or mineral is sold. This second
alternative is the same as under the House bill.  Such an election
may be made for each yecar, but must be for the total amount of net
development expenditure made in that year with respect to the mine.
As under the House bill, if the taxpayer eleets to defer development
expenditures the amount so deferred will be included in the basis of
the mine for the purpose of determining a gain or loss on its sale,
and the basis will be reduced as the deductions, allowable wheun ore
or mineral is sold, are made.

Your committee’s bill also provides that if the taxpayer elects to
defer the deduction of development expenditures incurred during the
development stage, the amount to be so deferred in any yvear will be
the excess of the development expenditures in that year over the net
receipts during that year from the ores or minerals produced.

This provision of your committee’s bill is effective with respect to
taxable years beginning after December 31, 1950.

It is estimated that in a full year’s operation this provision will
involve a revenue loss of about $20 million annually.

11. Venture capital companies

Section 336 of this bill will permit certain so-called venture capital
companics to qualify as regulated investment companies.  Under
Supplement Q of the code, regulated investment companies which
distribute currently at least 90 percent of their income, and meet
certain other tests set out in section 361 (b) of the code, are not taxed
upon amounts distributed to sharcholders. One of these tests is that
the company must not invest more than 50 percent of its assets in
companies in which it holds more than 10 percent of the value of the
voting sccurities. This rule has the effect of denying special treatment
to companies which undertake to control the enterprises in which the
bulk of their funds are placed. It clearly excludes a holding company
in the ordinary sense of the word.

-It has been brought to the attention of this committee that the
10 percent stock-ownership limitation constitutes a serious impedi-
ment to the development of so-called venture capital companies,
These are investment companies which are used principally to provide
capital for other companies engaged in the development or exploita-
tion of inventions, technological improvements, new processes and
products which were not previously generally available. In such cases
the investment company must provide most of the capital needed to
finance the venture and will frequently hold more than 50 percent of
its assets in stock representing more than 10 percent of the voting
stock of the operating companies. As a result, it cannot qualify under
Supplement Q if it invests more than 50 percent of its assets in such
companics. Unless this rule is amended, 1t will not be possible for an
investment company to devote itself principally to the development
of such ventures and obtain the benefits of Supplement Q.
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The venture capital company promises to serve as an instrument for
dirccting an increasing portion of the current savings of the country
into the small, innovating ventures which are so important for long-run
economic progress. Therefore, section 336 of this bill amends section
361 of the code so as to pvmub venture capital companics to qualify
as regulated investment companies. This is accomplished by waiving,<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>