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TAX EVASION AND AVOIDANCE

TUESDAY, JUNE 20, 1937

JointT CommiTTEn OoN Tax EvasioN AND Avo;nANcE
Washington, D.C.

The joint committee met in the hearing room of the Committee on.

Ways and Means in the New House Office Building, at 10 a.m., Hon.
Robert L. Doughton - (chairman) presiding,

The CrairmaN, The committee will be in order. Are you ready,
Dr, Magill? .

Under Secrotary MaciLL, Yes, sir, _

The OnairMaN. T notice in some of the New York papers that
certain of the statoments made by witnesses relative to personal
holding companies have been disputed or challenged. Have you
anything to say with respect to those statements? I suppose you
have seen them. .

Under Secretary MaoiLn. I have seen statoments regarding_the
New York Sun, Ino,, and regarding Consolidated Publishers, Inc.,
both of which I believe came out in the New York Sun and in the New
York Times. Are those the ones you have reference to? )

The CuairmaN, Yes. Do you have anything to say relative to
those statements? Usually we do not notice statements of that kind,
but I thought those perhaps were worthy of notice. .

Under Secretary MaaiLL, I shall be glad to put that in the record
if you want it. As soon as we saw tho statements, I asked the
Commissioner and the men who have been working on this to check
them for accuracy, to see what the facts are to be.

The facts are, as far as we can Jscertain, precizely as we _presented
them to you here last week; that is, that in the case of the New York
Sun and also of the Consolidated Publishers, both companies file
personal holding company returns under section 351, Of course we
do not know what the motive may have been of the persons that
organized those two companics, and they can tell you about that
better than anyone else, but anyway both companies did file personal
holding company returas. ‘ .

In both cases they were used by the Comnissioner for the purpose
of showing that by moans of these various allowances which the com-
panies took they avoided any substantial tax under section 351,
although both companies had arge earnings, and the tax would have
been much greater had the earnings been taxable to the persons who
had the beneficial interest in the two companies.

Further, I noticed in the Sun’s statoment the Sun mede a good deal
of the fact that the proferred or “A” stock, the first proferred, was
owned by various employees, - No statement was made with respect
to the common or the second preferred. The information we have is
that the common is .owned by, the Dewart family and not by these
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198 TAX EVASION AND AVOIDANCE

employees about which the statement enlarged upon. So that the
summaries of the fucts are so far as we can see precisely as we stated
them last week, and the two companies, though doubtless perfectly
]eﬁally organized, were availed of for the purpose of reducing taxes
which otherwise would have been imposed.

The CHAIRMAN. As to the motive, that is a matter for them to
explain to the public?

nder Secretary MaacriuL. I do not question their motive in the
matter. I do not know what their motive was, but I do know that
both of them had personal holding companies, and both of them did
effect tax savings.

The Cuarrman. You know the action taken by them, and as to the
motive and as to the interpretation the public may ﬁluce upon that
action, that is not a matter with which you have anything to do, is it?

Under Secretary Maarun, Yes, sir, You will recall that we said
at the very beginning, which of course is rather obviously true, that
we cannot tell about a tax{)uyer’s motive. We do not know why
they did what they did. All we know is what they did and what the
effect on the revenues was, and we are presenting these cases in that
way,

’l‘he. CuamrmaN, Who 18 your next witness, Dr. Magill? Did
Commissioner Helvering finish with his statement? The chairman was
not present when he concluded.

Under Secretary MacILL. I think the Commissioner has concluded.
It was our purpose this morning with your approval to proceed to a
somewhat more_ detailed discussion of some othors of these personal
holding companies, as showing how they are used for purposes of large
tax savings; that is, to elaborate in more detail upon what the Com-
missioner mentioned last week. Then, tomorrow, it is our purpose to

o ahead with a discussion of the incorporated yacht, the incorporated
arm, and artificial deductions among membors of the family. .

Mr, Fortas will present the material this morning. Mr, Fortas is
an attorney with the Securities and Exchange Commission, who has
been working particularly on corporate organization, and we horrowed
him for the purposes of this investigation, because of his special
familiarity with this field. Mr, Fortas has worked up this material
with respect to personal holding companies, and will present it now.

STATEMENT OF ABE FORTAS, ASSISTANT DIRECTOR OF THE
PROTEOTIVE COMMITTEE STUDY, SECURITIES AND EXCHANGE
COMMISSION ‘

The Crairman. Mr, Fortas, will you please give your full name and
address, your official position, and the capacity in which you appear,
for the purpose of the record . )

Mr. Forras. My name is Abe Fortas, My address is Washington.
I am assistant_director of the Protective Committee Study at the
Securities and Exchange Commission, .

- Mr. Chairman, before I start my statement, I would like to offer
for the record a document which I have headed table III, This docu-
ment is offered in response to a suggestion made b{ Senator Harrison
at the last session of the committee. This table III lists the names of
personal holding companies and their owners as shown on table 11,
which is already in the record. It further supplies information with
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respect to the address of these individuals and their personal holdin

place of incorporation of the person:
holding companies. I offer this for the record.

companies, and it gives the

e CHairMAN, Without objection, it will be inserted i in the record.

(The table referred to is as follows:)

TasLp II1.~—Personal holding companies and owners

Personal holding company and address

Principal owner

lee of llnoomo'

Acmarn Securities Corporation, Atlanta, Gu.
Baltic Seouritles Corporation, Jorsey duy,

Beech Corporatlon Newark. N.Y.......
Burton Securities Co., FInidf......o...oue
Cherokee Securitles Corpomuon, Delaware. .

osa ke Beourities Corporation, New

Ola ttona & . Ltd., Oanada and Now York
Couloaood COrenananvrsssancossarcerssananass

Dayton Investment O0..cuvesccercansavosans| @

D:'lmare Realty and Investment Co,, Dela
Col, H, A, du Pont Co,, Wilmington, Del...

Elalfre] Co,, DOIAWALB..e.cveanzoszresansas

Ellt)or'n Investment Co., Ino., Wiimington,
D, R, Fisher Co., Washington....ceeeeaneee
The O, W Fisher 0o, WashIBRI- e
. D, Fisher Investment Co., Beame. Wash.
Habslu Trading Oorposation, New York

City
Hannan Securities Oor&oranou. Delaware...
w W llawklnss Co., i Cityeueenn
o.. New Y01 Clty.
Hudlon Co,, Delaw.

Qevensnawmasncs

Jaxon Corpomtlon. Jemy City, N., Joaians
Jegnlyn Securities Corporation, Jersey City,
MK, Lng, Dol Ml v siyoocizees|
M land Inves mePt Co., Deliware.........
e T e a7
New York Bun, Ino., New York Olgy...,...
Northern Exploration Corporation, Jersey
Orchard Oorpomtlon. Jersey City, N, J.....
Bk Corporetlon, New Xerk O si-i57 -
%ow.\t Corporation, Wilmington, Del......

(=}

enappl Corporation, Witmington, Dei.....| Mrs

mo Oor%ration, Jorse; KOlty I%J | A

ration,
rt nolcﬁge Oor'pomlou, New’ York

gobm}?gorl DB 0D, et
lnvmgmt Oorporation, Diefroft,

’l‘hotu L, sldlo Oo.. OblOuaesnresnaensnenne
0

nd o..an"“""1‘)“112':2111222:
m'r r ’ ‘Oiﬁr.j......
Stern W %?rpo Jon, Yersey

N.J
Wortg'moe. Oorpomlon, Olaymont, Del...

R, W. Woodruﬂ Wilmington, Del....
Charles E. Merrl 1], New York City...

Edmund O. Lynoch, New York City..
Thomas W. Lamont, New York Olty.
{’V L. lrl‘ur n....

Virglnla Campboll
Isabel Willys, New York City........

AW, Mallon, Pau.Mollon. Allsa Mel-
jon, Pitts urlg
eﬁrzo D. ayton, Minneapolls,

€. 0, 0 POltusnsnreennsannnrecansons

Rstate of H, A, du Pont, H. ¥, du
ont, trustes, Delaware.

PV QU PO e saeenressans

R, 0. du PoDb.cuceernnncsovescennanas

D R, Fl»h:x;........................
O: D Fiener: Heattie, Washeoooo 2"
Huarry A lfrﬁy......'.................

Henry T, Hannan, ........‘............
Mr. and Mrs, W, W, ? KiDS eeecane
Ro, .“v&ng{owud uné:vi Beraeecnnsmnee
1} n--. Weseqnavess
. {rene Jackson Y bious Teat Neok,

Edmund O. Lynoh, Ncw York Olty..

€0l corsvsansnn sensnusn

Alred iﬁﬂlm\n. Neow York Gity.o....

Robert Ni asaeesesnananeyEnnasanE

ling d¢ Pont Dean, Dalaware.....

"1‘“ LD Bloan, N md’:
' Dow wlu.

Ohut‘u%ayden (dooasood)...........
Ohmlos Mmill. New York Oity...
W, .Paloy New otk Olty. ........
Mr, and Dunonn i’hlillps.

Was
Ptmafx‘%on‘t Wikintsgton, Del......
£ W du Pont Rm.ﬁommmﬁn,

AII!)' P, Sloan, Now York Olty......

ssmansussinaane

Jnco upvm. Now %ork Olty.een. o0

ps vameveenvonns
Eotm lrﬁer.m lt.h P18 eenrane
'l‘homu !4. Bidlo s3znsesssagassrannee
J.mm.nu S bt ”’%1‘%‘.‘!:::
{gr.: ‘Kfmﬁ Dok ol

gu%i hLyn ow York Olty..

Buneasencnan

Delaware,
Do,

New Jorsey.
Florida,
Delaﬂvam.

o,
Canada.
Delaware,
Minnesota.
Delaware.
Do.

Do,
Do,

Wuld:ﬂon.

New \%tk.

Maryland,
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Missourd,

Del awm.
New 1?0:):.
Delaware.

0,
0,
0.
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Naw York,
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Mr. Fortas, Mr. Chairman, and gentlemen of the committee, as
Mr. Magill said, I propose today to continue a discussion of the use
of corporations subject to section 351 of the revenue act; that is, the
personal holding companies. You will recall that this matter was dis-
cussed in a %c;neral way by Commissioner Helvering, at your last ses-
sion. The Commissioner showed the loss of revenue resulting from
the use of personal holding companies by certain wealthy individuals.
He described the operation and effect of the structure of section 351
and of its provisions allowing certain deductions in order to arrive at
the taxable income figure (the undistributed adjusted net income), as
it is called in the act.

Allow me to restate the problem before proceeding to my discussion.,
From the time of the first income-tax law in 1913 to the present, Con-

ess has been concerned with the use of corporations by individuals

or the f{)urpose of avoiding the full incidence of the surtax upon them.
In the first revenue act passed in 1913, and in every revenue act there-
after, Congress included a provision imposing a syrtax on corporations
which unreasonably accumulated income for the purpose of avoiding
surtax levies which their owners would otherwise have to pay.

As the committee discussed at its last session, this provision (now

own as sec, 102) was supPlemented in the 1934 act by section
351. This section defined as “‘personal holding companies’” & certain
type of closely held corporation which received at least 80 percent of
its income from sources which normallfr represent not operating profits,
but returns upon accumulated capital. .

. The purpose of this provision was clear, and it was stated as defi-
nitely and clearly as possible in the reports of the various committees
of Congress which considered the provision, They recognized that
perhaps the most prevalent form of ¢ax avoidance practiced by indi-
viduals with large incomes was the use of “incorporated pocket-
books.” The tax was therefore fized 20 as to induce distribution of
the income of the corporation, or to permit accumulation. only at an
additional cost in taxes. ’

Without question, in terms of revenue derived by the Government,
section 361 was an improvement over the prior system. But as
Commissioner Helvering stated, and as I wish further to show, the
matter demands further congressional attention. Individuals, with
the help of resourceful tax lawyors and consultants, are still escapmg
payment of their fair share of taxes by use of the “incorporate
pocketbook.” " . . )

I propose to describe in detail certain cases in which corporations
have been used for tax avoidance by their owners, even though those
corporations are subject to section 851 of the revenue act as personal
holding companies. = We shall later present to the committee a study
of cases in which corporations which are not olassified s personal
holding companies are used for the same purpose.

he cases which 1 shall discuss cover variously the tax years 1934,
1935, and 1938, They are all the cases, relevant to my present pur-
poses, which could be completed for presentation at this time, Some
of them are prosently under consideration by the Bureau, deficiencies
of various sorts having been asserted. In some, claims under section
102 for unreasonable accumulation in years prior to 1934 have been
asserted, In others, deductions and credits taken on the returns
have been challenged. Because these matters are stilll pending, I shall
not refer to these controversies in connection with individual cases,
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1 wish to descrike to the committee in some detail by discussion of
typioal cases, the nature of these personal holding companies—their
assots, liabilities, the sources of their income, and the extent of their
accumulation of income. I shall also show how these companies
enabled their owners to avoid taxes, and the actual amount of taxes
s0 avoided.. g

In addition, I shall address myself to specific problems which have
become apparent in the administration of section 361. This discus-
gion will further illuminate the means adopted by individuals to take
maximum advantage of technical loopholes in the statute, in order
to obtain the greatest possible reduction in taxes, .

I shall discuss the subject under separate headings, First, I think
I should explain the difficulty of oclassification in connection with
cases of this kind. There is bound to be overlapping, but cases usually
have predominant aspects which serve as a basis for division of the
subject into the following headings:

1. The saving in the ordinary case through the use of the personal
holdu’ig company as & tax-saving device. .

2. The use and abuse of the deduction provisions of the statute,
including (@) the ordinary deduction provisions contained in section
23, and (b) the special deduction provisions contained in section 351.

Mr. Chairman, before I go into these individual cases, may I ask a
favor of the committee? I shall be reciting rather complicated figures
from time to time, and I should like to be able to recite them in
round numbers with the understanding that the reporter will copy
the exact figures in the record.

The CrHatRMAN. I am sure there will be no objection to that,

Mr. Forras. Let me first describo to you a fairly typical, large
personal holding compan{, to show the naturs of its assets and its
use to avoid payment of taxes which its owne: would have to pay, if
it had not been utilized, The Central Shares Corporation was incor-
g‘omtod in the State of Delaware. Its officers are in-Chattanooga,

enn, It is owned by Mr. Cartter Lupton, & resident of Chatta~
nooga. Mr. Lupton formed this corporation in February 1932, and
transferred to it his extensive holdings of stock in about 30 commercial
corporations eniaged in bottling Coca-Cola. These, together with
cortain nontaxable securities, constitute the principal assets of the
corporation, )

he immense value of these stocks is shown by the dividends
received therefrom, about $500,000 in 1934, $650,000 in 1935, and
$900,000 in 1936, .

These are the dividends received from the stocks. It does not
appear that this corporation performs any substantial operating
activities, Its onl{ usiness function is to hold these securities
beneficially owned by Mr. Lupton. The record shows that Central
Shares, the personal holding company, once possessed certain  tin
signs advertising bottled Coca-Cola, carried on its balance sheet at
a figure of $12,000 in 1034, But it would be unreasonable to suppose
that the corporation was organized to acquire or soll those signs in
order to whet the public appetite for bottled Coca-Cola, . . - :

A more reliable guide to the primary purpose served by the corpo«
ration can be obtained by noting certain significant facts. In the
firat place, the company was formed in February 1932, -On. June 6,
1932, the 'Re\;onue Aot of 1932 was approved, greatly increasing the
surtax on individual incomes, : '
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' In the second place, although the holding company has realized
‘income, after expenses, ranging from over $500,000 in 1934, to $900,000
in 1936, it has paid no dividends to Mr. Lupton, its owner.

‘In the third place, the creation and o&?ration of the company re-
sulted in & huge tax savings for Mr. Lupton. Even though the
company filed a return and paid a tax under section 351, in addition
to other corporate taxes, its owner, Mr. Lupton, avoided a large
amount of taxes by its use. For the year 1934, he saved $131,045;
for 1035, $181,788; and for 1936, $335,690, by the use of this persona
holding company..

Senator GeEorae. Would you mind saying how much texes he
aotually paid? )

Mr. Forras, I think I can give you the figures, sir. Yey, I have
that. I am coming to that in just & moment.

During these years, the combined net income of Mr. Lupton, indi-
vidually, and the undistributed net inccme of his personal holding
company after deductions, credits, and exemptions allowed in the
revonue acts, amounted to $716,952 for 1934, $930,804 for 1935, and
81,334,694 for 1936, Those are net income figures combining Mr.
Lupton, individually, and his personal holding company. He and his
corporation together paid on this net income, taxes of $235,508.73
for 1034; $308,906.81 for 1035, and $600,057.31 for 1936. :

Mr. Vinson, What part of it was paid for the corporation?

Mr. ForTAs. I am coming to that in just & moment, sir, Most of
the corporate taxes for 1934 and 1935 were paid under section 351—
$1563,362 and $105,643, respectively. In 1936, the company paid
$11,002 as normal tax; $1567,245 as tax under 351, and an undis-
tributed profita tax of $179,404.06.

"~ Mr, VinsoN. Mr, Chairman,

The OnalIRMAN, Mr, Vinson. ,

Mr, Vinson. Then because of section 351 having been enacted, the
additional taxes paid by the personal holding company, which would
?oti 3;;1? been paid except for 351, was $153,362 in 1934, and $105,543
n

‘Mr. Forras. That is correct, '
 Mr, VinsoN. And in 1936, 8157,245, or & total of $506,160 taxes,
additional to what would have been paid except for section 351?

.. Mr. Forras, That is correct, Mr, Vinson, on tha assumption that
if 861 had not been in existence section 102 would not have been ap-
‘plicable, or would not have been applied. )

Mr. Vinson, Of course, we all know that nothing was collected
under geotion 102, - . .

Mr. Fortas. 1 think that statement is correct, eir. )

. Mr. Vinson, In other words, he could have formed a corporation
‘just as he did, and with section 102 being the only weapon, there would
not have been any taxes paid?
. Mr, Forras. I think that is correct, sir, _
+If this personal holding company had not been created, that is, if
M. Lupton had not placed his stock and certain other assets in an
incon;poratod pocketbook, he would have had to pay an additional
tax for the 8 years in the amount of $648,623.89, That is on the
assumption that all of the income from these assets went diroct.lK to
.Mr. Lupton, instead of going to his personal holding company, which
-they stopped, '

e
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There are many other cases in which it can be definitely shown that
a substantial tax savings resulted from this procedure. I shall de-
scribe some additional cases in the course of this statement. Cases
which involve the pyramiding of these incorporated pocketbooks can
also be cited. '

Mr. VinsoN. Before you get away from that——

The CrAIRMAN. Mr. Vinson,

Mr. VinsoN, Could you tell us the total of the deductions taken by
t,h?v})ersonal holding company for the years 1934, 1935, and 19367

. ForTas. The deductions taken by Mr. Lupton’s company?

Mr. ViNsoN. Yes,

Mr. ForTas, I am s.ongr, Mr, Vinson, I do not have those figures
readily available. I will be glad to supply them for the record.

The Cuairman. Can you not rearrange those figures so as to brin
them out a little more comprehensively, the amount of taxes they paid,
the amount they avoided by the organization of holding companies,
and also the amounts of additional taxes paid, as brought out by Mr,
Vinson, by reason of section 351? I think you might arrange those
80 it would be a little more impressive, As you have them now,
they are somewhat scattered, .

Mr. Fonras. I have those figures here, sir, and I shall be glad to
read them into the record right now,

The CHAIRMAN. Put them into the record so they will be a little
more readily understood, I think it will be helpful,

Mr. Forras, All right, sir, 1 will present a summary then of the
figures with respect to Mr. Cartter Lupton and his Central Shares

orporatio:l, : . .

For the year 1934, on a personal and a corporate net income of
$716,062, the total taxes c}mld by the personal holdin, compang_.
including the normal tax and the section 351 tax, amounted to $1563,684
plus an individual tax ;;‘aid by Mr, Lupton in the amount of $81,824.30.
I might point out that for the year 1934 this corporation paid a
normal tax of $322.07, so that virtually the entire tax paid during
that time, Mr, Vinson, was the figure that I have stated, and it was
paid under section 351, .

The total corporate and individual taxes paid for 1934 amounted
to $235,508.73, the total tax paid on combined income of $716,000,
as I have stated, and, as I have said, if this personal holding company
had not been created there would have been an additional tax to be
prid by Mr. Lupton in the amount of $131,000. Is that.clear, sir?

Now, Mr, Chairman, I can furnish the same sort of figures for 1038
and 1036 for the record, and it might save time if I did that instead
of reading them. - - o ) : ‘

The CrAIRMAN, You may just insert that in the record. ‘

Mr. Forrtas., May I offer them for the.record at the present time?

Thg CHAIRMAN, Without objection, that will .be placed in the
record.

g‘ha dato presented for the record by Mr. Fortas is entitled “Table
I, Cartter Lupton, Chattanooga, Tenn.”, and is as follows:)
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TasLe 1

[Personal holding company,! Central Shares Corporation; incorporated, Delaware; date, February 1032;
percent of stock ownership, 100 percent)

Personal Taxos pald by all of above holding
and at- companies Total at-
tributable| Indi- tributal | Taxes {f | Tax saved
Year undistrib.| vidual corpora- | noper- | by use of
uted cor- | taxes Personal tion and [sonalcom.{ com-
porate pald | Normal| Profits | holding Total individ- | panies panies
net in- (sec. 13) | (sec. 14) | company ual taxes
come (se0. 351)
1034 18716, 952. 56/831, 824, 30| $322,07 None|$133, 362. 20/$153, 084, 43($233, 508, 73($300, 553, 66/$131, 045, 23
1935 | 930. 864, 54[113, 422.85] * None 105, 543. 06| 105, 543, 06} 308, 008, 8 grfoo; 765.43| 181, 788, 02

None
1938 |1,334,604.241251, 325, 16/11, 092, B5|$179, 494, 05| 157, 246, 23| 318, 732, 15| 600, 057. 31| 035, 747. 38| 335, 090, 04

1 To {nterpret this table, see text of statement.

Mr. CrowTHER., Mr, Chairman,

The CrairmaN. Mr. Crowther. :

Mr, Crowrner, It would appear that the amount paid in taxes
was about 35 percent of the income, That is, $235,000 would be
around 356 percent of $716,000, )

Mxi.fFon'rAs. I accopt your computation, sir. I have not made it
myself,

Mr, CrowrHER. I think that is near enough.

Mr. Fortas, I think so, yes. .

Mr. CrowTHER., That is a very fair rate on the whole, is it not?

Mr. Fonrras. I am not prepared to digscuss that question, sir.

The CrairmMAN. It might not be a fair rate when compared to the
fna,xes paid by other people under similar conditions, on a similar

come,.

Mr. Fortas. That seems to be a reasonable statement,

The CuarrmAN. The question of fairness may depend upon a com-
parison with what other people paid on their incomes under similar
conditions, That would determine the fairness, it seems to me.

You may proceed. o

Senator Warsn, Is there any provision in the present law per-
mitting the Secretary of the Treasury or the Commissioner of Internal
Revenue to determine whether a ;)ersonal holding company exists for
the purpose of tax evasion or not

r. Forras. As I understand the procedure, Senator, the corpora-
tion will determine in the first instance whether it is subject to section
351 or not, and if it determines that it is subject to section 361, it will
file a return on form 1120-H of the Bureau. If . corporation does not
file that return, and the Bureau determines that it is a persona] hold-
itng company, then the Bureau would take up that question with the

axpayer. .
en%tor Wawsu. Are there any cases in the Internal Revenue
Bureau where thore has been an adjudication that so-called personal
holding companies were existing and operating for the purpose of
avoiding the paymont of taxes? : .

Mr. Fonras. fdonot know what the purpose of such a determina~
%i‘?x} v.lvlould be, under the revenue act as it is presently drafted, Senator

alsh,

Senator WavLsn. This matter of tax avoidance through the instru-
mentality of a personal holding company might be climinated by
giving power to the Internal Revenue Department to adjudicate a
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corporation as fictitious and existing only for the purpose of tax
avoidance or evasion,

Under Secretary MaciLL. Senator Walsh, perhaps I can answer that.

Senator WarsH. If that were so, we would not need any more
legislation, provided that law were enforced, =~ .

Under Secretary MaciLL. We have been thinking along those lines;
that is, as to whether or not it would be possible as a part of this legis-
lation to give some powers to the Commissioner to make a determina-
tion, for instance, that & company of this kind is being used simply for
tax avoidance, and authorizing him to disregard it.

Senator WavLsH. I do not understand what power he now has.

Under Secretary MagiLL, The powers that he now has, as I under-
stand it, ave twofold: You have first section 351, which we have been
speaking of, which defines quite definitely the corporations which fall
within its terms. There is no option to the Commissioner one way
or the other; if a company comes under that section, it is taxed in that

way.

'Is"hen in addition we have the section which has been in the law in
one form or another since the beginning, and which I believe is now
section 102, to the effect that if a corporation is formed or availed of
for the purpose of defeating the imposition of surtaxes upon its share-
holders, then an additional tax of 30 much shall be imposed.

Now, so far as that is concerned, the determination as to whether a
company is so formed or gvailed of would rest with the Commissionor
in the first instance, and it would then, if the matter wero contested,
ba a question for the courts, as to whether the Commissioner’s deter-
mination was sound, There have been some fow cases involving that
question, which have gone to the courts. On the whole, the experi-
ence with that section has not heen vary satisfactory, because of the
vague terminolo&y.

r. Vinson., Mr, Chairman,

The CrairmMaN., Mr, Vingon,

Mr. Vinson, Thoe DeMille case was one of those, was it not?

Under Secrotary MaaiLL, Yes, sir, . -

Mr, Vingon, And the Commissioner evidently held that it was a
corporation falling under section 102,

nder Secretary Maainrt. That is right,

Mr. VinsoN. Subject to either tho 50 Yercent penalty or the 26
percent penalty, whichever was applicablo at that time; but the
courts said “No"? ,

Under Secretary MaciLt, Now, there is one further remark I should
make, As I recall the provisions of the law, scction 102 is the pro-
vision giving the Commissioner the power to determine how a cor-
poration is being used, It specifically exempts companies that come
under section 351, so that if a company is & personal holding company
within the definition in seotion 351 the Comumissioner, as I understand
has no power one way or the other. L

Mr. CrowTagr. Idon’t want to disturb the continuity of the state-
ment that is being made by Mr. Maglll, but while he is on his feet
T want to ask if there is any similarity between the type of the personal
holding companies and their activities we are disoussing and the one
where a. decision was given by Justin Miller in the Board of Tax
Ap&euls in the Lammot du Pont case. " .

nder SEORETARY MaciLn. I am only familiar with that as it
appeared in the newspapers.
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~ Mr. CrowrneR. That is all the information I have. I have read
some quotations from the decision. ‘ :
_ Under SecreTaRY MaciLL., Perhaps Mr. Kent can answer more
accurately than I can, ' . .

Mr. KenT, I think I can answer that. In that case it is fair to
say that the personal holding company was formed by the taxpayer
in 1923 for the purpose of avoiding death duties in respect of stocks
and securities issued by a corporation foreign to Delaware, the State of
his residence, and also to avoid possible legal difficulties for his execu-
tors in effecting the transfer of such intanﬁible property at his death.

Nevertheless, Mr. du Pont did have this corporation. It was in
existence in the years 1929 and 1930, when the transactions which gave
rise to the controversy between him and the Bureau took place.
Mr. du Pont found that he was going to have a very large taxable
income in 1931, amounting to nearly $2,500,000. To reduce his

rospective tax obligation he apparently—let me go back a step,

have gone forward a little too far. The taxpayer had transforred a

very large volume of securities to this corporation over a_period of
several years, but he still had a substantial volume of securities in his
portfolio. In 1030, in order to reduce his taxes for that year, he sold a
considerable amount of the securities which he still held personally
and which had depreciated in value to this personal holding company,
That company used as the money to pay for these securitics sums
which Mr. du Pont had proviously loaned to the corporation.
- The Commissioner took the position that the taxpayer dealt with
no one but himself, and therefore that the alleged sales were not bona
fide and that the losses resulting therefrom were not deductible for
income-tax purposes,

In this recent decision tho Board of Tax A;i‘peala, following what
it found to be a consistent line of holdings to the contrary, held that
there was no suflicient reason for disregarding the corporate entity
in this case, and that the losses on the sale of these securities to the
personal hoiding corporation were deductible,

That same result had been reached by the Circuit Court of Appeals
~for the Ninth Circuit Court in the prior case of Commissioner v,
Eldridge (79 Fed. 629), and in that case the Solicitor General refused
to follow the recommendations of this office that a petition for cor-
tiorari be sotht from the Supreme Court of the United States. In
other words, it was the view of his office that there was not a suffi-
oient_basis for disregarding the corporate entity in the case, The
decision in the case quite definitoly, I think, indicates that it is only
in rather extraordinary cases that the courts will disregard the cor-
porate entit{1 unless there is some express authority or mandate in
the statute that it has to do so. N

Mr, CrowrHER. It seems to me that if this subject is germane it
would not be a bad idea~—and I yield to the judgment of the com-
mittes on that, of course—to have that opinion of the Board of Tax
Appeals in our minutes somewhere along here where we are' discussing
these cases, if there is enouﬁh similarity to be of any value.

Mr. Coorer. Will you yield? L

Mr, CrowrHER, Iyield, - o .

“'Mr, Coorer. Let me ask this question, This case aroge under the
prior revenue sot? o
~ Mr. Kenr, That is tree, B

e
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. Mr. CooreR. And if the distinction between that and the present
situation that in 1934 we sought to meet a situation just of that type?

Mr. Kenr. That is correct. . .

Mr. Coorer. And that provision of the 1934 act was carried
forward in the 1936 act?

Mr. Kexr. That is correct. I should have stated, as I intended
to do, that so far as the particular situation presented in this recent
case is concerned, it had been taken care of by the Congress in the
amendment contained in section 24—-A (6), Revenue Acts of 1934 and.
1936, which denied to an individual a deduction for losses on shares
sold or exchanged by him with a corporation in which he holds
directly or indirectly the controlling interest.

Mr. Coorer. And while this particular case arose under prior acts,

the gﬁ'ort has already been made by Congress to correct that situa-
tion .

Mr. Kent., That is true.

Mr, Coorer. And the situation that arose in the Du Pont case
cited by you could not now arise under the law as it now stands?

Mr. Kent, That is true. ‘

. The Cuamrman. Dr, Crowther, do you request that that opinion be
inserted?

Mr, CrowTHER. If it is not germane and there is no similarity
between this and the present discussed case, I withdraw the request.

Mr. Coorer. The reason I had you to yield was to point out the
fact that the law has alrcady been changed. While this decision
arose under prior acts it could not arise under existing law. .

Mr. CrowrHER. And under existing law the decision was against
the Treasury Department. . .

Mr, Coorer, Under the law it was applicable at the time the tax
was to be paid, )

KMP’} VinsoN. You roferred to a circuit court of appeals case, Mr,
ont
. Mr. Kent. Yes,

Mr. VinsoN, When was that decided?

Mr. Kunt. That case was decided by the circuit court of appeals in
1936, Mr. Vinson,

Mr. Vinson, Of course, that decision was on the old statute?

Mr. Kenr. That is true, that was on the law, under the law as it
existed prior to 1934. .

Mr. Vinson. Was that circuit court of appeals decision rendered
prior or subsequent to the Grefor decision in the Supreme Court
where the Supreme Court did look through a corporate entity and
held where it had been instituted for the sole purpose of tax evasion
thoy would disregard the corporate structure? ,

Mr. KN, It was subsequent to that case, Mr, Vinson, Gregory
v, Helvering was_decided January 7, 1935; and Commissioner v.
Eldridge was decided November 4, 1035. , :

Mr. Forras. May I proceed, Mr, Chairman? ’

Mr. Vinson. If you please, Mr. Chairman, the other day a request
was made for a statement of revenues that had been collected under
the old sections 220 and 102 up to 1927, and then the revenues that
were collected subsequent to that time and up to the enaotment of
section 351, with the further request for an estimate as to the addi-
tional revenue that has come into the Treasury because of the passage
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or the enactment of section 351. I would like to ask Dr. Magill if he
has such a statement. : '
Under Secretary MagiLr, Yes, sir, OQur Division of Research and
Statistics has prepared these figures which you requested the other
day and I have it here on this {)iece of paper. am sorry it has
not been mimeo%mphed, because 1 just got it before I came here.
Mr. Vinson. I would like for you to read it into the record.
Under Secretary Macriu. This is titled: Surtax on corporations
improperly accumulating surplus: Section 220, Revenue Acts of 1918,
1921, 1924, and 1926; section 104, Revenue Acts of 1928 and 1932;
section 102, Revenue Acts of 1934 and 1936,
As of January 11, 1927, collections of tax under these provisions
emounted to $183,833.59.
. As of January 11, 1930, collections, and reasvnably certain collec-
tions under oases disposed of by the General Counsel’s oflice, amounted

to $5,670,475.22, .
Collections for the following fiscal years amounted to—

June 80, 1930, cc e ecimiiiecicci e mamcnacamea e n . $58, 866, 701, 24
June 80, 193] v e e ciiccacrcccrnamcanceccnnenennanraa- 2, 106, 510, 84
June 80, 1082 i ccrnnmcncamcana amammacmnonan———. 582, 113, 13
June 30, 1938, cnvccccicccccecrcmccccnccancenmoan—can . 1, 200, 807, 27
June 80, 1934 i cmencnaecmmadccenmmean—anea—en 1, 230, 315. 96
June 30, 1980, e ainnciccncnrec e cacanmranna e 2, 333, 008, 15
JUNe 30, 1930, cncnen e ccnicncccncacnmmecaccenncnannnanana 4, 910, 410, 44
April 80, 1087 e cccminmemm e n e ncmn e am 3, 384, 716, 51

Estimated yield from surtax on personal holding companies,
section 351, Revenue Acta of 1934 and 1936, -

The yiold in Fedoral revenue of section 351 is mado up of two parts
(1) the surtax on personal holding companies and (2) the ostimated
yield from the extra dividonds distributed by personal holding com-
panies due to the operation of soction 351, There is no statistical
evidence to indicate what proportion of the total dividends paid by
personal holding companies in each of the years tabulated is due to
section 351. Due to the nature of the personal holding company
vehiclo, we feel that it is reasonable to assume that 75 percent of the
dividends now distributed would not have been distributed oxcept
under the oporation of section 3561,  On that basis the following tabula-
tion indicates the yield from section 351:

Ejstimated revenue due o sec. 361 of the revenue laws
[In miltlons of dollars)

Calendar year
Yabiitide”
1034 1038
Personal holdINE COMDANY SUMALeese: avresanennesannsvscasonensosusnrynssssevosasnzssnss 1.8 3.0
Ediimated individual ncome tax Hability from exira dividendapaid by personal hoiding
COMPAINOIcscascensrenererurnnsnnnuassennasnsraasanrsnssoncasnsssnssasssnecssasanas seve| 83,0 46,1
Total oatimatod tax di1e t0 60, 31, cenucesconcnnsecsnnnnncnsscoernuvas sesnnsnannan 8.7 40.1

The Cuammmay, You may proceod, Mr. Iortas,

Mr. Forras, Mr, Chairmean, I was about to disouss the fow casos
involving the p{ramulin% of tho personal holding companies, the incor-
porated pockethooks which resulted in a saving of taxes.
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I wish first to describe the personal holding companies belonging
to Mr, Henry L. Doherty.

Mr. Coorer. I wish you would spell out those names so we can
get them distinctly.

Mr. ForTas, Yes, sir; Henry L. Doherty, D-o-h-e-r-t-y, president,
Cities Service Co. and president or director of 63 other companies.
Mr. Doherty owns a number of corporations which are personal hold-
ingi companies under section 351 of the revenue act; the top personal
holding company is Henry L. Doherty & Co., Inc., a Delaware cor-

oration organized in November 1928, with offices in Jersey City.
he principal assets of this compagy are securities,

It appears that the Doherty Co. is the agency through which
Mr. Doherty controls many of his vast interests. We have also
complete information, so far as relevant to present purposes, on the
Doherty Research Co., the Improved Equipment Co., and Gas
Securities Co. Those three are the Doherty Research Co., the
Ile'oved Equipment Co., and Gas Securities Co.

11 of theso are also personal holding companies owned directly or
indirectly by Mr, Doherty.

Whatever the motives for the formation of these companies and
other personal holding companies owned by Mr. Doherty, it is clear
that they are merely parts of Mr. Doherty’s personality. In other
words, they are his creatures and his instruments. Any employees or
officers which they may have are, in effect, workin%lfor Mr. Doherty.

It is also cloar that the effect of these personal holding companies
has becn to avoid payment of a large amount of taxes which M,
Doherty would have had to pay had they not existed. The four
personal holding companies paid & surtax under section 351 of only
$470.44 for 1934. Our computation shows that for tho year 1934
alone, by use of the four porsonal holding companigs’ names, Mr,
Doherty saved about $160,000 in tax on a combined corporate and
indvidual net income of about $620,000. )

Another instance of this sort involves Charles E, Merrill and Ed-
mund C. Lynch. )

Senator HarrigoN, What is their address? . .

Mr, Forras, Their address is New York City. I think that is
already in the record, Senator. .

These two gentlemen control 23 cor%orat‘xons and 40 trust funds;
12 of the 23 corporations are personal holding companies under sec-
tion 361 of the revenue aoct, These companies and the other interests
owned and controlled by Mr. Merrill and Mr. Lynch are pyramided,
so that they run the show by actual, individual stock ownership in
only a few companies, )

me of the personal holding companies are owned solely by Mr.
Merrill some by Mr. Lynch, and some jointly.

I have hero o table headed exhibit A showing the names of these
porsonal holding companies owned by Mr. Merrill and Mr, Lynch
their respeotive ownership, the place of incorporation, the date of
incorporation, and I wish it inserted in the record, if it is in accordance
with the wishos of the committes, .

The Cuairman, Without objeotion it will be inserted in the record,

570-37--pt, 3~~-2
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(The statement referred to is as follows:)
Exuisir A

PersoNAL HoLpiNg CORPORATIONS <]w CuarLes E. MerriLL, ANp Epmunp C.
JYNCH

Comganios in control of Charles E, Merrill and Edmund C. Lynch, jointly:
a}l\tio Setcnllrlfi‘;zz%(}orpomtion, Jersey City, N. J., incorporated in Delaware,
ugust 1, .
Western Morchandise Corporation, Jorsey City, N. J., incorporated in Dela-
ware, December 15, 1928,
Chain Merohandislng, Ltd., Charlottetown, Prince Edward Island, Canada,
incorporated in Canada, 1929,
Chain Stores Corporation, Montreal, Canada, incorporated in Canada (ad-
dress on return), 1024,
Common Commodities Corporation, Montreal, Canada, incorporated in
Canada (address on return), 1924,
Companies in control of Charles E, Morrill; ‘
emstato Co:gaomtlon, Jersey City, N, J., incorporated in Delaware, Novem-

ber 25, 193

Orf(l)lgéd Corporation, Jersey City, N. J., incorporated in Delawaro, June
Com&)anloa in control of Edmund C. Lynch:

Ml’g}i oCorporation, Jersey City, N. J., incorporated in Delaware, June 23,
Je:',nlyxi ngaogrltics Corporation, Jersoy City, N, J., incorporated in Maryland,

une \
Tr‘}xﬂyn lS;;&lrlties Corporation, Jersey City, N. J., incorporated in Maryland,

une \

Tringggu Corporation, Jersey City, N. J., incorporated in Maryland, June
Yeox;la'n Corporatlon, Jersey City, N. J., incorporated in Delaware, June 1032,
REALTY CORPORATIONS

Com unKIh\ control of Charles B, Moerrill; Rotail Realty Corporation, Jersey
Oigy. . J., Incorporated Decembor 20, 1920,
Company in control of Edmund O, Lynch: Edlyn Realty Corporation, Jersey

Clgy, . J., Incorporated Decomber 20, 1926,

Mr, Forras (continuing). Mr, Merrill and Mr, Lynch would
undoubtedly have saved taxes if they had oreated only 1 personal
holding company; but they set up 12 of these outfits. These 12
companies served, in_part at least, to enable the accomplishment of
transactions such as I shall later describe in this statement,

Senator Harnison. They would still be subject to tax?

Mr. Forras., As T understand it they would still be subject to
section 351 as personal holding companies,

The minimum result of the simple division of income between these
men and their personal holding com)fmnies was an approximate savings
to each of them in oxcess of $60,000 for each year 1934, 1035, and 1936,
We have arrived at this figure by adding to the personal net income of
each man, first the net ingome of the companies which he owned, and
second, his approximate share of the net income of the personal hold-
ing companies jointly owned, 'We have computed the tax which each
man would have had to gay on his income and have deducted from it
the tax actually paid by him and his corporations, and in that way we
arrivo at the tax saving which I have just stated,

As I snid, gentlomen, these figures as to the amount of tax avoided
take no acoount of deductions for onpri’tal losses taken in the returns of
these personal holding companies, These deductions might not have
been available to Mr. Merrill and Mr, Lynch if their companies had
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not zxisted. I shall discuss this in detail in a later part of the state-
ment.,

It is perhaps advisable to complete the picture at this point to indi-
cate that the tax savings effected by subdividing income between an
individual and personal holding companies may be multiplied by use
of the holding company in combination with other devices. For
example, an individual may not retain all of the stock of his personal
holding companies. He may divide their stock among a number of
persons in his family or among a number of irrevocable trusts, created
to benefit persons in whom he has an interest. This may result in a
reduction of the aggregate tax levied upon distributions by the per-
sonal holding companies. This lower aggregate tax may result, as
you know, because of the operation of the graduated surtax. Persons
receiving the principal gart of the holding company’s distributions
may be In lower surtax brackets than is the creator of the company,
and the tax therefore loviable upon the company’s dividend distribu-
tions will be less than if all dividends were paid to one individual,
I call this to the committee’s attention merely in order that it may
have before it a fairly complete picture of the possibilities of loss of
revenue through subdivisions of income in combination with the use
of personal holding companies, )

entlemen, I have thus far been talking of methods by which tax-
payors have taken advantage of statutory provisions so as to sub-
divide their gro.ﬁts and theroby avoid the incidence of the graduated
surtex on individual and personal holding company incomes. I now
wish to point out certain typical schemes by which taxpayers have
done more than merely subdivide their income. In theso cases they
have so arranged their assets and so enginecred transactions as to get
deductions which would not otherwise be available. They have not
been contont with the substantial saving resulting from the simple
subdijvision of income between the real owner and one or more per-
sonal holding companies. They have used their personal holding
companies, and arranged their affairs so as to avoid even further
their obligation to pay a full and fair measure of taxes to their
Government, . .

In tho first ]l)lnce, some of these individuals have incorporated their
homes—the places in which they live. Others have incorporated
their yachts, airplanes, cruisers, automobiles, country estates, and
other possessions, Not all of these corporations are subject to the
surtax under section 351, Some of them, for reasons which I shall
hereaftor state, have beon taken out of this classification and are
subjoct only to the normal corporate tax. But even though the cor-
porations are personal holding companies subject to the surtax under
seotion 381, their owners have deprived the Government of revenue—
have avoided thoir full share of taxes, by turning over to their cor-
porations homes, estates, airplanes, automobiles, and the like.

Lot me show you how this may be done. Mrs. Helona S. Raskob,
wife of Jobn J. Raskob, owns several personal holding companies.
Mrs, Raskob’s address is Wilmington, Del. Mz, Raskob is o direotor
of General Motors Corporation, o

Directly or through Pioneer Point Farms, Ino., which she owns,
Mrs., Raskob owns Archmere, Inc,, a Delawnre company formed in
1916. She also owns through Pioneer Point Farms the Ploneor Point
Realty Corporation, which was organized in Delaware in December
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1931, Mrs. Raskob also has a minority interest in Christiana Securi-
ties Corporation, apparently a large company in which certain other
General Motors executives are interested.

Pioneer Point Farms, the top company, so to speak, is not classified
as a _personal holding company because, as I shall later explain in
detail, it receives more than 20 é)ercent of its income from operating a
farm. Pioneer Point Realty Corporation, one of lower companies
owns the Raskob farm and estate in Maryland, This is a porsonai
holding company. But Pioneer Farms apparently has all the rights of
the farming operations on that farm and estate that is owned by the
Realty Corporation, so one personal holding company owns the land
and another company, not a personal holding company, has all rights
to farm operations in and on that land. The farming operations that
are done by the top company generally results in substantial net losses.

The reason for this multiplicity of corporations seems modorately
olear. The Realty Corporation which owns the estate and the farm
land and Archmere, Jne,, another one of the personal holding companies,
received most of their income from holdings of stock in Christiana
Securities Corporation, another company. The Farms Corporations,
the top company, receives most of its income from Archmere, which
received its income from Christiana, and therefore tho Farms receives
most of its income from Christiana indirectly through Archmere,

Now, by dividing the income from hor stock in Christiana, which is
the profitable entorprise, the profitable investment, botween the
Realty Corporation whivh owns the farm land, Archmere, another
hold'mg1 company, and the Farms Corporation which operates the
farm, instead of receiving it herself, by dividing it among theso com-
panics Mrs, Raskob saves taxes. IFurthermore, by diverting some of
this income to the Realty Corporation which owns the Raskob estate,
and to the F'arms which conduocts the farming operations, Mrs, Raskob
is enabled to get the benefit of certain statutory deductions against
the incomo of the profitable corporation, Christiana. This is possible
because losses on the farm and the estato are deducted on the returns
of Mrs, Raskob’s companies, which might not be deductible on her
individual return. The Realty Corporation and the Farms deducted
the losses of running the estate and the farming losses rospectivolﬁr,
setting that off against income from Christiann.  These logses might
not, be deductible on Mrs. Raskob’s individual return, and thorefore
if Mrs, Raskob received this income directly she mi{ght not be able to
%gt off against that as a deduction tho losses on the estate and the

arms,

Mr. CrowTHER. You say thoy might not be deductible? ‘

Mr, Fortas, If you will bear with me for & moment I will explain
that, sir, Neither the estate nor the farming seoms to be profitable
to its corporate owner. The Realty Corporation in its returns for
1934 and 1935 offset its income by doprociation and miscellaneous
expense of its country estate, The IFarms, the top company, deducted
from its income losses on the farming operations,

As you know, in accordance with seotion 24 of the Revenue Aot an
individual cannot deduct personal, living, or family expenses in arrive
ing at not income, That is under section 24, Thorefore, Mrs. Raskob
would not have been ablo to deduct the expenses of her farm and estate
unloss sho could show that they were, quoting the statutory lunguuge;
“ordinary and necessary expenses’ in oarrying on o ‘“trado or business.’
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1 am not passing judgment on this point, as to whether Mrs, Raskob
mlfht have been ablo to deduct these expenses and losses in her indi-
vidual returns, but it is important to note that by transferring the
farming and estate to personal holding companies, Mrs. Raskob
olaimed the benefit of these expenses as a deduction under section 25
of the Revenue Act, applicable to corporations,

Thus, by the usual device of dividing the income between a number
of companies and the additional device of having two of the companies
engaged in operations which result in substantial losses and deduc-
tions, which are offset againat that income, an increased reduction of
tax liability is effected.

Mr, Kent, of the Treasury Department, as Mr. Magill said, will
heroafter discuss the incorporated farins and kindred problems before
this committee. I do not wish to dwell upon this oxcept to show how
it is used in connection with personal holding companies to increase
the tax reduction which they effect. I can do this most clearly by
brief reforence to relovant facts in a fow additional cases.

Mrs. Wilhelmina du Pont_Ross, of Montchanin, Del., owns a _per-
sonal holding compalr\ll, the Renappi Corporation, organized in Dela-
ware in July 1028, Murs, Ross transferred to this company seourities,
natural-gas leases, and also a large farm and a racing stable,

The Renappi Corporation derives its substantial income from secu-
rities and gas leases, 'This income amounted in 1936 to $500,000, In
the same year, all the corporations got out of the racing stable was
$6,100, listed as receipts from purses won at various tracks, and ex-

enses of over $30,000. The corporation also received no net income

rom the farm, 1t deducted from its gross income $33,302, as net
farm losses, The gross income of the farm was only $5,045.

Mr, Kent will deseribe the Renappi Corporation in detail to you,
My point is that, first, Mrs. Ross reduced her taxes on the income of
hor securities and gas leases, by $40,4056 in 1936, by the use of this
personal holding company; that is, before making any adjustment for
these deductions; and, second, that she may have further reduced her
taxes by deduot{ng on the corporate return expenses of her racin
stable and farm, and other itoms, which might not have been allowe
as deductions on her individual return, because of the statutory pro-
visions which I have discussed.

Let me also point out the same sort of situation in the C, E. M,
Securities Corporation of Delaware, organized in February 1028, It
is owned by Mr, Charles E. McManus, his wife, and his son. Mr,
MoManus _is president of Crown Cork & Seal Co. )

Mr. McManus himself reported 73.6 percent of the dividends paid
by his personal holding company in 1936. Accopting this as a basis
for figuring Mr. McManus’ beneficial interest in the corporation, we
have computed that by use of the personal holding company he uvo{ded
paymont of an additional $130,089.34 in taxos; and this figure is arrived
at merely as a result of subdividing income.

But the C. E. M. Securitics Corporation holds in addition to seou-
rities of various sorts, a residential proport(. This property is rented
to Mr, McManus for $8,500 & Ji'om', which ia about 4 percent on its
statod valuo of $108,900, The idontifinble expenscs allocated to this
gro erty, and deduoted by the corporation, on its return, amount to
$0,770 for tho year 1036, These expenses might not have been deduot-
ible on Mr, MoManug' individual return if they have been paid
directly by him instead of by his holding company,
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Now I cite one further case that was mentioned in another connec-
tion at the last session of this committee. Mrs. Irene Jackson Sloen
.of Great Neck, N. Y., wife of Alfred P. Sloan, owns the Jaxon Cor-
g?ratmn, Snug Harbor Development Corporation, and one-half of

ew Castle Corporation. All of these are Delaware corporations
except Snuf,' Harbor, which was incorporated in New York. Mr.
Alfred P. Sloan is president of General Motors, as the record shows,
and a director of various companies, including E, I. du Pont de
Nemours and the Pulllman Co. He owns Rene Corporation, Mar-

uette Corporation, and cne-half of New Castle Corporation, all
elaware companies.

All the named companies, five in number, owned by Mr. and Mrs,
Sloan, are personal holding cembanies under section 351 of the
Revenue Act. We compute that their use, allocating a proportionate
part of their income to Mr. and Mrs, Sloan, respectively, resulted in
the following amount of tax avoidance.

1034 1038 1030
18, RlOAN. cuvvenroraeniarntsneenececrsannonennnancannraeee $211, 707 $175,028 $413, 412
LT W74 248, 135 614, 331

. These savings were eftected on a net income of the individuals and
their corporations in the following amounts:

1034 { 1034 1930
MIS, BN v v eevenrrearnnraresesnrneanrnrnsorseenenvenness 313,271 $763, 116 $1, 445,303
MO BIOBN. ciarnnuraveiiectorsosmrvarnronrresrsrmensuonsreeons 90, 60 1, 247,005 2,018, 827

Theso savings are computed without any adjustment for deductions
claimed by the personal holding companies which might not have been
olaimed by the individuals. The income of these corporations was
derived almost wholly from securitios which they own. But Rone
Corporation, owned by Mr, Sloan, also owns othor property valued
ot over $1,000,000. Tho corporation has claimed doeductions under
section 23 of the act for oxpensos of this property. Snug Harbor,
another one of these personal holding ooni‘xmmos, owns land adjoining
the Sloan estato at Great Neok, N. Y. Kxpenses of developing this
land have been claimed.

- If adjustment were made for these expenses, if thoy were included
in the taxable income of Mr. and Mrs, Sloan, the amount of tax they
would have to pay would of courso be considerably inoronsed.

As I havo said, theso doductions are not peculier to corporations
under section 351, They may bo clsimed by othor typoes of com-
panies—not subjeot to that section. My point is that by tho dovice
which I have described, individuals seck to obtain for their porsonal
holding companies, & deduction from gross income, 'Thereby they
attempt to avoid taxes oven further than is possiblo by the simple
division of incomo botween themselvos as individuals and their alter
ego—the personal holding company.

I wish to proceed to cortain types of deductions peculiar to personal
holding companies subject to section 3561, Commissioner Helvering,
at the committee’s last session, commented upon the deduction pro-
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visions of section 351 and showed how they resulted in huge loss of
revenue and in avoidance of taxes, You will remember his discussion
of the provisions allowing tax-free accumulation of 20 percent of the
personal holding company’s income (gec. 351 (b) (2) (A)); permitting
deduction of ‘“‘reasonable’” sums paid or set aside to retire indebted-
ness incurred prior to January 1, 1934 (sec. 351 (b) (2) (B)): and
allowing unlimited deduction of losses from sales or exchanges of
capital assets (sec. 351 (b) (8) (C)).

glow, I ask your further attention to the last two provisions, These
provisions unquestionably have been and are being used in a manner
not contemplated when section 351 was enacted.

The report of the Finance Committee in 1934, respecting section
351, stated that the purposo of the debt retirement provision was to
“relieve personally owned corporations which had outstanding bonds
or indebtedness that must be met from current earnings before
distributions can be made’ (Finance Committee Rep. 5568, 73d Cong.
2d sess., p. 156). This intorpretation was substantially incorpomte(i
in the regulations issued by the Commissioner (Art. 861-3 of rogulation
86 for Revonue Act of 1934). :

As a matter of fact, however, the returns of the personal holding
companies show that they have not confined themselves to this
interpretation. Relyin{; upon the language of the debt retirement
provision, they have clnimed deductions for retirement of debt in-
ourred before January 1, 1034, regardloss of the nature of the debt.

Furthermore, there are instances of deductions taken for retirement
of debt owned by the personal holding company for its owner, One
such onse is Land’s End Corporation, organized in Delaware in Decem-
ber 1831 by Owen B. Winters, Mr. Winters is intorested in Erwin
Wasey & Co,, Inc., and other companies, which are engaged in the
advortising business, ILand’s End owns Mr. Winters’ farm, real
estate, household effects, guns, horses, dogs, securities, mortgages,
bank balances, xacht, automobiles, and other possessions. It also
%‘yni Southern Cross, Ltd., a Bahamas corporation organized by Mr.

inters,

Senator HArRisoN, When was that corporation organized?

Mr. Forras. That was organized in the Bahamas, sir.

Senator HArr1soN. What year?

Mr, Forras, It was organized in 1032, I am informed.

Through & complicated holding company set-up, Mr, Winters’
principal income from advertising companies and from various other
sources, is received by his personal holding companies.

For present purposes, I want to direct your attention to an aspect
of the 1934 return of Land’s End Corporation. This return showed
no personal holding company surtax. An¥ income that might have
been taxable was offset by a reported retirement of $55,000. This
waumrt of a debt in the amount of $81,309 owed by the corporation
to Mr, Winters, himself, and stated to be incurred prior to January
1,1034, In other words, according to his return, Mr, Winters avoided
Eorsonnl holding compnny.surmxes on his corporation by pagving

imself & dobt owed to himself. Such a result could hardly have
been contemplated by the Congress which enacted the Revenue Aot
of 1034, ' Furthermore, the Faymont of this debt to Mr, Winters b
the corporation will no doubt be claimed to be nontaxable on his indi-
vidual return even though it constitutes -a-distribution: by the cor-
poration to its sole owner. /
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I also note on the 1934 balanco shoet of Land’s End, a dobt of
$188,807, incurred prior to January 1, 1934, This debt 1s stated to
be due the Southern Cross, Ltd., which is owned by Land’s End
itself, This item was appuarontly availuble for another attempt to
avoid taxes by paying or setting nside money in ono of Mr., Winters’
pocketbooks to pay o debt to the other,

This is not tho only type of cuse in which a somewhat unreal trans-
aotion is used to cffoct a reduction of surtax paid by the porsonal
holding company.

The personnl-holding-company device is sometimos used to offect
& double-hended advantage, that is, the sule of eapitnl assots (gonorally
soourities) in order to tanko a loss, coupled with continued control
over those assets as a practical mattor, Under section 117 (d), of
the rovenuo act, ordinary taxpayers, individual aud corporato, may
doduet lossos on sales of capital assots only to the oxtent of $2,000
plus whatover gains are mm\u from thoe salos of such assots.  But in
dotermining tho porsonal holding company surtax under section 351,
100 poreent of the capital losses is allowed as a deduotion in seetion
351 (b) (3) (C).

This provision has been employed effectively by Charles 15, Morrill
and Edmund C. Lynch, to whom I have alvendy reforred,

As I havo already statod, Mr, Morrill and Mr, Lynch own, among
othor interests, 12 porsonal holding companies, Thoy also own two
roalty companies. The two roalty companies arve owned, ono by
Morrill and one by Lynch, Theso companies recoive considorablo
incomo as distribution from the porsonal holding companies, but their
own income from rentals is suflicient to take them out of the eatogory
of porsonal holding companios, and therofore, they are not subject
to the surtax under soction 361,

During the yoar 1035 the personal holding companies owned and
controlled by Charles 13, Mowill and Edmund €. Lynch elnimod
lossos aggrogating $5622,087.86, resulting from sales of socuritios
botween thoso corporations, Sinco 100 porcent of theso losses are
allowed as deductions, vory large savings in tax were effoctod through
theso sales. Not only waas tax avoided by Mr, Merrill and Mr, Lynch
through tho use of the personal holding compunies as buffors betweon
thom and the high surtax rates, as wo havoe disoussed, but the com-
panios were themselves relioved in considerable part from the surtnx
undor soction 361,

Thoso salos from which the capital lossea were derived, wore effocted
in many ways. Thore were sales from one company ownod by both
individuals to another company ownoed by both individuals; thero
woro sales from a company bolonging to one individual's group to o
company bolonging to the othor individual’s group; thore wore snles
within a group; and, most ingonious of all, thoro woro sales that
“cmm])lote(l tho cirouit”, that 1s, scourities wors sold b{ a company
owned by one of theso individuals to o company ownod by the othor,
and thon o like numbor of shares of the snmo socurities were sold baok
by two ather controlled companios—the result being that ench group of
companics was back to whore it had started, and losses were claimod
on_both salos,

In one transnotion during 1036, Baltic Securitios Corporation, which
is owned oqually by Marrill and Lynch, sold stock to Chain Mor-
shandising, Litd,, at a loss of $330,264.14, ~ Chain Morchandisiung, Lid.,
is owned oqually, though indirectly, by Lynch and Momill, As a
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result of this case and tho 100-percent capital-loss allowance, there
was no net balanco of income subjoct to tax undoer section 361, As
a matter of fact, n minus figure of $833.99 rosulted.

On Decembor 30, 1035, Jornlyn Securitios Corporation, owned by
Jennio V. Lynch and indirectly by Mr, Lynch, sold stock to Rotail
Realty Corporation, which is wholly ownad by Merill, at o loss of
$26,883.89,

On various dates in 1935 Yooman Corporation, wholly owned by
Lyneh, sold stock to Comstate Corporation and Rotail Roalty Cor-
poration, hoth of which are Merrill companies, at an aggregato loss
of $61,764.72,

During August and Septembor 1935, Yooman Corporation (owned
by Lynch) sold 900 shares of Safoway Stores Corporation stock to
Comstato (owned by Morrill trusts) at a loss of $21,323,00. On tho
same days, a like numbor of the same shares wore sold by Orchard
Corporation (owned by Merrill) to Hdlyn Realty Corporation (owned
by Lynch) at n loss of $10,608,60, I'hat cnso is an illustration of
comploting the cireuit.

On Deecoambor 10, 1035, Yoeman Corporation (owned by Lynch)
sold 888 shares of Safowny Stoves Corporation stock to Rotail Roalty
Corporation (owned by Morrill) at a loss of $23,080.92,  On tho same
day Orchard Corporation snwnu(l by Morrill) sold 6756 shares of tho
sumo stock to Idlyn Realty Corporation (owned by Lynch) at o
loss of $14,486.50-~another illustration of comploting the eireuit,

On Docombor 3, 1935, Yooman Corporation ?)wnud by liynch)
sold 650 shares of Lane hrynnt. Corporation stock to Roetail Realty
Corporation (owned by Merrill) at o loss of $1,330,  On the sume day
u like number of shares of the same stock wore sold by Comstato
(owned by Morrill) to Edlyn Realty Corporation (ownod by Lynch)
ub n loss of $27,330,

Gontloman, thore seems to bo no specifie provision in the rovenue
act which in torms proventa the voalization of unveal losses by inter-
corporato juggling such as has been deseribed, A provision was ine
sorted in t.l'm Rovonuo Act of 1934, which was montioned at tho outsot
of this session, which went a long way toward eliminating the ostab-
lishmont of eapital losses by transfors involving no real change in
ownorship, This act and the 1936 act provent the deduotion of losses
on anlos botween mombors of o family and botwoen an individual and
n corporation in which the individual, divectly or indireetly, owns
moreo than 50 poreant of the stock,  That provision ia section 24 (1) (6)
which Mr, Kont montioned enrlior,

An individual, for purposes of this provision, ineludes membeors of
the sumo family in the same way us is provided in seetion 351, But
this provision does not in torms apply to sales betwoon one corporation
and another corporntion, oven though both corporations may be
ownod by the same individual or by buriness associntes,  Unlesa the
prosont provision is construed to forbid taking losses in such casos,
thoroforo, tho statuto soems to furnish some individunls with this
additionnl inventive to organize multiplo holding compunios, It ia
obvious that many of the losses dosovibod in the eare of Merrill and
Lynch companies ave not roul losses, and since thoy are not, thoy
should bo used to offset incomo which would otherwise be taxablo.

Now, gontlemen, ns my last topio I want to call your attontion to
various ways by which a corporation may escape from tho porsonal
holding company classifioation,
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The CrairMAN, Do I understand you to say that under the law
fictitious losses may be used to offset as credits for payment of taxes
instead of real losses?

Mr. Forras. No, sir; I did not say that and I don’t think that is
the case. But in the Merrill and Lynch situations, which I described,
Mr, Chairman, there were so-called losses, at any rate, paper losses
that occur by reason of sales between one corporation owned by one
of these individuals and another corporation which might have been
owned by the same individuel or by his business partner, and I pointed
out that the present law, the provision which was inserted in_ the
1934 act, does not in terms prohibit the taking of losses as a result of
that sort of transaction.

The Cramrman. Wouldn't that be a lame place in the law, then?

Under Secretary MagiLL. Mr, Chairman, you recall that in 1934
we attempted to stop that particular loophole in two different ways,
and to a large degree it was stopped, but there still seems to be an
aperture through which you can wriggle if you try hard enough.

If you recall at that time, deductions or capital losses in excess of
paé).itt}l gains was reduced to $2,000, so that so far as sales between the
individuals is concerned this type of juggling of losses could not occur
any longer except to that limited extent. .
hen you also put in the law this provision denying deductions for
losses where there were sales between an individual and members of
his family, and between him and his personal holding company.

What these two gentlemen did, as I understand Mr, Fortas’ testi-
mony, is to organize companies which sell to each other and, in terms,
that situation s not cared for by the present law. The law in terms
deals with sales between an individual and his own company, but does
not deal with sales between one individual company and his partner's
company, for oxample, .

r. Vinson, The chairman used the term “fiotitious”, Mr. Fortas,
and you said you didn’t think it was a fictitious loss, If A has 10
shares of stock and sells to B at a loss, and then C which is A in effect,
gells 10 shares of stock to A at the same price, you wind up with A
having 10 shares of stock without a loss, why isn’t that a fictitious loss?

Mr. Forras., Well, Mr. Vinson, I would say that it seems to me to
be an unreal loss, that is, there is no loss there, it ssems to me, but a
lawyer who has been studying this field, not only in connection with
taxes but this field generally in coqneotion with the law of securitios
shudders & little at the word “fictitious’’, because in the law books as
{:u know, I suppose that word has received s0 many and so varied

terpretations that it is very difficult to say what the law means by
“fotitious’,

-Mx. VinsoN., You say it is not real?

Mr. Forras, It is perfectly clear to me that it is unreal; yes, sir.

Mr. VinsoN, Well, then, at least it is purely a paper loss,

Mr, Forras, So it seems to me, sir, I just wanted to point out
;vhy 1 avoid that word, because it is a very ambiguous word to a
awyer, ‘

r. Vinson, Itis a common acceptation, it seems to me, that would
lead me to the notion that it could be called o fictitious loss.

Mr. Forras, I quite agree, sir. . .

Senator HARRIBON, At least it is an ingenious subterfuge, isn't it?

Mr, Forras, It seems to me clearly so,
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Senator GEORGE, At this stage of the hearing might I ask-—perhaps
Dr. Magill would be able to answer this question—has there been &
notable increase in the creation of personal holding companies since
1934, domestic holding companies?

Under Secretary MagiLL, I don’t know that we can say that. I
haven’t reviewed the figures on that.

Senator GEORGR, Are they available, doctor?

Under Secretary MaaciLL, I can try to get them. Do any of you
have such figures?

Mr. ForTas. My recollection, Senator, subject to check, is that
there were more returns filed under the 1935 act, under section 351
the personal-holding-company section, than were filed under the 1Q34
act, and that the returns which were filed under the 1936 act, which
have not yet all come in, will show a very substantial increase over
preceding years,

Senator Grorar, What I want to know is when these personal
holding companies were formed, not when they came under the matter
of returns but when they were formed.

Mr. Forras, I am sorry to say I can’t answer that directly, but I
might point this out, which will perhaps throw some light on the
answer to your question, that a good many holding companies are
used; the use of holding companies is changing constantly; that is
to say, every time a man wants to do something else he does not go
out and form a new corporation, he may use an old corporation and
therofore the date of incorporation is not always very significant, as
to the use being made of the corporation and the reasons for that use.

Mr, Vingon, Will the Senator yield at this point?

Senator GeoraE, I would like to have those figures if they can be
gotten by reasonable effort,

Undor Secretary MaarLn, Suppose we try to get them for you,
Senator, and we will advise you what we can do. (Information fur-
nished by Treasury subse(gxencly, see p. 207.)

Senator Groran. Yes, sir, ) :

Mr. Vinson, 1 mi%ht suggest that every one of the corporations to
which reference has been made, the Merrill and Lynch Corporations
were formed prior to the 1934 act—a number of them, I don't know
whether all of them or not, but my recollection is that most of the
corporations to which you have referred in your testimony, Mr.
Fortas, were formed prior to 1034,

Mr. Fortas, That is correct, sir, and I think you will notice, Mr,
Vinson—I can’t be sure of this without check—but my general im-
pression is that there is somewhat of a concentration in 1932 of some
of these companies. .

Mr, VinsoN, Take Archmere—is it Archmere?

Mr, Forras. Yes, sir,

Mr, Vinson. Formed in 1916, and the Pioneer Realty Corporation
in 1981, When was Christiana formed?

Mr. Fortas, I don’t have that date.

Mr, Vinson. Then here is your Renappi Corporation, formed in
1928, and your C, B, M., formed in 1028,

Mr, Forras, Mr. Vinson, if I mith try to explain a little more
olearly my view of this pm‘tlcular point?

Mr. Vinson. Just & minute—Land’s Find was formed in 1931, and
Southern Cross, Ltd., in 1932, Y
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Mr. Forras. My point, sir, is merely that the date when these
companies were formed is not of particular significance.

r. VinsoN. Well, it is of this significance: They were in existe
ence when the 1934 act was passed. They had the opportunity to
file under section 102 and it demonatrates conclusively that the 1934
act is not a device under which these people came into existence.
They were already in existence, saving more money than they saved
subsequent to the 1934 act.

Mr, Forras, I quite agree with that, Mr. Vinson, and let me state
it in this way. It seems to me nobody would form a corporation for
the gurpose of having it come under section 351 if he thought he
could form and use a corporation which would come under section
351 and have a reasonable opportunity of escaping section 102,

Mr. Vinson. Senator George asked you, though, whother or not

there had been any noticeable or apparent increase in corporations
sinco 1034,
. Senator Gronran, That is right. I think it is a very pertinent
inquiry. I can understand, of course, that they now make different
uses of corporations formed prior to the effective date of the act, but
the point is whether there was any pronounced increase in the domestic
holding companies since 1934,

Mr. Forras, Senator, I am sorry I did not get that question clearly
before. Let mv, try to explain it in this way. All these corporations—
there were a iot of corporations prior to 1934, Some of them did
precisely the sort of thing that is described in section 351. In other
words, they were owned by a few individuals and they received 80
percent or more of their revenue from interest and dividends and so
on, That sort of corporation did not arise bocnuse of section 351,
It is & known phenomenon in corporate history for lawyers, it has
existed ever since wo had corporations—corporations formed for that
particular purpose,

Congress felt that there should be a surtax upon cortain types of
corporations, and that type of corporation was described in section
361. Some of these corporations which had existed, some of them as
far back as the early 1000’s came within that classification and was
sub&oot to the surtax because they were personal holding companies
as Congress described them, May I continue, sir?

The CHAIRMAN. Go ahead,

Mr. Forras. In the foregoing, I have described how individuals
have used 'corf)oratxogls to avold surtax provisions of soction 351,
I beliove it is also advisable to point out, for the sake of completeness,
certain limitations on the definition of personal holding companies
subject to the surtax under section 351.

It is possiblo for corporations to be set up, which are in substance
and in fact personal holding companies, owned by one individunl or &
small family group, The companies may hold assets belonging to
their ownors and collect the income thereirom. But they may be so
constituted ns to bo subjoct only to tho taxes lovied upon operating
companies. They will not then bo subjoot to the surtax under section
851, lovied on porsonal holding companies as they are defined.

This can come about in soveral ways. One method of escape is
furnished by the exemption of real-estate corporations from the provi-
sion, an exemption which was mado for good reason in 1934 and carried
overin 1936, The report of the Finance Committee of the Senate and
the Conforence Report on the 1934 Rovenue Act show that the com-
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mittees of Congress did not wish to impose the surtax upon small family
corporations engaged in the real-estate business. They felt that a
grent part of the real-estate business of the country is done by small
family companies, partaking more of the nature of operating companies
than of mere holding companies,

If, therefore, as individual has set up & corporation to hold his secur-
ities and also his farm and residence properties, he may be able to
escapo the surtax under section 351.  He could do this, if he so desired
and if the circumstances allowed, merely by making certain that the
rent which he pays from his unincorporated to his incorporated pocket-
book for these properties is at least 21 percent of the total income
received by the company. That would take the case out of the statu-
tory definition,

Mr. VinsoN. One point—in the development of that 1934 act rents
were included?

; Mlx{' Forras, Thatis right, that was in the House bill and then it was
stricken,

This matter and other aspects of the definition of companies sub-
joct to section 351, upon which I shell not comment, deserve considera-
tion in connection with any legislative program relating to personal
holding companies, . . .

In conclusion, let ine summarize the situation which has been pre-
sented to the committee in a fow words: It is clear from our study of
versonal holding companies that cortain individuals have avoided pay-
ing thoir full share of the expenses of government, as contemplated
by Congress. In most instances, this has been done by use of various
loopholes in the law, through which the alert taxpnyor of sufficient
woalth, who is willing to do so, can escape a portion of his burden. In
somo instances, taxes have been avoided by the use of unreal trans-
actions and intorcorpornte juggling which roflect not so much imper-
fections in the law or its enforcement, as a deficiont sense of responsi-
bility in the taxpayer. That concludes my statement.

The CiairmMaN. We thank you very much for your appearance and
the testimony you have given the committee. .

Mr. Coorer, I move we recoss until 10 o’clock tomorrow morning.

g’l‘he motion was seconded and carried.) .

Whereupon, at 11:60 a, m,, June 29, 1937, the hearing was recessed
to 10 a. m,, Wednesday, June 30, 1937.)
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WEDNESDAY, JUNE 30, 1937

+ JOINT CoMMITTEE ON TaXx EvVASION AND AVOIDANCE
Washington, D. C.

The joint committee met in tho hearing room of the Committee on
Ways and Means in the New House Office Building, at 10 a. m,,
Hon. Robert L. Do'\ﬁlhton presiding, . )

The CrHairMAN. The committee will be in order. Dr. Magill, are
you ready to proceed? ,

Under Secretury MaaiLL, Yes, Mr, Chairman, I have a‘document
here to put in for the record, with respect to the testimony yesterday
as to one of these personal holding companies. .

The CuairMaN, Without objection, it may be included in the record,

(The tabular statement submitted for the Tecord by Under Secretary
Magill is entitled “Deductions Shown on Personal Holdm% Company
fSlﬁ'tn.x ;leturn of Central Shares Corporation”, and so forth, is as

ollows:

Deductions shown on personal holding company surtox return of Ceniral Shares
Corporation, personal holding company of Cartler Luplon, 193/~36

1034 1638 1636
Not income, 800, 2.0 evseerrescsoreansons veneennvasaren eeenareseene o] $2,842.32 11830, 722.77 | $006, 767,83
Plus dividends deducted.eeceacecassen s 038,457,84 &,919.07 ..... eeenar
TOtuerereerasaneesssnsanssesssnnsasansencasacansann sepesanss 810,800, 10 | 666,100,380 | 904, 767,33
Less:
'l‘gxos, 880, 381 (b) (3) (A)eerecuvrnconsavenncasoonesvsnnanans 202,79 621,42 | 101,486,900
Charitable contrl utlonsotgllu 860, 881 (b) (8) (B)unceencnsann|ecanenensnes 23,280,00 [oeueannanna o
Capital losses, 800. 331 (b) (8 (0) .................... R [SPPRPITN LT TSI A venacns .
Total adjusted net Income deduotions....eeeeeeeen sevenssiennn 202.70 | 23,871,432 | 101,486,90
Adjusted not INCOMO..cerrsrencasnersensrsscassananansnsacseesss| 510,507,37 | 642,324,88 | 718,280, 43
Less: '
20 peroent deductlon, seo. 381 (b) (2) (A)..... ceessensensransrns | 103,101, 47 | 128,464,08 | 143,056.00
Debt rotirement, seo, 351 (gg( )d)}.( reeraversueesunsusnreneenfee 0?. .......... ?8' ....... ennnrorene
Dividend pald credit, seo. 881 (b) (3 (0. oooolo oo tiii il JOOUPRRER M e .

Total undistributed adjusted et 1000me deduotionS.eesesenss 103,101, 47 | 128,464,908 | 143,080.00
Undistributed adjuated net INCOMO..ceeeeceeeccncansancasnses]| 408,405,00 | 513,850.00 | 572,224, 34

1 Indioates a minus figure,

Under Secrotary Maarwt., This mornin%the purpose is to have Mr,
Arthur Kent, who is Assistant General Counsel in the Department
discuss the subjeot of the reduction of taxes by means of incorporated
yachts and country places, and the like. Mr, Kent,

The Cramman. All right. 228
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STATEMENT OF ARTHUR H. KENT, ASSISTANT GENERAL COUNSEL,
TREASURY DEPARTMENT

The CrairMAN. Mr, Kent. Please give the usual information to
the stenographer for the record. Of course, we all know who you are,
Mr. Kent. 1 pm Arthur H. Kent, Assistant.General Counsel,
Treasug Department, ~*: ' -
Mr. Chairman, and members of the committee, with the indulgence
of the committee I should like to follow the same practice as Mr,
Fortas followed yesterday in the handling of figures, and to use round
numbers in the interests of economy of time, rather than reading them

out to the last cent. .

The CrAIRMAN, I am sure that will be agreeable to the committee.
You m?{ proceed.

Mr. Kent. Moreover, when I come to the explanatory tables in con-

nection with some of these cases, instead of reading all the detailed
figures, I shall simply read summaries of them. That is aleo in order
to save time, .

Mr. Crowraer. Mr, Chairman,

The OnairMaN. Mr.: Crowther. /

Mr. CrowTner. May I ask. Mr. Kent before he commences if
what he is to present to us this morning is in tho category of legal
avoidance rather than illegal evasion? Ts there anything wrong
about this? Is there any criminal or llle’gal action on the part of these
people that you are going to talk about

r. KENT, I could not answer that categorically, The oases
differ in that respect, .
 Mr. Orowrner, Do you think that some of them are of that
desoription? .

Mr. Kent. Some of them are, clearly, and some may be on the
borderline. . . .

Mr. Crowrner, Will you differentiate as you come to them, as to
which ones you think are?

Mr. Kenr, I am going to present the facts, and I shall be glad to
:lxlxswer any questions that you may desire to ask in connection with

© 08808,

. Mr. Crowrner. Mr. Chairman, mipurposo in asking that question
is this, that so far we ap&mar to have had no evidence submitted to us
except as to legal avoidance. There have been no charges against
anybody that what wes done was ille?al or wrong, In fact, it has
been testified that there was no illegal action, and are we going to
hayve later on some oléar examples of tax evasion, of illegal evasion?

Mr. Coorrr, Will the gentleman yield?

Mr. CrowrHER. Yes. .

Mr. Cooper, I think that is a little too broad a statement, I
think we have had some oases,

Mr. CrowrHER. I think we have had one case, the De Ronde case,
which i the only one., o o

Mr. Coorer. Yes; we have had some cases on these foreign insur-
ance companies that for my part at least showed me very clearly
that thoy wore onses of fraud, Whether a onse presents a matter of
fraud and the basis for criminal prosecution, or whether it s:m?ly
points out evasion or avoidance of the present law, the same thing
still appears, that it is the duty of this committee to try to amend the
law so as to prevent tax avoidance; and of course any cases that are
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developed, that show a clear case of fraud, they will be handled chrough.

the Department of Justice in the regular course of business.

Mr. CrowraER. Mr. Chairman.

The CuairmaN, Mr. Crowther.

Mr. CrowrHER. I have no quarrel with the gentleman from Ten-
nessee 88 to his personal deduction after the evidence is in on these
matters, none whatever. I simply asked for information as to whether
later on we were going to have some cases that clearly involved
illegal evasion, o .

he CralrMAN, The Chair thinks both observations are pertinent
and helpful.

You may proceed.

Mr. Kent, In his statement before the joint committee, Seoretary

Morgenthau pointed out that a common characteristic running
through the various devices more or less frequently employed b;

taxpayers to reduce their taxable incomes is the creation of a multiple
personality, by whic “iXPayel” *teaggg to be a single individual
and becomes a whel® group of people, sof, of whom are earning
while others argddsing it.”’ Sometimes the devieg of incorporation is

resorted to ingsBrder to split a %g{g individual inteyn number of per-
sonalities; in other cases similaf tak-c&ging results Rye

to ‘%g corporate K
o
e

without t}te necessity cou , ,
the course’of st% 40 elaborate upol and provide
of conorete examples of the corparate and ri
deviceg which ha&ve::been’ and" e, being ) or less §
em'Flo ed to reduce taxes,, ‘3 AR '
he' use of the corporst¥ device is's wa from th§ ordinary
n

holdu}g company. techniqug and.is b
of anpndividu _dividin{v '

A stugly of thejillust o case

the pincipal puypose gf {ncor ()

jrore one taxaWle entity.
| follow clearly suglests that
8,40 either avoid

incomu at the ratps predcrihed in ghe bighter tdiyidual surtgk brackets
in the tatute or tain the.honefit hg as a gprporation,
oxpendifures not allowed to be deducted viduals, , th, It
has not, Bpen possible in t siavajiible to segiire complete
data in allkcases necessary for an dxaoct futation offho tax saving
effected; however, wheré™ blg, ‘estimates have hefn made of the
amount of ta%which would have ﬁeen paysable by #fie incorporations
or by the individuals concerned if the particu)g® tax-sa devices
which are being expleined had not been usedys com]iar.ed th taxes
aotually paid. Mathe oal exactitudets not feasible in most cases,

due to the presence of many variable factors or of several tax-saving
devices not all of which fall within the purview ot this statement.
The plan of reduction of tax by the ooxt-gora.te device is very simli}e
for an individual of large means, All that is necessary is that he
form & corporation, the articles of incorporation of which are made

sufficiently broad to permit it, in addition to investing in securities, -

to own and operate real estate, and to own and operate, lease or rent
yachts or other property which he usea for personal enjoyment. The
acht or the r roperty or both are than conveyed to the corpora-
fon in exohangq or its stock or as paid-in surplus, or are purchased
by the corporation with cashpreviously advanced by the stockholder,
Income-producing securities are then turned over to the corporation

(usually & domestic one) for stook or a8 paid-in surplus so as to provide

§79~-37—~pt, QP

the same geperal idea:

T
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it with a substantial income with which to defray alleged operating
expenses, In most instances possibly in order to lend some color to
its alleged business activities, the corporation will charge its sole
or principal stockholder charter fees for the use of the yacht or rent
for occupying the residence or othor estate. Such charges for fees
or rents are typically far below the actual costs of the operation and
maintenance or de;l)reciation of the property, and usuully much
below the amount which would have to be charged in an arm’s length
transaction to yicld a fair return upon the value of the property
regarded as an Investment,.

The corporation claims to be carrying on a business as pormitted
b{ its articles of incorporation and defends its claim to a deduction
of the expenses on the ground that section 23 (a) of the Revenue Act
of 1036 and the corresponding provision of prior acts permits a deduc-
tion for all ordinary and necessary expenses paid or incurred during
the taxable year in carrymf on any trade or business,

. It has been vory generally assumed that the business of a corpora-
tion comprehends all its actual activities which it is empowered by
its charter to carry on and which are therein declared to be the ob-
jects of its incorporation, In tho cases of & great majority of cor-
porations formed bona fide to carry on commercial enterprises for
profit, this assumption no doubt accords with the realities. It is
difficult to believe, however, that the Congress ever contemplated or
e{((]])ected. that the device of incorporation would be abused by indi-
viduals in order to obtain tax-saving deductions for expenditures
which would be disallowable, if claimed by them as individuals, under
the clear language of section 24 (a) (1{ which provides that ‘“no
deduction shall In any case be allowed in respect of (1) personal,
Jiving, or family expenses.,”

The investigation so far made, which is far from complete, indicates
that this device of creating corporations for the purposes of holding
maintaining, and operating yachts, city mansions, country estates, and
racing stables in such manner as possibly to nuilify the effect of the
express provisions of the statute, which deny or limit the deduction
of personal expenses, is now being employed by many wealthy tax-
payers and that thero is o tendency toward increased use of it. 'The
potential menace to the integrity of the revenuos which it contains is
very great for it is capable of profitable use by any taxpayer who owns
property requiring large personal expenditures and who also owns a
substantial amount of income-producing property.

The Rene Corporation, 26 Journal Square, Jersey City, N. J., is a
corporation organized in 1929 under the laws of the State of Delaware
for the purpose of holding title to the yacht Rene, which was then under
construction for Mr. Alfred P. Sloan, Jr. He is president of the Gen-
eral Motors Corporation, and he rosides in Great Neck, N. Y, The
corporation assumed the obligations of Mr, Sloan under the contract
for the yacht’s construction, The capitel stock outstanding Decem-
ber 31, 1935, consisted of $1,000,000 par value preferred and $3,000,060
par value common, All the common stock, 30,000 shares, and 9,545
shares of the preforred, according to our latest information, are owned
by Mr. Sloan. The total cost of the yacht upon completion in 1930
was in excoss of $1,100,000, of which sum about & million appears to
have been paid from the proceeds of the sale of preforred stock to
Mr. Sloan. Thoe common stock in the amount of $3,000,000 was
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issued to him in payment for securities in the same amount which he
turned over to the corporation.

The return of the Rene Corporation for 1934 showed a gross income
of $153,863.73, of which $63,750 represented dividends received on
capital stock of domestic corporations and $90,113.73 charter fees
paid to the corporation for the use of the yacht. The total deductions
taken on this return amounted to $223,219.10, resulting in the corpora-
tion reporting a net loss of $69,353.37, In its return for 1936 the
corporation reported $191,250 income from. domestic dividends and
$119,608.78 from charter of the yacht, making a gross income of
$310,858.78 from which it deducted total expenses of $185,670.32,
leaving a net income of $122,843.35. 'The corporate return for 1936
shows tax assessable of $25,182.88, representing chiefly surtax on
undistributed profits, no dividends having been paid by the cor-
poration, '

This case presents an excellent illustration of tax reduction by secur-
ing throuﬁh a corporation a deduction of a substantial portion of other-
wise disallowable porsonal oxpenses, as woll as the saving which may
be effooted through the diversion of a portion of investmont income
from the individual’s pocket to the coffers of his personally owned cor-

oration,
P The following figures will serve to show the character of the opera-
tions of the Rene Corporation, so far as thoy relate to the yacht in
question: ‘

. Yacht expensos
Rovenue from h Loss on opera-
Year charter hire ox((x‘lggl}g':i&\:w tion
19301 euueenenaanenrnnetacnnsncmnsansnnsanasencenes $108, 000, 00 $101,614.20 83, 514, 20
1932, 108, 000, 00 104,310, 21 13,080, 79
3. .. Non 34,423,458 34,423.48
00,113, 73 181, 210. 60 61, 102,06
110, 080, 8¢ 134,000, 93 67,023, 04
119, 608, 78 185, 670. 32 30,001, 84
TOt)eeeenercrsererunarnnenansancncannnssces 542, 709, 40 421, 183, 80 278,474.40

t Net income.

It is apparent from the foregoing ﬁxiures that the operation of the
yacht has by no means been a profitable enterprise,

You will note that the total revenue from charter hire was $542 -
%?9.40, all but & very small part of which at least was paid by Mr.

oan.

Mr, Coorer. Mr. Chairman,

The Cuairman., Mr. Cooper,

Mr? Coorrr. Would it disturb you to ask you a question at that

omng
P Mr. Kent, Not at all,

Mr, Coorer. My interest has been somowhat aroused with refer-
ence to this item appearing on page 5 of your statement, which shows
$900,113.73 “chartor feos’’. What does that mean?

Mr. Kent, That means that during each year that this corporation
has been in oxistence Mr, Sloan has paid substantial sums to the cor-
Porntion under the form of charter fees for the use of this yacht by
\imself and his family, ’

. —
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Mr. Coorrr. All right., Mr, Sloan had the yacht built at an
expense of $1,200,000?

r. Kenr. Yes.

Mr. CoorEer. And he incorporated it?

Mr. KenT, Yes.

Mr. Coorer. And now he charges himself charter fees for the use of
the yacht that he built and paid for?

r. KenT. Yos.

Mr, Coorer, In eoffect, that is what it amounts to?

Mr. Kenr., That is what it amounts to. And the amount paid as
‘“‘charter fees” is not eq'uul to tho cost to the corporation of maintainin
and operating the yacht. As this table shows, there is a substantia
deficit every year on that account.

Mr. Coorer. Your table apEearing on page 6 shows, under the
heading “Revenue from charter hire”, a total of $542,709.40. In other
words, 1&; tl?mt what Mr. Sloan is supposed to have paid as hire for his
own ysacht

Mr, KenT. Substantially so; although I think I should say that the
figures on 1035 and 1936 indicate the possibility that there may have
been some small amount received from outsiders, We have not been
able to determine that fact dofinitolir.

'The original arrangement apparently was that Mr, Sloan was to pay
the corporation $108,000 a yenr, and that was done in 1931 and 1932,
In 1033 nothing was paid, and in 1034, less than that amount. Now,
it may be that in 1935 and 1936 more was paid than the $108,000, or
it may be that excess came from some other source. That, we have
not been able to determine. )

Mr. Coot er, Would it be possible for him to charge himself charter
fees for the uso of his own yacht in such amount as may be found to
be necessary to show a loss, and result in the payment of no tax?

Mr. KenT, That is correct.

Nﬁx VinsoN, Mr, Chairman,

Tho CnairMaN., Mr, Vinson.

Mr, VinsoNn, Of course, it is always less than the income from the
securitics that had formerly been owned by Mr. Sloan, and which had
been purchased from him by the corporation?

Mr. Kent. That is generally true.

Mr. Vinson, That is true, according to these figures?

Mr. KenT. Yes. ) .

Mr. CrowTHER, Just one question, Mr, Chairman,

The CrairMaN, Mr, Crowther. .

Mr. Crowrrer, This has been going on since 1031. Has the
Bureau of Internal Revenue ever passed upon this validity, or the
legality of this kind of operation?

r. KEnt, The Bureau of Internal Revenue has apparently ques-
tionod some of these items on one or two occasions, but we are up
against tho recognition given to the corporate entity under the present
law in all of these cnses.

Mr. Vinson, And by tho courts?

Mr. KenT. By the courts.

q {\"Ir.?Onowmmn. The evasion, however, in many cases is closo to a
otion

Mr. KenT, That is correct,

The Cnamman, When did the Bureau discover this method of
esoaping taxes? When did the Bureau first find out that this tax-
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payer was avoiding, by this method or in this manner, the payment
of taxes as intended by law?

Mr. Kent, That I could not state exactly, Mr. Chairman. If you
will permit me to go on for a moment or two and put the whole pic-
ture before you, the next table may throw some light on that question,

The reduction in Mr. Sloan’s income taxes resulting from the for-
mation and use of this corporation has beon very substantial, as is
roflected in the following figures. These figures are based upon add-
ing to the income of Mr. Sloan the excoss of the yacht expenses de-
ducted by the corporation over the amount of the chartor fees received
by the corporation. In the instant case and similar cases which
follow, however, in order that the estimate of tax benefit may be con-
servative, and as fair to the individuals involved as possible, we have
endenvored to limit the excess so transferred to an amount which
does not exceed the corporate income from all sources other than the
operation of the yacht, residence, or similar property after deducting
taxos, interest, and other logitimate expenses, not including of course
those rolating to tho yacht, residence, or racing stable, as the cuse may
ll;o, \\;‘l:‘ich the corporation is operating for its owner's personal use and

enefit,

"To restate in simple torms what I have just said, Mr. Chairman, I
may say that it is just one of these problems of trying to explain in
simple language an arithmetical formula, in order to be as conserva-
tive in our estimates of tax saving and as fair to tho taxpayer ns pos-
sible. We have done this. Where the income of the corporation
from its investments or from other sources, other than the operation
of this type of property that wo are talking about, less the amount
of the legitimate deductions such as taxes and interest, which would
be allowed if there were no corporation, is less than the excess of the
operating expenses of the yacht or the country residence, over the
income derived thorefrom, we have carried over the lesser of the two
amounts into the taxpayer’s return, simply on the theory that in that
case the corporation had run a net deficit for the year, which might
!}gvo beoix made up by some voluntary contribution or taken out of
its capital,

We could have figured it on a somewhat differont basis, but it
seomed to us that that was the basis which was the most conservative
and the fairest possible basis for figuring the tax saving, and that is
what we have done.

Mr. Vinson. That is, giving the taxpayer the benefit?

Mr. Kunr. Giving the taxpayer the benefit.

Mr. VinsoN. Because, if you do not have tho corporate entity,
items for the operation of the yacht for his personal use would not be
deductible?

Mr. Kent, That is correct.

The table which follows shows the income reported by Mr. Sloan
on his returns for the years in question, the tax which was paid
thereon, the operating expenses of the corporation or its income from
outside sources, whichever is less, and the additional tax if such
amount were added to Mr. Sloan’s income.

On the basis of computation which we have adopted, there was no
actual tax saving to the individual in that case until the year 1933,
and since that time the saving has been greater each year, showing &
total saving for these yoars of $128,528.31.
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Operating ox-
penses of cor-

Additional tax
Income re- rorution or its >

porte:} by Mr. | Tax thercon lhicﬁno from '{\f“"";‘(‘l‘u{’%“‘:‘t

Sloan outsldo sources, | qyo. . g
whichever is Sloan’s income

loss

560, 140,17 t None $53,514.20 |oouvnerarinnnan
210, 887, 70 3$10,378. 66 |.... .. wsenveean
111, 108,35 3216, 060, 36 31,423, 46 $10,277.18
30, 235,30 3, 7L 13 &6, 407, 50 19, 448, 85
310, 245. 30 161, 482,106 07,023, 04 39, 505, 80
872, 486, 31 582,133, 61 60, 001, 54 80, 200,78
Totul. ... 2, 140, 503. 83 073, 408, 82 277, 510,82 128, 538,31

Alfred P, Sloan, Jr.~—Additional tax if corporale entily of Rene Corporation is ignored

Ko oo | Additional
T ono Corpo- | Additiona
Tax "'°’°{"’\‘§ ration from | tax if such

Income ree | ineludin .
Year Sorted by | o mnolfby sources other | amount s
| SRS L A than chnrlor | addod {0 Mr.
L 008, loss oan's {ne
poration taxes aml commo

interest paid

3360, 149, 17 ! Nono [ $112,008.78 None

210,887, 70 | 2810, 3878, 60 +b, 248, 07 22,024, 04

B, 108,86 | 3 216,000, 30 43, 08, 23 20, 035, 37

30, 235, 30 3, 74113 85, 407, 50 18,913.71

310, 098, 88 181, 116, 01 131, 847, 00 565,903, 42

872,480, 84 021, 170. 60 188, 004, 89 105, 110, 65

Totlenevieecanrenenanan Geveevasmmnvmanas 2, 10, 503, 83 | 1,032, 485, 60 882, 104, 53 222,047,19

1 Due to capital net loss $1,130,720.27,
1 Due to eapltal net loss $328,202,30,
3 Due to capital not gan $1,460,747.60,

My, Vinson., Mr, Chairman,

The Cuairman. Mr, Vinson,

Mr., Vinson, I would like to have inserted in the record another
tablo showing what tho tax saving would have been if the corporate
entitiy had been disregarded; because that would bo a much largor
tax saving,

Mr, Kent, Phat is true.

The CuaieMan., Can yvou furnish that tahle?

Mr, Kenr, Since I have been dealing in this paper only with this
particular device, I have sought to abstract the tax factor of the use
of this particulur device out of a situntion which involves othor tax.
saving }nctm's; but I think that such a table could be prepared on
these cases and supplied without great difficulty.

The Cuairman. Will you please do that, and include it with your
remarks?

Mr, Kent., Yes,

Mr, Vinson. In cach instance, after the table that you have pre-
sonted here?

Mr, Kent, All vight.

Mr, Crowrner., Mr. Chairman,

The CramrMaN, Mr, Crowthor,

Mur, Crowrner. In Mr, Sloun’s personal return he did not attempt
to deduct from that tho amount he paid for the use of the yacht?

My, KenT. Noj he did not.
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Another case clearly illustrating the use of incorporation to obtain
deductions for expense of operating a yacht for personal pleasure
urposes is tho Savarona Ship Corporation controlled by Mrs. Emil
%. Cadwalader of Fort Washington, Pa. Mrs, Cadwalader is promi-
nent in Philadelphia and is & daughter of the late Richard Roebling of
John A. Roebling Sons Co., large manufacturer of wire rope and cable.

Her husband, Richard M. Cadwalader, is & man of large means,

The Savarona Ship Corporation was organized under the laws of
New York in 1928 with its entire capital stock of 1,000 shares owned
by Mrs. Cadwalader. In 1932 she transferred 400 shares of the stock
to her attorney, Thomas Campbell, at a )l)rice far below its book value
for the purpose of ostablishing a loss, which was later disallowed by
the Bureau, The corporation has been used to own Mr, Cadwalader’s
private yachts. The first yacht owned by the corporation was named
the Savarona, but it was sold in 1929 for $1,800,000 cash, Its suc-
cessor, given the same name, was completed in Germany in 1931 at
a cost of $2,130,812.13 and is reputed to bo the largest privately
owned yacht in tho world. It is 410 feot long. It is interesting to
note that this yacht has never been brought into American waters
and thus subjected to the import duty on foreign-built yachts, im-
posed by the Tariff Act of 1930 (par. 370, 10 U. 8. C. A,, see. 1001).

Senator Hannison. Was that when we increased the rate on
imported yachts?

fr. Kint., Yes; in the paragraph just cited, which imposed an
ad valorem duty of 30 percent on foreign-built yachts brought into
torrvitorial waters for purposes of chartering, and for certain other
purposes,

Senator ITarnisoN, What was the tariff prior to that?

i I\]'lr. tKl«:NT. I do not know about that, Senator Harrison; I can
ind out,

Senator ITannisoN, But it was less than now provided?

Mr, Kenr, That is my impression,

It appears that some effort has been made to operate this yacht to
obtain some income, for it has been chartered on two occasions to a
friend of Mrs, Cadwalader and once to Ufa Film Co. Ixcept for
these instances, however, the yacht has been chartered or used by
the Cadwaladers exclusively. Tho true reason for these charters to
other persons is clearly revealed by the following excerpt from testi-
mony given by Mrs, Cadwalader at a hearing before Mr. Sorrell,
conferee in the Bureau of Internal Revenue on December 6, 1034,

;_l‘llnlie testimony, givon in answer to questions by Mr. Sorrell, was as
ollows:

Quostion, But it always was to somo extent a pleasure boat for you?

Answer. Yos; but I mean when we first made this contract—I moean—it was
in 1928 I think—and I mean the market was up and ovcrythhn% was going strong
and I thought it was pretty nice and comfortable, but in 1029 I mean we even
wont 8o far as to think wo conld stop the building of tho ship but we had signed
the contract and couldn’t do anything and somo of these sales were made, I mean,
to help build the boat, I mean we had to meet our obligations—it was trouble
constantly—and that was one reason why Mr. Cadwalader's health just went

to pot,
éucstlon. I think Mr, Luce asked you at tho time tho hoat was built whothoer
you had in mind making any profit from it, and I think your answor was “no.”
Answer, Not when it was started. It was just to take tho place of the othor

oat.
Question. Just for your porsonal pleasure?
Answor, Yes.
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Question. Then he asked you whether later on, ag the result of certain develop-
ments, the situation had not changed and you answered that it had, I think, or
words to that effeet. Is that riglt?

Answor. Yes.

Question. Did you at any time, after this changed situation—did you beliove
you could make & profit with that boat? .

Answer, No., I had hoped that we would get some charters.

Question, Yes,

Answer. But I soon discovered that we could only get one charter.

Question, But you hoped to get some chartors,

Answer. It was through a friond of Mr. Campbell’s that we got the oharter.

uestion. You hoped the charters would merely reduce your operating expense
of the boat; you never figured to make a not profit?

Answer, I kind of thought maybe-no; I don’t think I did really—on account
of the deprousion I didu't see possibly how we could, but we wanted to got along
the best way we could,

Question, The only thing you saw was the possibility of getting back some of
your exponse money in connection with tho expenses of tho hoat

Answer, Yos.

The expenses of operation of the yacht havo greatly exceeded the
revenue from charter hire, Thoe deficit has beon made up from income
of securities transforred to the corporation by Mrs, Cadwalader and
from profits on sales of securities, tho corporation having engaged in
very substantial trading activities,

Mr, Vinson, Mr, Chairman,

The CnamrmMan. Mr, Vinson,

M?r. Vinson. When were tho securities transfoerred to the corpora-
tion

Mr. Kent, Apparently transfers were made from time to time, all
along. It was not a case where the whole bundle was put into the
corporation at a single time.

Mr. VinsoN, How was the initial cost of the yacht met?

Mr. KenT, It was out of the procoeds of the salo of the prior yacht
which was sold for $1,800,000 cash, and out of income and out of
sccurities which wero transforred to the corporation.

Mr, VinsoN, How was the first yacht bought? Was it boug)ht
individually, or had securities boen transferred to the corporation

Mr. KenT, So far as our information shows, that yacht was appar-
ently owned by her at one time individually, and was then placed in
the ownership of the corporation.

Mr. Vinson, For the capital stock of the corporation?

Mr. Xent. Yes; that is correct. .

The following figures clearly show the character of the operations
of this corporation:

Revenue from | Expense of | Loss % gporm

Yoar charter hiro | operating yacht

148, 340, 36 70,340, 30

‘Mg'. 408, 18 ‘12: 485. 80

208, 888, 03 179,071, 86

168,891, 33 108, 801,33

170, 784. 81 170, 784, 81

101, 101, 002.03

Toto)eeeeansoncnnscenss cesstseansensuornee sernnses 241, 535,82 1,037,022, 41 708, 480, 69

The tax saving to Mrs. Cadwalader by use of the corporation has, of
courso, been vory groat. As in the Rene case, the approximate tax
saving to Mrs, Cadwalader through the uso of the corporate device has
been reached by computing the additional tax payable upon adding to
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her net income the operating oxpenses of the yacht, or the net incosno
of the corporation from outside sources, whichever sumn is less. The
approximate tax savings upon this basis are as follows;

. Oporating
oxpenser. of | Additional
!nc(zg:,elre- con'romtlon tax it su{:’h
s orted b Y or Income Amoun
Yonr ts, Cade | Tax thoreon | peouygut. added to
walnder side sonrces, | Cadwalndor's
whichover incotne
I8 loss
1 $272, 583, 81 $38, 158,73 None, None.
.| V256,107,43 Nono, 485,

78, 80’

17,018, 30 067, 16 41,551, 08
) 180,714,581 08,907, 36 , T84, 9,837, 18
] D 101,007, 03 {..... cescnen .

805,021.70 | 13,427.14 | 030,799,34 | 220,183, 65

314,485, 80 None,
o0l 10,008.00 | 4201788 $79, 803, 44
170, 784. b1

1 Capital net losses reflected in tax computatlon,

Mrs. Emily R. Cadwalader (Savarona Ship Corporation)— Additional tax if corporale
enlity of Savarona Ship Corporalion is tgnored

e | Additional
Tax thereon | DAvarona
Income re- | Including tax] SHip Oorpo- | tax i such

ratlon from | amount is

Year ::“(’72 AR ?J&:"Bngy sources other |  added to

i than oharter | Mra, Cad-

waladey 8hip Corpo- 003, 1638 walader's

ration taxes and income
interest pald

1031, eneees reeesrevenreunsenmsererunaraanannenn 272,583.81 | 1928,188.73'] 42,815,03 28563, 18
. ‘260, 107,43 ml None 23:6“.&0 None
78, 807. 80 13, 803, 90 142,017.88 77, 164,03
17,018.39 667,10 111,004, 13 41,351, 08
180, 714, 81 102, 700, 62 422,478.03 214, 787,17
10000 cesnsnnsnnavennsncsnssnansnsnsnnanssasinave|sennssnsnnnns wlecrecnsananses] SIROAD |ecneruccsnrean
Totaleeuassnnaes avemsceveravesenoes venaes| B05,021,70 145,220,381 | 1,021, 742.78 893, 720.06

1 Tax on capital losses reflected in tax computation,
’ Loss,

I may say that for the year 1936 the individual’s return is not
available, and the only figure that we have for that year is the opor-

ati{\‘f ovonsos.
r. VinsoN. Mr, Chairman,

Thoe Cuamman. Mr. Vinson,

Mr. VinsoN, Why is not the 1036 return available?

Mr. Kenr. It is somewhere in the field, Mr, Vinson, and attompts
have been made to locato it, but wo simply have not been able to
uncover it up to this time,

Mr, VinsoN. You understand that one has been made?

Mr. Kent. Yos; I so understand. . .

"T'he magnitude of the sums involved in this case sorves to emphasize
the tax savings mado possible by the use of this device.

Mr. Crowrngr. Mr, Chairman.

The Cuairman, Mr, Crowther,

Mr. Crowrnrn, Is that the ond of the yncht casoes?

Mr, Kent, That is the end of the yacht cases.

Mr, Crowrnrr. The Nourmahal was not incorporated, was it?
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Mr. KEnt. I have no information to that effect, Mr, Crowther.

Mr. CrRowTHER. You do not know anything about that?

Mr. Kext. We have the names of some other yachts that are
supposed to be incorportaed, and offorts are being made to obtain
information with regard to them, but the information is still too
incomplote to warrant any inferences as to their use for tax-saving
purposes.

r. VinsoN. You can check that and sec if it was incorporated,
can you not?

Mr. Kent, Yos. (Sce p. 289.)

Nemours, Inc., was organized in 1925 as a personal holding cor-
poration of Alfred I. du Pont, who at one time substantially con-
trolled E. I, du Pont de Nemours Co., and who was a very wealthy
man. He died in 1935, At the time of its creation he transferred
to this cor})omtion real property worth over $1,000,000 consisting
Frimm'ily of a palatial residence at Wilmington, Del. He also trans-
erred to it $2,000,000 par value of 5 percent preferred stock of
Almours Securities, Inc. A nominal lease of the residence was exe-
cuted with s rental of $1 and an agreement on the part of Nemowrs,
Inc., to pay all taxes, exFonses, and charges for upkeep.

The gross income of the corporation has been the sum of $100,000
for each year of its existence, derived from dividends on the Almours
Securities stock. This income has been employed to meet the ox-
penses of the mansion in Wilmington previously referred to and these
expensos have been taken as deductions by the company.

ince tho oporating expenses of maintaining the residence have
gracticnlly equalled the gross income of the corporation, and have
eon takon as deductions, the corporation has had little not income
and paid practically no tax. This procedure has continued from the
formation of the corporation down to the present time. Since the
income of Alfred I, du Pont, and of his estate since his death, has heen
vory large, the tax saving has been great. This is demonstrated by
the following figures:

Additlonal
tox if amount

Income Alfred sxpenses | deducted as
Year 1. du Pont | Tax thereon | deducted by |  expenses
or his estate corporation | added to
Individual
incomo

$574,050,37 | $100,417,00 $05, 540,48 $23,800.19
500,710, 44 259, 310, 71 74, 536,07 46, 305, 30
830, 702,01 412,002, 20 74,038.40 45,014, 34
1,172,611, 84 033, 300, 00 79, 655, 82 N
, 200, 120,018, 40 24,384, 30 13, 744,34
1,244,782.19 | 082,028,10 48, 708,78 22,873, 58

4,073,712.85 | 2,215,850, 80 | 300,046,904 200,437, 82

§ Porlod Jan. 1 to ABr. 20,
1 Perlod Apr. 30 to Deo. 31, estate of Alfred I. du Pont,
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Alfred 1. du Pont (Nemours, Inc.)—Additional tax if corporale enlily of Nemours,
Ine., 18 ignored

. ¢ !\pcomo .lkddll(tion?l
neomo ) of Nemours, | tax if such
reported by '(I;,‘:)"“‘,”,“‘;'} Inc., from | amount is
Year Alred I, 1010 bt [ other sources,| added to fn.
du Pont or ¥ Corno- less taves  [come of Alfred
his estate ratlon) and inter- | I du Pont
est paid or his estate

$571,050.37 | $100, 417,00 $05, 540, 18 $10,015,45
566, 716, 44 259,319, 71 74, 536,07 39, 504,12
. 830,792.01 412,062, 20 74, 055, 10 37,014, 34
oo 1,172,511, 84 634, 300, 4y 74, 655, 82 40, Y96, 93
| 275,260.00 120, 015, 40 27,272, 88 14, 748, 52
o 24,7219 062 Y25, 10 &4, 515,70 20, 242, 00

12 4,073,712.85 | 2,215,850.51 {  405,012.41 184, 491,36

t Perlod Jau. 1 to Apr, 20,
? Porlod Apr. 30 to Deo. 31, estate of Alfred I. du Pont,

In this caso also, one of the 1930 returns has not thus far been
obtained, although 1t has been requisitioned. We therefore could not
show the total figures for that year.

Mr. Crowrner, Mr, Chairman, may I ask a question?

The CuairmMan. Mr. Crowther.

Mr. CrowrnER. This has been going on since 1931, too, has it not?

Mr. KN, Yes; I beliove it has.

Mr. Crowruer. Has the Bureau of Internal Revenue in this case
ever Passod upon its validity or legality, or determined whether it is
moral, unmoral, or immoral?

Mr, Kenr, Of course, the Bureau is a tax-collecting agoney, which
has to collect taxes according to the law, The Bureau has attemptod
in some cases of this typo to include tho income of the corporation in
tho income of the sharsholder, but when protests have beon filed and
vhe question has been examined from a legal point of view, the protests
hay2 heen successful,

Mr, CrowTrER, Was that done in this ease, or just in similar cases?

Mr, Kenr, That was apparently done in this case, In 1913, the
Guanargua Securities Corporation was organized in Delaware to hold
the family residences and appurtenant properties of Mr. and Mrs,
Myron C. Taylor, who reside in Locust Valley, N. Y. Mnr, Taylor
is chairman of the board and chief exccutive officer of the United States
Steel Corporation, Tho stock of the Guanargua Co. is entirely owned
by Mrs. Taylor.

Tho balance sheet of the company as of December 31, 1934, showed
an investment in securities of $1,665,350 and in propertios of $2,034,-
400.91, It appoars that for tho use of the large residences occupied
by the Taylors, rentals wore paid which ropresented only a small
progorbion of tho expenses of o*wmtion of tho properties which were
paid by the corporation and deducted in its income-tax returns, The
expenses excoeding rentals received wero in general paid, as far as

ossible, out of the income on ¢he securitics owned by the corporation.

ver o pariod of a number of years the corporation has reported little
net income,
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For oxample the total rents received, including small sums received
as rents from persons other than Mr, Tz:{ylor, compared to total ox-
penses were as follows for the years statod:

Opemtlon‘d
Ronts rocolved | ,0Xpenses pa Not Joss on
Year by corporation b{,fg{,m{fé‘g}“' operations
taxes
103]..cccivncneen secasnnsnncscrnsnsarnsnacassnannnn $20, 4901, 60 $112,037,23 $84, 148, 87
1032 22,000, 04 93,317,68 71,317, 64
18, 578, 00 83,342, 97 04, 767.07
13, 400, 00 78, 610. 80 G5, 210, 80
19, 200. 05 85, 841,82 66,641, 77
09, 668, 78 453, 750, 59 354,083, 84

Myron C. Taylor (Ganatgua Securities Corporation)— Additional taz if Corporale
Enlity of Ganargua Securities Corporation is ignored

Income of | Additional
(Janargua tax if such
Incomo e | TOX thercon | Socurlties amount is
Year partod by (no tax was | Corporation {added to Mr,
Mr. Taylor pald by cor« | (rom sources | Taylor's in.
' poration) other than | come, or ox.
rent, less taxes/coss tax if loss
pald or losses | I8 deducted

$116, 034, 30 $14,047, 20 $10, 124, 56 $2, 024, 01
07, 708, 00 2 202, 20 5,809, 16 12,211, 20
200, 63, 52 80, 297, 07 110,174, 4 110,004, 84
319, 087, 30 183, 304, 70 25,178, 50 12,514, 70
200, 147. 03 119, 418. 47 308, 47 V1,077
Total....... Nsesasascarens crwenemesaurene 049, 631, 01 470,047, 39 10,011, 09 236, 40
1 Loss,

Anabel M, Taylor (Ganargua Securities Corporation)-—Additional Tax if Corporate
Entsty of Ganargua Securities Corporalion is Ignored

Income ol | Additlonal

i

Tncome ra- | T4X thoreon | corporation | added to
Yoar reported by patd by oors from so?‘rooa Mra, Taylor's

Mrs, Taylor ration) other than | income, or

o vent, lesa | oxcess tax

taxes pald It loss Is

or lossos deduoted
A — wmeseauasvanmnanmn [ $7,083.00 None $10, 124, 50 4350, 63
LTI LTI Tesnias fr.4 809, 40 137,43
canee N 4,081, 74 7,07 110, 174,04 1137, 07
............. 8,380, & 178, 38 25,170, 80 204,70
e 3,354, 08 40,00 1 308, 47 130,90
snsesenen . a0, 760, 44 180, 73 10,011,00 8,000,858

1 Losses,

The tax savings to tho Taylors by the use of this corporation have
been much smaller than in somo of the othor cases presonted, due
sololy to the fact, howovor, that the large volume of investment
seouritios transferred to the oori).omtlon wore Prodgcing rolatively
little income in the years in question. The total savings for 5 years
ulipear to have beon betweon $4,400 and $16,800, depending upon
whether tho saving is computed in respect of Mrs, Taylor's or M,
Taylor’s roturn, It is obvious that if the income from scourities
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bocomes larger, the saving will be greater. On the other hand, if the
corporation continues to operate at a deficit, the corporation may be
used by the stockholders to eflect a substantial tax saving by liquidat-
ing the corporation at a time when the capital loss resulting therefrom
may be used to offset a capital gain,

n 1932 Mr. John Hay Whitney formed, under the laws of New
York, a corporation named Llangollon Stables, Inc. At the time of
incorporation there were transferred to it securities valued at
$1,623,385 and racing and breeding stock valued at $656,978. Mr.,
Whitney is a resident of New York., He is well known for his interest
in horse racing and related activities.

It a goars that prior to 1932, the horse-racing activities now con-
ducted by Llangollen Stables, Inc., were carried on by Mr. Whitney
personally and no effort was made by him to deduct the expenses of
operation. The corporation was formed in 1932, however, and has
since been utilized for securing deductions for the expenses of the
stable which prior to that time had not been deducted by Mr. Whitney
individually. To show the magnitude of the operations involved and
tho lﬁssosdmcurred in such operations, the following data should be
considered.

Gross inoome | Expenses incurred
Year from stable. | ani deducted for Loss on opera:
operations stablo operations

1632 (8 wonths). vor 096,96 $323, 350, 46 $251, 200,20
1033t ceaernennmmnnnnrsenonnenonnrneneoreereees 16, 398, 00 410, 301, ¢4 203, 903, 44
e . % 0av.01 381,210.84 a2 1898
10301 rimoemeereremanrervonnnevorenrrarsaonas 162, 78403 394,008, 18 A

Ol eerneeersensnsesrernns veeverees 490,748, 42 1,816,088, 09 1,835, 040,87

The saving to Mr. Whitney accomplished by the taking of these
deductions has been very great.

Operating ex.

Incotwne reported ’1%‘3:'8': t‘noft{wl;?o' ’:g ltl‘%l:h:‘a‘x“l(

Year by Mr. Whitoey | Tex thereon | HGR RIS ¥ 8 to Mr,
sources, which- |\Vhitney'sincome

aver 1a loss

8507, 378,01 10, 113, 94 104, 228,23 , 239,
Ml Bma wes  wnd

gmi 205,18 236, 343 09 191, 6%7.33 100,27,
$,990,322.03 M4, 40,74 701, 637,48 390, 130, 47

John Hay Whitney (Llangollen Stable, Ino.)—Additional tan f corporate entily of
Llangollen Stable, Inoe., 18 ignored

1’”"33!&': Additional
Incomeye: | Tax thereon | Sta v Ino,, tuxﬂsuo’\

rted no tax Pald | from sources ount |
Yoar " .%‘m{. ‘»y ootpg‘r‘a- Othor than | added (oM,

ney tion) ™ nu.& Whitney's

taxesand ine | {ncome

terest po

L N 7, 878,01 10, 113, 4 104, 223, 23 ) 299,
}gi ‘?{;ﬁm;’l’ ‘:0’&0.3 ‘5‘302 03 :39.?;4:‘7
WSS a0k, 18 | 336, 348, 99 m.omigg 1@.3:71

TOlAe veceerncraracnasennsnncannrarrnnes #| 3,300,822.03 |  O44,400.74 | 701,007, 08 390, 800. 38
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In 1929 Renappi Corporation was formed under the laws of Dela-
ware by Mrs. Wilhelmina du Pont Ross. The corporation was a
personal holding company and among other assots transferred to it
yvo;'gazhe following with the values furnished by the corporation
in :

Racing stablo. - oo oo e e mdcme e mcmmaenm———— $6, 760
IS e em e eaneceaemeananne————— 421, 000
GRS JCREEB .. o v e e e cm e m e mmme e em——————————— 159, 000
BT o U3 1 U 1, 600, 000

The proceduroe used in other cases previously discussed was used to
good advantage by Mrs. Ross and Ronappi Corporation with respect
to three classes of deductions taken by the corporation, representin
oxpenses paid by the corporation out of income from securities an
royalties, 'These classes of deductions will be separately discussed.

One of these groups of deductions relates to the racing stable, Tt
appears that tho stable has succoeded in earning only a nominal
amount as compared to its operating expenses, the loss having been
mot out of the corporation’s income from securities, The record of
income and expenses of the stable is as follows:

Q(ross ine | Operating 1
Yoor comeof | oxponses <083 0N
stable of stable | oporations

$3,862.50 | $22,373.22 | $18,510,72
0 7, 541,82 7,641, 83
6,102, 60 0,102, 60

2,850.00 | 13,253, 58 10,403, 88

.....................................

12,812,560 | 70,830,460 | 07,029, 9

1 No Information avallable.

"The situation with regard to the stable was duplicated in connection
with the farms operated by the corporation, The record of income
and oxpenses of the farms 18 as follows:

Qross In+ | Operating | Loss on

Year comoof | expenses oparas

forms of faring tions
1" | PO weevan wensearsssestanane snersanessrsnsases PRS- oo $3,330,30 [ $73,480.32 | $70, 140,08
1032, .- 18,62 | 53,076,49

G,443.00 1 57,1
QU8 8L | 33,708, 00
950.78 | 31,830,83 30, 850, 03

J03B.0uen oo emnrenanaeraraareraonnrraanrannrranan evsnssesennss| 8,040,837 | 30,248,580 | 43,302.19
TOlalencecrsunsnnrsanencensaronasncsnsoannancosasvasnansnnes| 1, 070,41 | 235,446,23 | 320,770.81

{ No information availablo,

Still a third group of deductions rolates to tho salary paid by Renappi
Corporation to Mrs, Ross’ husband, Donald P. Ross,

Senator HanrrisoN, How much was his salary?

Mr, Kunr, That figure appears in just a momont,

For most of the years studied, Mr, Ross has had very little income
in addition to this salary, Thus the tax upon this salary paid to him
is very small comparod to the tax which would have beon payablo if
such income had beon taxed to Mrs, Ross singe she had a vory large
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income.

Corporation have been as follows:

$ No Informatlon avallable.

239

The amounts paid to Mr. Ross and deducted by Renappi

Amount of
solary de-
duete

........................................................

The 1035 return is in the field, and efforts to obtain it have not been

successful to dato.

The savings to Mrs. Ross by avoiding the inclusion of these amounts
deducted by the corporation in her

vory substantial, as shown in the following table.

&)orsonul net income have been

The

method of

computation is similar to that used in cases already described except
that credit is given for the small sums of tax paid by Mr. Ross upon
the salary received by him from the corporation.

Total exponses | Additional tax
deducted by | if such amount
Income re- corporation, or | added to Mrs,
Year Ki’""" by Tax thercon | incomofrom | Ross' Income
18, Ross outslde sources,| less tax Pald
whichever is | by Mr, Ross
Joss on salary
$160, 409, 61 $21, 024,08 $07, 000, 68 $23, 068,07
100, 684, 82 22, 740, 67 76,217, 20 42, 244,02
68, 164, 80 0, 064, 81 80, 860, 78 22,303, 41
132, 246. 88 43,002, 22 83, 289, 63 20,083, 46
R TX TR ) 63, 330/017 (7770, 768 42 T T6e 1004l
Tottleeeruenvnnans aennenseanen veu 500, 530, 08 180, 701, 00 74,704,77 172, 409,37

1 No information avallable,

Mra, Wilkelmina du Pont Ross (Ienappi Corporalion)—Additional taw if corporate
entity of Ronappi Corporation 18 ignored

Year

Income ro-
Romd by %nx reporte

1vs, Ross | by Ronapp!

Tax thoreon
ineluding

Incomo of
uonnp{u
Corporation
from sourcos

other than
racing and

Additional
tax If

Mra, Ross'
inoomo from

Corporation arm, Joss | souroes othor
Intorost and {than Renappl
taxos bal Corporation
150, 469, 07 $21,024,08 301,088, 78 9, 888, 84
‘mo: o84.82 | 22.740.87 "moi 188, 81 'gnf 840, 04
85, 164, 88 , 004, b 232, 530, 37 18, 809, 10
133,240,588 43,052, 22 108, 100, 27 15, 801,34
B0 oo D, 06Y, 437" 6, 4703777567, 064, 207V " 110,001, 48
TOl)easenevnenunsnenacnsssuacssonccncess| 800,530.08 169, 857,02 | 1,300,933, 43 283, 107,70

1 No information avallablo.

A variation from other cases of incorporated estates is presonted by
tho case of Mars, Ine., & Delaware corporation, whose address is 2019
North Oak Park Avenue, Chicago, TIl. This company is a close cor-
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Y{qmtion, the stock of which is held principally by Mrs. Ethel Mars,
iver Forest, Ill. It is a candy manufacturer, the principal product
of which is a candy bar marketed under the name of “Milky Way”,
Its return for the year 1936 shows gross sales of $11,855,833.656 and a
net profit of $857,071.50. A deduction was taken for operating loss
on a farm in the amount of $288,477.79. The total corporate tax paid
was $148,953.29, containing or consisting in part of normal tax running
up to 15 percent and in part of surtax on undistributed profits runnin
up to 17 percent in the top bracket. If the farm loss in question ha
not been deducted, the normal tax yicld would have been greater by
15 percent of the amount deducted and the surtax might have been
due at a higher rate, depending upon the amount of dividend distribu-
tion which the corporation would have made under those circum-
stances, An increased dividend would have meant more taxable
income to the shareholders.

This case seems to differ from other incorporated farm cases in that
here it apgonrs to be & manufacturing corporation which is operating
o farm and o racing stable as a sort of a corporate hobby. Tho loss is
claimed as a deduction upon the theory that the farm, which is located
at Pulaski, Tenn., and is called the Milky Way Farm, is operated by
way of an advertisement for “Milkfy Way" products. herein the
advertising value for a candy bar of this farm and racing stable con-
sists does not appear,

It may bo stated that the tax saving to the corporation on account
of the claimed deduction of its farm and racing losses for 1934 would
amount to approximately $38,000 and for 1935 to $28,000.

But the device of the multiple personality has been resorted to for
other purposes than reduction of taxes by establishing deductions for
what are in reality personal expenditures. The cases which follow
are illustrations exemplifying the use of artificial davices for the crea-
tion of interest deduotions,

Mr, Ronald Tree, of Chicago, Ill., whose principal source of income
for many years has been as beneficiary of two estates, viz, that of
Lambert Tree, his grandfather, and that of Marshall Fleld i, who it
appears was his wife’s grandfather, formed three Canadian holding
corporations, the entire capitnl stock of one of which was issued to
himsolf, of another to his wife, and of the third to his children. The
corporation, the stock of which was owned entirely by him, was
oapitalized at $1,800,000, of which amount 10 percent was paid in
cash, For the balance of $1,620,000 the taxpayoer gave his demand
notes which were never paid. He then proceeded to claim on his

ersonal tax returns for enoh of the iears 1020 to 1933, inclusive,

eductions for interest alleged to have been paid on these notes in the
amount of %)proximntely $100,000 per year. Investigation of the
oase disclosed that the corporation was substantially overcapitalized as
the greatost volume of business, which consisted in dealing in securi-
ties, done by it in any year was 175,000, The device of g ving notes
for inflated capital was clearly designed to support artificial dedue-
tions for interest as a means of reducing the taxpayer’s income-tax
linbility. In this onso the Income Tax Unit disallowed thointerost
deduction nas fiotitious, and the taxpayer agreed to and paid the
resulting defloienocy. This taxpayer was an American oitizen until
during the year 1933 when he became a British sub}eot. His returns
for }i“‘ﬁf years have been requisitioned from the fleld but are not yet
available,
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Another case is that of Mrs. Nathan L. Miller, of New York City,
whose husband is an attorney, a former governor of the State of New
York, and the general counsel and a director of the United States
Steel Corporation, In 1927 this taxpayer formed trusts for her seven
children, naming her husband as trustee of each trust. The corpus
of these trusts consisted of shares of stock in the United States Steel
Corporation. In 1931 Mrs., Miller obtained all of these shares of
stook from the trusts, giving her notes aggrefutmg $381,414.66 bearing
5 percent interest in exchange therefor, From 1931 to the end of
1934 the taxpayer paid only a portion of the interest due on these
notes, which amounted to about $19,070 per ycar. In 1935 the tax-
payer paid $42,000 to her husband, the trustee, as interest on the
notes for the current year and for previous years. In 1930 $35,639.71
was paid on the notes, which paid acerued and current interest in full,
The facts indicate that nothing has ever been paid on the principal
of these notes. This case suggests the possibility that a taxpayer on
the cash basis may take advantage of loan transactions within the
family to lpny or withhold interest in such a way as to accomplish
substantial tax savings, through concentration of interest payments
in years when taxable income 1s large. .

n the same geneml category falls the case of Mr. C. R. Lindback
Philadelphia, Pa., who is president of Abbott’s Dairies, Inc., rotail
milk dealers in that city., On June 6, 1932, this individual borrowed
$1,000,000 from the Irving Trust Co, which he gave to Mary I, Lind-
back, his wife. On the same day she created trusts for her own bene-
fit by depositing the million dollars with the Irving Trust Co., as
trustee, On the same date Mr, Lindback borrowed a million dollars
from the trusts created by his wife on the security of four notes for
$250,000 each, executed bly himself and payable to the Irving Trust
Co., as trustee, The million dollars was immediately used by M.
Lindback to repay the loan from the Irving Trust Co, These trans-
actions were all accomplished by the use of checks and no cash ever
loft the bank. These transactions were consummated a few hours
before the Revenue Act of 1932, which revived the gift tax, was ap-
proved by the President,

Mr, Lindback has olaimed deductions of $60,000 each year on his
individual income tax returns for interest paid on these notes, These
trusts being revocable, Mrs, Lindback has reported the intorest re-
ceived by the trusts on her individual income-tax returns, However,
since the income of Mr, Lindback is much greater than that of his
wife, and higher surtax ratee aro apghouble to him, the tax saving
from this ehifting of income from husband to wife would be very sube
stantial as will appear from the following figures:

Tax

A | T | M
Year “ser foter. ek | e ofdd

o t‘lonuo‘ on Intereat vice

ol Skt fhatost uhiet
2Rd IR R

Totalsesecsrunansare srasarresuvsannnnssanaeens ssesarnnanene o 105,048,89 | 00,177.00 | 86,471, %0

670-~87—pt, v
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Thoe Bureau of Internal Revenue has taken the position from the
beginning that theso intorost items must be disregarded. The tax-
payer has accopted an adjustment of this charactor for the years 1935
and 1936 but tho tax liabilitios for 1032, 1933, and 1934 are still unde-
torminod. This case affords o clear example of an attompt by a hus-
band and wife to accomplish a voluntary allocation of income betweon
thom and thus minimize taxes through the doduction of interest,

Casos of this typoe illustratoe the diflicultios presented in detormining
tho genuineness and bona fides of alleged loans betweon members of
farmilies which are used as the basis for claiming deductions for intorest,.

Mur. Vinson, Mr, Chairman,

The Cuamman. Mr. Vinson. :

Mr. VinsoN, What was the reason for the adjustment in the ta
yoars 1935 and 19367 Was it somo language in the 1034 act?

Mr. KNt No. In the carlier yoars thore had been a petition
tuken I beliove to the Board of Tax Appoeals, which case is pending
and undecided.  As to 1935 and 1036, it is possible undor the law for
the taxpayer to sign an agroomont waiving the right to go to tho Board
and permitting immedinto assessmont, but, of course, he has the period
of tho statute of limitations within which to file a c¢laim and bring a
suit for a rofund for that amount,

Mr. Vinson, That is, if the adjudications of the prior year justify it?

Mr., Kenr, If they wont in his favor; yes,

Theso difficultios flow largely from the fact that the family is
essontinlly an oconomic unit. Thoese difficultios are similur to those
which led the Congross in seotion 24 (1) (6) of tho Revenuo Act of
1034 to dony recognition for tax purposes to losses from sales or
oxohanges of property between members of the same family.

Among interesting cases of a somewhat different tyim is that of
Marion Otis Chandler ot al., Los_Angoles, Calif. (32" 1, 'I', A, 720,
affirmed by C. C, A, 0th biramt, pr. 12, 1937), The Chandis
Securities Co., & personal holding corporation of the Chandler and
Otis families, during the years 1010 to 1024, inclusive, issued its notes
to Mr, Harry Chandler, in the total amount of $1,038,648.00, in ex-
chango for divers assots of assertedly equal value. Mr, Chandlor, in
turn, assigned or gave these notes to his wifo, Marion Otis Clmndior,
and their cight children, Interest on these notes had acorued to the
amount of §1,5677,068.28 as of Decembor 31, 1929, Theo interest on
these notes has been used as n deduction by the Chandis Co., which
kept its books on the accrual basis, but was never returned by the
individuals to whom it was credited. The individuals wore assertedly
on the cash basis,

Mr. Vinson, Mr, Chairman,

The CuairMaN. Mr, Vinson,

Mr. Vinson. How did the Chandis Co. got that deduction of
intorest?

Mr, Kent, Booause it kopt its books on the acorual basis, and on
that basis of accounting, if the obligation to pay oxists within the
taxablo year, tho deduction may bo taken oven though the actual
payment may not occur until & lator poriod. That is well-settled law,

r. VinsoN, The notes were the notes of the corporation?

Mr. Kent, That is right.

The Commissionor at first endeavored to tax the nine individuals
involved in the yoars 1920 to 1023, inclusive, on the theory that con-
structive receipt of this intorest was had as it acorued annually to
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them, but the Board of Tax Appeals decided adversely to the Gov-
ernment on this point (16 B, T. A, 1248). In 1929 the Chandis Co.
arranged to increase its capital stock and to use that stock to pay
the principal amount of its notes, together with the acerued interest
thercon, As the result of this exchange, additional taxes for 1929 in
the amount of $335,761.05 wore assorted ngainst these nine individuals,
The Board of Tux Appeals decided, however, that the exchange
occurred in 1930 and never ‘mssod upon the question whether the
nine individuals realized taxable income by reason of the exchange
and this decision was recently aflimed by the Cireuit Court of
Appeals for the Ninth Circuit, Since the case went off on technical
grounds, the Chandis Securities Co, was thus successful in obtaining
a large tax deduction for interest on the accrual basis, while the
individual memibers of the Chandler family who owned the corpore-
tion never paid any income tax on that interest.

Another case of this general type involves Mr. Manuel Rionda,
whoso address is given on his return as 106 Wall Street, New York,
N. Y., and who states on his return that he is a resident alion. His
occupation is stated to be that of a corporation executive but the
corporation is not identified. This individual has availed himself of
what appoars to be a plan to wipe out any income-tax liability by
aceruing interest on amounts owed to relatives, close business asso-
cintos, and corporate entities in which he is a substantial or a con-
trolling stockholder. 1In 1035, for instance, Mr. Rionda, who keeps
his books on the acerual bas{s, claimed a deduction against gross
income for acerued interest in the nmount of $09,002.22, of which
s $49,010,43 was accrued as intorest at 6 percent due on bhalances
owing three nephows and a lifelong business associnte. The account
balances are now close to $1,000,000, with no apparent effort being
mado to reduce the nmount. Tho creditors are on the cash basis
and, since the accrued interest has not heen paid, they aro not re-
quired under tho law to take up the acerued interest as gross income
in their returns,

Tor no yoar for which roturns have been examined has this indi-
vidual shown any taxable income or paid any income tax to tho United
States, A computation covering o ‘)m'iod of 4 yoars indicatos that
zlmso intorest deductions have saved him approximatoly $18,000 in

axos,

In the mine run of easoes, whore borrowors and lenders of money are
donling at arm’s longth, the self-interest of the creditor provides a
ronsonably satisfactory safeguard to the revenue, in situations where
the borrowor is on the acerunl basis and the londer on the cash basis,
The oroditor is likely to insist upon prompt paymont of intorest and
an item of interost accrued by the debtor in one taxable year will
normally bo actually paid to and returned as income by the oreditor
not lator than the following yonr, But not so whoro the parties ave
not nocossarily dealing at arm’s length, as in cases of loans hetween
moembors of families or botweon corporate ontities within an affilinted

roup or botween stockholders and their personal corporations.
Sinco this form of reduction or postponemont of taxes is not uncommon
it is of considerable importance to the revenue that tho statute be
strongthoned by placing such reasonable limitations upon the use of
the accrued mothod as will effeotively check such abuses,

One other group of cases in which the corporate device has been
resorted to for the purposes of roducing individual incomes subjoot
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to surtax may be described under the caption of Incorporation of
Personal Talents. Many individuals enjoy large incomes from salaries
or fee for services as actors, on the stage or in motion pictures, as
stars of the opera or concert platform, or as authors of copyrighted
plays, novels, and short stories. The common feature of the plans
which have so far been encountered is that the individual transfers
to a corporation of which he is the sole or principal stockholder, or
in some instances perhaps members of his family, his income-producing
copyrights and the right to contract out his services as actor, artist,
or author to third parties for compensation to be paid to the corpora-
tion. The corporation agrees to pay to the individual a salary sub-
stantially less than the income derived b&,'. the corporation from his
services and may or may not pay him additional amounts from time
to time as dividends on his stock.  To the extent that there are surplus
earnings which are retained by the corporation, the amount of which
has been very substantial in some cases, the Government loses the
difference between the taxes paid thereon by the corporation and the
amount which would have been payable by the individual had all the
corporate income been included in his return, Where the principal
source of income transferred to the corporation consists in royalties
from copyrights, the corporation may be subject to section 351 but
that section as now drawn will not cover many of the cuses of this
general type. . . . .

A striking illustration of this device of incorporation of personal
talents is that of Mr, Ed Wynn, of Philadelphia, Pa., well known as
an aotor, radio entertainer, and show producer., In Docember 1032
Mr. Wynn organized in Delaware three corporations—Sonnykeen
Produotions, Inc., Minnylee, Inc., and Wynn Commercial Enterprises,
Inc.—and in January 1933 a fourth company known as Airwynn, Inc,
All of the capital stock of these corporations was owned by Mr. Wynn
or his nominees. Three of these corporations were subsequently
absorbed by merger into Wynn Commercial Enterprises, Inc.

These corporations appear to have been formed for the specific pur-
pose of holding Mr. Wyun’s highly remunerative radio-brondoustu:ig
contract with the Texas Co. and other contracts (5,000 per broad-
cast), recoiving the earnings from the contract, paying him a portion
thoreof as salary, which was duly reported on his annual personal
roturns, and investment of the surplus, The amount of money earned
for each broadoast was paid directly to the corporations. Separate
books and records and bank accounts were maintained by the corpora-
tions and by Mr, Wynn individually.

Examination of the contracts with the radio sponsors indicates
that there were agreements for the actor’s personal services only, as
is evidenced by & provision that “in the ovent of the death of Ed
Wynn during the period of this agreement, the agroement shall there-
upon terminate without further liability of either party hereto to the
other.” Since it appeared that the contract in question was purely
for the personal services of Ed Wynn, the Commissioner has taken
the position that the earnings derived therefrom are taxable to him

ersonally under the decision of the United States Supreme Court
n Lucas v. Earl (281 U, 8, 111 (1930)), in which the Court said
[reading):

There 18 no doubt that the atatute could tax salarles to those who earned thom

and provide that the tax could not he esoaped by antioipatory arrangements,

and contraats, however skillfully devised to prevent the salary when pald from
resting even for one seoond in the man who earned it.
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Whether the principle of this decision, which has been applied chiefly
to assignments of rights to income under existing contracts, will he
extonded under evisting law to govern cases in which by resort to a
corporate device, the right to hire out individuals’ services for a price
and receivo payment therefor is vested in a corromtion owned by the
individual cannot be known with certainty until the question has been
passed upon by the courts.

Mr. Wynn has taken an appeal to the Board of Tax Appeals from
the Commissioner’s determination that the broadcasting income
roceived by his corporations should be taxed to him, The exact
computation of the net reduction in taxes which the recognition of
theso corporate entities would effectuate is made extromely difficult
by the number of corporations involved and their interrelations, but
the net tax saving has been estimated. In computing the net tax
saving, the incomes of the corporations have heen added to Mr. Wynn's
individual income, with proper allowance for legitimate deductions
and all sums paid by the corporation to Mr. Wynn.,

Taxes ﬁmid
e | Toorore, | Revised Wynnand| Net tax
repor .
Year ,w m' tlong;go be t’(:ltgg ;:t Tax thereon ‘r;pg& saviog
Y subtracted

$52,673,70 ($135,000,00 |$187,673.70 | $97,011.18 | $30,838,67 | $97, 185,48
eees] V10,077, 238,874,064 1 238,707, 28 | 102,078.02 | 33,8680.45 | 69,080, 47
weeu| 08,045,60 | 34,124,60 | 103,070,38 | 31,322.84 | 19,475.83 | 11,3472,02
82,000.87 | 07,003.40 | 149,103,368 | £7,370,00 | 33,746.00 | 24,624, g
07,015,33 | 75,275.04 | 143,100,20 | ©58,403,00 | 34,417.00 | 23,980,

201,007, 31 | 600,507.80 | 811,430.07 | 347,082.01 | 100,533.04 | 106,738, 97

1 Deduotlion.

Mr, CrowTHER. Mr, Chairman,

The CrairMaN, Mr. Crowther.,

Mr, CrowTHER. Are you through with those radio cases, with the
entertainers?

Mr, Kenr, The next one that I am about to present is a case that
falls in the same general group as the case I have just discussed, I
havo threo of them,

Mr, Crowrner, Has the Dopartment many cases whore the checks
are paid to the boenoficiary and not to the performer?

r, Kunr, Thore have boon a number of cases in which attempts
have beon made to reduce taxes by assignmont of income under exiat-
ing contracts, Since the decision of the Supreme Court in the case
T havo reforved to, those cases are pretty well out., This other dovelop-
ment is much more rocont, whero tho individual taxpayer hires him~
self out to a corporation owned and controlled by himself or by mem-
bors of the family, and the corporation then in turn hires his services
out to third parties for compensation to bo paid to the corporation,
Now as I have said, whethor the socond case will be hold by the
courts to be govornoé by the principle of the first cannot be foratold
;\ivith cortainty until the courts have definitely passed upon the ques-

on,

Mr, TrEapwAaY, Mr. Chairman,

The CrairmMaN, Mr. Treadway.
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Mr. Treapway, Would the witness kindly quote the law applicable
to the amount of deduction allowable if salaries or earnings are turned
over to other people or other corporations? Is there not a distinet
amount stated as to how much can be so deducted?

Mr. Kent, No; I do not have in mind the provision to which you
refor, Mr. Treadway.

Mr, TrEapway, I do not have the law before me, but what I am
reforring to is an article written by one of the leading writers. Per-
haps there is no harm in mentioning his name. 1 believe it was
David Lawrence, who quotes a sreeiﬁc amount that can be deducted
ii ea;nings are turned over to charity. Is there not such a law as
that

Mr, Kenr, That is a deduction on charitable contributions, which
is, of course, limited to 15 porcent.

Mr. Crowrnrr, That is my understanding,

Mr, Kent, In the case of the income, the individual is limited to
15 percont, and it is 5 percent in the case of corporations.

Mr. TreEapway. Have you cases of that nature? Are you going to
illustrate the provisions of that paragraph? Is not the quotation
that you just gave applicable—

There {8 no doubt that the statuto could tax salaries to those who earned them
and provide that the tax could not be escaped by antleipatory arrangements and
contraots, however skilifully devised, to prevent tho salary whon paid from
rosting oven for one socond in tho man who earned it.

Mr. Kent. I have been dealing primarily, Mr, Treadway, with the
resort to the corporate device and/or artificial dovices for the reduction
of individrai waos.  Of eourse, in theso charitable-contributions cases
there wiil bo many questions of fact to be determined, as to whether
the coatribution is made for a purpose recognized by the statute as
chari.able, but that has not been a major problem,

My, TrEapway, Do you or your associntes intond to bring up the
quostion of assigning salaries or earned amounts to charity? Have you
any illustrations of this practice which you expeot to cite?

r. Kent, No; I have not.

M. Vinson. Nonoe of the cases to which you reforred are gifts to
charity?

Mr. Kent, Noj they are not.

Mr. Tueapway, Then is it not proper that suggestions should be
offered of such oases, and that they should be presented to the com-
mitteo at tho pro‘por‘time either by you or your assooiates?

Mr. Kent, I should like to have Mr, Magill answer that question,

Under Secretary Maamn, Certainly; if you have any. OI course
this entire investigation is in the committee's hands. If you wan
any information of any sort that is within our power to give you, we
shall be ,.[Bl“d to got it, .

Mr. TrreapwAay, The reason I am bringing it uI), Dr, Magill, is
this; I 1ust read, on the train coming down here, that you expected
to conolude suggestions to the committee during the noxt fow days,
I think thoro was a statement of that kind in this morning’s Pa{)ex‘s.

Under Scoretary Maacinn, Yes; I saw that statoment, 1 do not
know where it came from,

Mr. Treapway. It did not come from you, then?

Under Secrotary Maarun, No.

Mr. TrREADWAY, You wore given credit for it, at least, in the press,
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Under Secretary MaciLL, I did not see it. The fact is as you have
observed here, doubtless, we are presentinxé these various facts in
the order in which they appear to be in the Secretary’s letter; and in
conversation with the chairman and some members of the committee
this morning, it appeared to be that our original statements, if you
can call them that—that is, our statements of the problem as we see it
with respect to these different matters—would probably be conclude
within the next few days. Of course, whother it will be done by the
end of the week or not depends on the pleasure of the committee.

Mr, TrEapwAay. Mr. Chairman, I do not want to intrude upon the
orderly procedure that has been agreed upon between you and the
witnesses for the Department, but I wish to reserve the right, and
T think it is perhaps within tho scope of a committes member’s privil-
0{;0, to ask for roturns that possibly are not going to be presented by
tho Dopartment itself, .

Tho CuairmMaN. I have not heard of any orderly procedure having
been agreed upon between the Treasury and the chairman of the
committee. I have not heard of it. It is nows to me. The witness
has stated that he is presenting theso cases in the order mentioned
in the letter of the Secretary?

Mr, Treapway, Oh, certainly,

The Cuamman. I have nothing to do with that.

Mr. Treapway, That is perfootly agrecable.

The Cramman, And it is I]()erfeotly truo, .

Mr, Treapway, But I ask that the request for documents or in-
formation from the Department be not closed when the Treasury
Departmont finishos its presontation, .

he CuamMAaN, I do not suppose that that will be done,

Mr. Treapway. Thank you, .

The CuamrmaN. Wo oan only close the hearings by an agreoment
of the committeo. Tho committoe will determine when we will close,
and not the Dopartment.

You may proceed.

Another case in this group is that of Skippy, Ine., McLean, Va.
This company was organized in May 1932, under the laws of Delaware,
with an outstanding capital stook of 5,000 shares, of which 100 are
held by Mr. Porey Crosby, 3,400 by his wife, Mrs, Agnes Dale Crosby,
and 1,500 by Mr, Bernhard Knollenburg as trustee under trusts
pstablished for the benoefit of two children of Percy and Agnes Crosby.
This corporation is a porsonally owned company, but it is not certain
that it is subject to tax undor the provisions of section 361 though it
did filo forms 1120-H under that scotion beginning with the year 1034,
The principal source of revenue of Skippy, Ine., is from contracts,
trade-marks, and copyrights, Mr. Crosbhy was the originator of the
charactor Sicip » and_conductod a hbusiness of furnishing comic
strips through King’s Foatures Syndicate, Inc. At the time of its
incorporation Skippy, Ino., took ovor all the copyrights, trade-marks,
and franchise of tho namo “Skippy”’, together with all of the real estate
then owned by Mr, Crosby and his wife, in exhange for the capital
stock of the cormpany,

It has been noted in a survey of the returns for the years 1032 to
19306 that, while Mr. Crosby is the owner of record of only 2 percent
of the stock, the corporation pu¥s him an annual sala%of $62,000,
which is regularly reported on his personal returns. - Mrs, Crosby
receives an annual salary of $2,0600, which is likewise reported by her.
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The corporate income considerably exceeds these salary disburse-
ments. No dividends were paid by the corporation in 1932 and 1933,
bufl si ggzidend of $21,616 was paid in 1934 and one of $18,000 in 1935
an .

A computation of the additional tax which would be due and owing,
if the net income of the corporation had been included in Mr. Crosby’s
return, after allowing for taxes actually paid with respect to such
income by the corporation, Mrs, Crosby, and the trusts, shows a total
of amount of $72,041.25, as reflected by the following table. In
computing the sums to be added to Mr. Crosby’s income on account
of income received by the corporation, proper adjustments have been
made for legitimate deductions and for dividends and salary actually
paid by the corporation to him.

‘Taxes pald

Amount to by corpoe
M. Oros- h,”h:;’&%" Revised ratlon, Mr. Not tax
Year por)t'odrx‘iet fromrow. | totalnet |Taxthereon| and Mra., | TobU
income Crosby and &

income | porate in- trust to be

eone subtracted

$88, 185,27 s;sns.m.m $49 700,63 | $31,220.97 | $128,488, 58

66, 901, 70 020.60 | 99.803,01 | 10,681.47 | 20,212 44
51,970.30 | 103,033, 14 [ 30,803.89 | 16,470.09 | 14,032 90
47,881,16 | 08, 182,84 | 29,401.17 | 10.289.82 | 10,207.36
TOtAleereneeecaseanees 204,851, 24 | 203,338, 55 | 450,680,70 | 149,006.50 | 76,657,256 | 72,041,286

A third case of this type is that of Mr. Fritz Kreisler, a citizon of
Austria, whose American address is given as: care of Haymond M,
White, 1 Wall 8t,, New York, N. Y, Mr, Kreislor is famous as a
violin virtuoso and composer, and earns large sums in the United
States as a concert violinist, He transforred his contract sources of
income to the Colonial Corporation organized under the laws of Maine,
in 1024, and his royalty income to the Composers Corporation, organ-
ized also under the laws of Maine in 1926. He is em;)loyod by these
corporations and receives as compensation a sum considerably smaller
than the amounts received by the corporation,

The following table presents the facts as to the amount of the tax
saving for the year 1934, bY adding Mr. Kreisler’s reported not income
the pro;aor amount from the corporation’s income, as in the previous

oases of this type.
Tas pald
Amol& {0 by Mr,
h{r. Krolse| hoadded | Hevised Kriosler | nov (ax
Year or's ro-  Jthoretofrom| total net | Tasthoreon] and corpoe saving
norted not | corporate income tntions to
income income be suhe
tracted
WHeniecnnnenevansnasveseses $48,750, 31 | $54,047,03 | $102,708, 14 | $32,624.30 | $16,403.00 | 816,120, 40
1038 40,837.06 | 38,840,088 | * #3,078.61 008,77 | 12,083, 47 | 10, 143
1636 20, %lo. 78 | 85,623,87 | 04,040.08 ﬁ'ﬁm. 48 ’?:m'l. 08 7.000.%8
124,004,08 | 128,312,30 | 942,817.80 | 70,049.06 ] 97,476.38 ) 33,24.20

In the majority of cases presented in the oarlier portion of this
statement, resort was had to the device of incorporation or the settin
up of a trust as the mechanism to create & multiple personality an
thus facilitate the reduction of taxes, But it was pointed out that
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such a mechanism is not always necessary. In some situations
individuals may in effect be split into different persons without
crenting a separate entity. A person enjoying a substantial income
from investments or from salary or profits in an occupation in which
he has made a great success acquires a farm or a racing stable, the
operation of which nets him large losses over a period of years. Often-
times his farm or stable is conducted on such a luxurious scale as to
make such losses inevitable under existing conditions in agriculture
or stock-breeding, Nevertholess, he insists that the enterprise is a
business, not a hobby, that he entered into it with the hope and expec-
tation of profit, and that he is entitled to deduct his operating losses
fromn his income from other sources under section 23 (a) of the Revonue
Act as “ordinary and necessary expenses paid or incurred during the
taxable year in carrying on any trade or business.” As Mr. Magill
has stated, whether 1t is an actual business or a hobby “becomes one
of those vague questions of fact which are never settled.”

The difficulty is that a rich man’s hobby may be incontestnbl‘y n
business when conducted by another as a source of livelihood or when
carried on in a different manner. Thus, the collection of first editions,
old masters, or rare porcelains or stamps is in all probability a hobby
with the majority of persons who can afford to sample its pleasures,
yet any of iheso activitics may be and are carried on as a business by
others, Under the statute ordinary and necessary business expenses
shall bo allowed as deductions from grossi ncome; personal expenses
shall not. Tho problem of drawing the proper line of demarcation
between the two categories is a difficult one and is hopeless if form is
allowed to obscure substance, Fixing this line is nono the less im.
portant, for the amount of revenue annually lost by reason of tho
deduction of farm and racing-stable losses by woalthy taxpayers is
very substantial,

Cases of this general type have had a checkered carcer in the Board
of Tax Appeals and the courts, One of the leading cases on racing
stable losses is that of Commissioner v. Widener (C. C, A, 3d, 1929;
33 F. (2d) 833). The taxpayers, who were vory wealthy persons, in
this case were operating a stable ongn]ged in breeding, buying, and
racing blooded horses. It appears that vory large deficits were
annually incurred. For example, the stables operated by one of the
taxpayors sustained losses in excess of $333,000 over a period of 4
years, This taxpayer had operated the stable for 20 yoars and took a
substantial personal interest in it. Mo testified that he set up the
stable with the idea that he would come out even financially or make
a profit. The opinion of tho majority of the Board of Tax Appeals
which was adopted by the circuit court of appeals relied chiefly on the
faot that the taxpayors testified that at all times they sou%ht to make
a succoss of the stables and to og)omto them at a profit. The opinion
of the minority of the Board in this case contains some intoresting and
portinent comments upon the situation, from which I now quote:

% % » The hugo annunl dofloit disolosed by the rocord must have heon made
ood by equally hugo additional oapital contributions, This is a proocss aptly
osoribed in tho apeech of the common man as “throwing good monoey after had'’,

and Is raroly lndul;sod in by real busincssmoen, Ordinarily it is impossible in
an entorprise carried on for profit or as o means of lvelihood, but it is not at all an
unusual procedure for thoso who, regardloss of oxpense, pursue some sport, roorea-
tlo'x‘\, or past time for porsonal gratification, * "* *

Theso potltlonors voluntarlly ongaged in an ontor‘)rlso that ia notori.
ously uncortain, Thoy mado good their losses and continued their oporation after
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it was clear that there was little if any prospect of profit, The motives and pur-
poees that governed them wore not bascd either on the hope of or the desire for
profits, They were willing to pay and able to pay for the pleasure which they
derived from indulging in the “sport of kings'’ and doubtless the resulting porsonal
gratification was ample compensation for the costs incurred, * * *

I am convinced that Congress had incomes such as we have under consideration
in mind when it provided that there should be no deduction on account of personal
expenses, ‘'To permit these petitioners and others of their type to reduce their tax
liability by the deduction of the costs of maintaining racing stables, expensive
estates, and other similar activities, would result in a shifting of the burden of
public taxation, which it seems to me would be wholly inconsistent with the
publio interost. :

Mr. CrowTner, Mr, Chairman,

The CHAIRMAN. Mr, Crowther, . L

Mr. CrowrHER., How many conourred in the minority report?

Mr. Kent. The Board was divided nine to six in this case, and the
(j\ase w]as affirmed, as I have stated, by the Third Circuit Court of

ppoals, . . .

Mr, CrowTHER, I noticed in the last paragraph he spoke in the
first person. .

Mr. KnnNr. That just happens to be the language of the member
writing the opinion, .

Mr. Treapway, Mr, Chairman?

The CHAIRMAN, Mr, Treudwa%r.' .

Mr. Treapway, Was that decision rendered in 1929?

Mr, Kent, Yes. . )

Mr. Treapway, I see there is a reference to that offect in your pre-
pared statoment,

Mr, Kent, Yes, . ,

Mr. Truapway. So this method of tax avoidance has been known
by the Department since that time?

Mr, Kent, Thet is right. )

Mr, Treapway. Has there been any effort made to cure it?

Mr, Kenr, Wo have been fighting these cases before the Board
and in the courts in considerable numbeors every year,

Mr. Trrapway, But there has been no recommendation made to
00%?088 provious to the present time, has there?

100 Kent, I think the matter was questioned by Mr, Vinson in

Mr, TrrADWAY, It was just casually brought up?

Mr, KenT, I was not presont at that time, Mr, Trendway, and I
do not know how completely the mattor was gone into at that time,

Mr, TreEApwaAy, Some of theso cases started in 1032, and it has
been brought out in this hearing that thore has been noither any
criminal prosecution nor any recommendation for amending the law,
although the returns of the taxpayers have been contested, This sort
of case goes back to 1920, I judge.

Mr, Kent, It goes back much earlier than that, Mr, Treadway,
This is not & now problem,

Mr, Treapway. 8o it is not a discovery on the part of the Depart«
ment at the prosent time?

Mr, Kent, Not at all, ,

Mr, TrEADWAY, It doos not come within the clagsification of that
;‘die:{:ovo{g}’ ' item in Mr, Morgenthau’s lotter, that has been referred

0, does
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Mr. Kent. It is a problem that has been with us for & long time,
Of course, its tax consequences in terms of the amount of revenue
loss necessarily vary with the level of the income-tax rates,

Mr. TreapwAY, Let me just bring out one other point that prob-
ably you will admit is correct. Undoubtedly there are profits made
from racing stables? I do not know of it personally, but is that not
true in the case of some of these people who are in the racing business
as o business and not as hobbg? )

Mr., Kenr, I think that is doubtless true, although I cannot speak
fxl'lom personal knowledge in saying how often a profit is made out of
them,

Mr, TrREADWAY, But the general opinion is, is it not, that now and
again distinet cases of large winnings oceur?

Mr, Kunt, I assumed that there might be individual years when a
racing stable had some good horses and won some big purses, when
they might break even, and if the stable was run in connection with
& breeding farm which sold colts in Jarge numbers and was managed
on lg %onservative basis, it is possible that some profits might be
realized,

The decision in the Widener case has been frequently cited and has
exorcised great influence in subsequent cases. Thus, in Whitney v.
Commissioner (C, C, A, 3d, 1034; 73 F, (2d) 689), the taxpayer was
operating a stable which incwrred a deficit each year, the amount of
which does not appoar. ‘The taxpayer kept books and supervised the
stable’s activities himself. IIo testified that he intended and hoped
to derive profits from the operation of the stables, The court, re-
vorsing the Board of Tax Appeals, said:

That the petitioner did not claim a deduction for losses prior to 1927 and that
the stable was unprofitable for the 8 years it had oxlstm{ will not support the
deojsion of the Board undor tho ovidence in this case, Thore is no substantial
ovideneo to support tho conolusion that the ploasure of owning the stable was
the primary intorest of tho potitioner in operating it. Tho evidence in this oase
18 80 similar to that in tho oaso of Commissioner v. Widenor (33 F, (2) 833, C. C. A,
3), that it is controlling hore.

In line with the above cases is the decision of tho Cireuit Court of
A\;poula for the Second Cireuit in Commissioner v, Marshall Iield
(67 I, (2d) 870).

.In contrast to theso and many other similar cages whioh mlght be
cited is the onse of Deering v, Blair (Ct, A)B. D. C. 1928: 23 I, (2d)
976). Deduotions olaimed by Mr, Roginald C. Vanderbilt for oXponses
in operating & stock farm were here in question, Mr, Vandorbilt,
who resided in Now York and was aotive in financial affairs, booame
interested in hackney horses and bogan operation of a stogk farm
and later built a large residonce and numerous other buildings for
residence and other purposes. Large losses had ulwafrs heen inourred
in operation of the farm. As an example of such losscs, in one
yoar the oexponses amounted to $27,260.81 and the total gross income
was $2,286.03, The court, in hol(iing that the expenses weore non-
deduotiblo, sald:

In viow of tho apparontly unbroken record, extonding from tho lwﬁlm\lng to
the close of Mr, Vanderbilt’s oporations of the farm, wo think the Board was
justified in tho conoluslon that the farm was oporatod as o place of pleasure,
oxhibition, and soolal diversion, and not as a business for profit,
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A similar contrariety in judicial reasoning and result is found in
the numerous cases involving the deductibility of farm losses. In
Plant v. Walsh (D. C. Conn, 1922; 280 F. 722), the taxpayer had
operated a farm since 1905, incurring a loss each year to and including
1914, 1In 1913 operations resulted in a loss of $107,680.70 which was
about 200 percent of the gross receipts and in 1914 in a loss of
$106,431.08 which was about 150 percent of the gross receipts.
The taxpayer devoted much of his time to the farm operations and
declared that he was endeavoring to develoY o high-class modern
farm. The court, in its opinion holding the losses deductible, said:

I think, however, that the evidence establishes clearly that Mr, Plant’s farm

was conduoted as a business enterprise and with the expectation that it would
eventually become profitable, The mere fact that a heavy loss was inourred in
the initial stages of so lar%o an enterprise doos not nocessarily show tho con-
trary, But, even though this is not so I do not beliove that farming, when
en‘gas}ed in as a regular oecupation and in accordance with recognized business
prineiples and practices, is any the less a business within the meaning of the
statute, because the person engaging in it is willing to do so without regard to
its prot'ltableness, because of the pleasure derived from it,
. The case on its particular facts is difficult to criticise but the
intimation in the opinion that the presence or absence of the profit
motive in an enterprise is not controlling on the issue of deductibility
of losses was surprisingly extreme, .

The statement in the preceding case was later discussed by Justice
Lenrned Hand in the case of Thatcher v. Lowe (D, C,,8.D,, N, Y, 1022;
288 F, 094), whore the court held a farm loss nondeductnbl’e, as follows!

With the utmost deferonce I cannot altogothor agree with that statement, It
does soom to me that if a man does not expeot to make any gain or profit out of
the managoment of the farm, it cannot be sald to be a business for profit, and
while I should be the last to say that the making of {n‘oﬂt was not in itsolf a

leasure, I hope I should also be one of thoso to agree there were other pleasures

han making a profit, Indeed, it makes no difforence whether a man is engaged
in a businoss which glves him pioasuro, if it be a business; that is irrolovant as was
sald in Wilson v, Fisner. DBut it doos make & difforonco whether a man ongaged
in acoupation which gives him ploasure can honostly bo sald to he carried on for
profit.  Unless you can find that cloment it is not within tho statute.

Earlier in the same opinion Judge Hand said:

Tho question in this case Is a narrow one, and s morely whether the farm which
Mr. Davios oporated during his lifetime at his residonce on Long Island was &
“lawful busincss carricd on for galn or xlxroﬁt." I have no doubt that a lawyer can
operato & farm for profit, However unlikely it may be he will succeed in the enter-
frlso, the enterprise may in faoct be intended as a business, But it is equally clear

hat a lawyer may run a farm morely as an adjunct to his country place, and be~
tween the two the test appears to mo to be only of his actual intention, More-
over, in ascortaining that Intention, I can seo no escape from making the erux of the
determination his receipts and expondlitures,

Among the considerations which have apparently influenced the
courts in cnses whore the doduction of losses has been allowed are
the following: (1) A record of past losses year after yoar is only one
faotor and doos not preclude the court from allowing the deduoction;
(2) tho fact that the taxpayer had othor business interests does no
preclude the allowance of the deduction; (3) the thoroughnoess with
which the taxpayor entered u‘{)on his agrioultural entorprise indioates
that his motive was profit; (4) the fact that farm produce was mar-
keted to the ;t)ublio is important; (8) the keoping of accounting records
of tho operations of tho farm Is important; (6) the fondnoess of the
taxpayer for farming does not prevent the farm from being a business
oporation; (7) the fact that the farm was operated on n practioal and
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businesslike basis is important; (8) the fact that the taxpayer’s prim-
ary intention was to derive a profit is controlling. The last of these
propositions, while unobjectionable in the abstract, is quostion-beg-
gini in character, since the real problem which causes the difficulty
in these cases is how this primary intention is to be determined. Sev-
eral of the other factors mentioned seem to evidence a desire to reduce
losses as much or more than a primary motive of profit.

The fact that cases of this type turn so largely upon issues of fact
and questions of the weight to be given to various kinds of evidence,
inclu in% the taxpayer’s own declarations as to his intent or motive,
makes the problem inyvolved peculiarly refractory to any solution
which is not too complex from the point of view of administration
and which will not operate harshly and unjustly in large numbers of
cases. Yot there can be no doubt that a large amount of revenue is
being lost overy year by reason of deductions for farm and racing
stable losses of doubtful {ustiﬁcatxon. The following illustrative
figures for the year 1935, which come from the offices of 24 internal
agents in charge from all parts of the country, and are taken from the
returns of 51 individuals for that year show the total of the net incomes
reported in such returns and the total deductions claimed for farm and
racing stable losses, and the data available does not permit a break-
down between farm losses and racing losses, but the former represents
vastly the greater portion of the total, The total net income from
all sources reported in the 51 returns was $13,325,155.38, and the

doductions for the above losses claimed amounted to $3,176,278.01.
" As many of these returns fall into high surtax brackets, the revenue
lost on account of these deductions is manifestly substantial,

Many of the taxpayers claiming those losses are prominent bankers,
financiars, industrial lendors, and professional mon, but, in tho absence
of full data regarding their individual cases, it is impossible to say
what proportion of the deductions claimed are meritorious and what
part open to question. In only ono of the 51 cases was o net profit
}E‘on the farming oporation reported, in the amount of $2,145.67.

o list roprosonts, of course, only o fraction of the total losses on
farms and racing stables during that year which were claimed by
persons whose principal activitios and sources of livelihood are in
other flelds of activity.

As Mr, Magill has pointed out, the ordinary farmer knows that
such activities cannot be conducted upon the soale and in the manner
which characterize many of the above cases with any reasonable hope
or expectation of profit, He fecls that an unfair advantage is being
taken of the income-tax law and his confidence in its integrity is to
that extent impaired, He knows that, if wealthy taxpayers solicited
to embark upon such rural enterprises applied to them the same
standards which account for their general financial success, they
would never consider doing so for a moment unless the personal
pleasures and satisfactions to be derived therefrom were regarded
as worth the cost to themselves, A wider application of hard-headed
realism and common sense would go far toward solving this problem.

Mr. TreApwAY, In the seotion of the country where I reside there
are numerous farms of this nature. Whether any of them are incor-
porated, or not, I have no knowledge, but I feel that it wéuld be a
very serious handicap to resort regions to have the inference made
that this sort of farming—the breeding of cattle or horses—is more
or less discountenanced under the recommendations of the Depart~
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ment. It would very seriously interfere with New England as a resort
region. We need help as it is, and we should not be handicapped in
our efforts along that line by legislation or even oriticism aimed at
people who are doing this sort of thing. I do not say they are doing
1t in the corporate sense for tax avoidance purposes, but these farms,
such as you are describing, which, of course, must be regarded as
hobbies, are quite plentiful through the New Englund area. To have
the Government take the attitude of opposition to it certainly would
not encourage the resort business in New England.

Mr. Kzent. Of course, there is no intent, Mr. Treadway, I hope
you understand that, to criticize or discountenance any of these activ-
ities as activities. Hobbies are o very fine thing. I wish I could
afford a nice countr{ place myself, '

Mr. Treapway. I wish you could, because then, if you used good

iucllément, you would be up in «ur country. .
- Mr. Kent, The question is simply this: It has been the policy of
Congress to limit deductions for expenses to those expenses that are
ordinarily and necessarily incurred in the carrying on of a trade or
business, Can it fairly be said that a person can go out into o field
of activity that is not his regular or principal field of activity, and
carry on an enterprise year after year, and [l>ile up staggering losses,
and still be carr{ on that enterprise with the motive of private
profit as the dominating motive, rather than the motive of the pleasure
and satisfaction that he gets out of it as & person?

Mr. Vinson. The mere fact though, that profit is not 1generally
obtained could not be controlling. ako the oil business: I venture °
the assertion that the total number of dollars lost by the people of this
country in attompting to strike oil overshadows many times the
profits, People start whon they are young, and they go all the way
through, The lure keeps them on, and you can say that it is un-
profitable, but yet the American spinb continues in that direction,

Mr, Kenn, That is correct.

Mr. VinsoN, And you could say certainly that they get a great ploas-
ure, I never struck an oil well, but I just imagine that the kick that
a fellow would get out of bringing in & gusher would he quite pleasant.

Mr, Kunr, That is right. . .

Mr, TreapwAY, May I ask, Mr, Chairman, if the %entleman from
Kentucky could not see the same pleasure and gratification in breeding
good horses down in his State?

i l\gr. VingoN, It may be that the gentleman had already thought
l& U : .
The Onamrman. I may have misunderstood your statement, but I
id not understand it to be your purpose to discredit or discount the
operations referred to by my good friend Mr, Treadway,
.Mr, Kent, Notatall, -+ . .

The Camman, Your position is that if those operations are resorted
to for the deliborate purpose of tax avoidance or tax evasion, then you
would discredit that Rurpose or pblicy. . You would not attempt to
discountenance the ordinary and propér business operations that may
be entered into, but you would disoredit only those entered into’ for
thvur oge of avoiding taxes? - - St

r. VensoN, Of course, that comes down to whethor it is done.
personally, or whether the corporate device is used for that purpose;
and, of.courso, the cases to which he has been referring hore in the
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last few minutes were cases of individuals who were engaged in farming
on that scale. Is that right?

Mr. Kent, That is right.

Mr. Crowrnger, Mr. Chairman.

The CHAirMAN. Mr, Crowther.

Mr. CrowTHER. It is a pretty close question, evidently, in the
courts, is it not?

Mr. Kent. That is right.

Mr. CrowTHER. I wish you would read into the record at this

oint what the court said regarding deductlblo losses of this character,

in the case of Plant v. Walsh. 1t is only a short paragraph,

Mr. Kenr, If T read that, do you have any objection if I read
another case in which that case was discussed?

Mr, Crowrer, No. I am asking you to read it all.

Mr., Kenr. In this case, the court in sustaining the deductible loss
made the following statement. This was a district court in the
southern disttict of Connecticut:

I think, however, that.she*évidénce s olearly that Mr. Plant's form
was conducted as ness enterprise and w. o oxpeotation that it would
eventurlly becon lism.)ﬂtnble. The mere fact that Wheavy loss wag inourred in
tho initia st f 80 large an entorpriso doos not neccfagrily show the contrary.

But, even ¢ gh this 1s not so, I do.not bellove that fartaing, when ongaged in
a8 6 rogul 00U atlon and in acodfdan % with rqgo nized biiglnoss princlples and
practices, 48 any the leas q Iness within the'medning of the Matute, bhecause the
peorson glng in it ig:wlllipg to do so w Ighout regard to its woﬂtabloness, be-
oauso 0 ploasurg erlvo rom ity,

4,
the sta,tomont ofpt cedmg c&e: was lator 1scussod %y
Just o Loarned Hand i oo Z;Imc v. Lowe (D. G
102 288 Fed. 994), l,\ cour
asf lows: e

hel :&m loss nop deduotlble,
thor g with that sfhtemont. It

ot to make any gain off profit out of
to bof & buslnoss f#r profit, and

W th the utnﬁm* dpfore : o‘i onf
does’goom to ma. that 'if- g Ran doos
tho panagemen of tho

01 should b , the | say that tl rofit was ot in iteelf a
{:Ioas 0, 1 hopo ho alsde on sq to agred“shoro wore gther pleasures
han kingapr ndeed,'té # no Qifferonce yhether a ghan s ongaged
inah nass whiolt; vaa him p 08 3 that is j#rolovant as was

it it bolp busin
sald in "Wilson v, Eiener, umy; make & dl 00 whothgh the ocoupation
which givas him ploasure capstfonestlyibo said W&rrled on for proﬂt. nless
you 0an that clomon i is not witin tho statuto,

Earlier 1 ,%10 same opﬁlioi'f”lﬁ o Hand said:

Tho_questlo this case Is & narrow one, and is Iﬂeroly whother the tarm
which Mr, Davies ated during h(s lifetime atl aldonoo on Lo Island was
a ‘‘lawful business ca R for gain or pro have no doubt t at a lawyer
oam operato a farm for pro mmmn y t may be he will succced in the
onterpriso, tho onterprise muy in faot be Intonded ne & business, But it is oqually
oloar that a lawyer may run a farm merely as an adjunot to his countr pluoe. and
hetween the two the test appears to mo to be only of his actual intention, More-
over in Mcortaimm;t that intention, I can soo no escapo from making tho erux of
the dotormination his receipts and oxpenditures,
Mr, Orowrner, I think that illustrates how close the docision is,
The CuatrmMan. Woe thank you, Mr, Kent, for your appearance and
for the testimoanen the committee.
Mr, Cooren, Mr, Chairman, I move that we adjourn until 10
o'clock tomorrow morning.
The OHAIRMAN, Without opjection, the committee will stand ad-
journed until 10 o’clock tomorrow morning,
(Thereupon, at 12 noon, Wednesday, June 30, 1937, the committee
adjourned until tomorrow, Thursday, July 1, 1837, at 10 a. m.)
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THURSDAY, JULY 1, 1937

Joint CommIiTTEE ON TAx EVASION AND AVOIDANCE
Washington, D. .

The joint committee met in the hearing room of the Committee on
Ways and Means in the New House Office Building, at 10 a. m,,
Hon. Robert L. Doughton presiding.

The Cuairman, The committee will be in order. You may pro-
ceed, Mr, Magill. Who is your first witness?

Under Secretary MagiLy, Mr, Chairman, I have two matters here
which have been requested at earlier meetings, that might be put
into the record. ,

Senator George inquired the other day respecting the number of
gersonul holding companies which have been organized since 1034,

Vo have no information as to the number which have been organized,
and T do not know how you could get that, but I can give you the
number of personal holding companies’ returns which have been filed
for each year, in 1034 and subsequent yoars, ‘

The Statistical Division reports that in 1034 there WOI;? 4,457
borsonal holding company returns filed; in 1936, 5,075; and up to

ay 31, 1037, there wore 4,305 returns filed. The yoar is ag yet
incomplete,

As T have snid, I do not think these figures give any light as to
the number of personal holding companies which may have bheen in
oxistenco or which may have been formed, What they seem to show
is that there have been more such returns filed under section 351,
which may simply indicate that that section has been effective,

Senator HarrisoN. When you speak of 1034, do you refer to the
roturns for the calendar year or for the fiscal year 1934?

Under Secretary MaairLn, This document reads “that during 1934,
4,487 porsonal-holding-company returns were filed,”

The Cuammman, That would be for the calendar year?

Under Secretary MaaiLy, Yes, sir; I should think so,

Senator Hanrison, Mr, Chairman,

Tho CuairmaN, Senator Harrieon,

Senator HarnigoN. Were they required to be filed under the law,
prior to 19347

Under Secrotary Maamn.y, No, sir, .

Senator HARrIsON, So that must be the returns filed in 1035, rather
than in 1034°?

Undor Secrotary Maainn, Yes, I think that is true.

I have hore also another document. One member of the com-
mittee—I am not sure just who requested the other day that we
file a statement respeoting the corporation laws and tax laws of some

287
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of these countries in which foreign personal-holding companies have
been organized. The Legal Division has prepared such & memoran-
dum with respect to the Bahamas, Newfoundland, Panama, Prince
Edward Island, and Lichtenstein, which I should like to put in the
record, if it is agreoable,
The CuairmMaN., Without objection; that may be done,

¢ l§'1‘1u;3 )memomndum presented by Under Secretary Magill is as
ollows:), :

SrarEMENT RELATIVE TO LAws oF CERTAIN ForriaN CounNTRIES GOVERNING
TaxarioN oF CorroraTiONs ForMep UNDER THRIR LAws, REQUESTED BY
JoiNt CoMMITTER ON TAX AVOIDANOE AND EvVASION

The committeo on June 8 requested that additional information bo provided
by the Treasury and inserted in the record upon the following questions:

(1) What taxes, if anIy. are imposed upon corporations in those foreign countries
(Bahamas, Newfound and, Panama, Prince Edward Island, Licchtonstoin)
which are actively engageci in issuing charters to ?ersonal hofding companies
formed by Americans and nations of other countries

(2) What changos in tax rates and otherwise have been made in the revenue
laws of Oanada governing taxation of Canadian corporations and their share-
holders during the past & yeara?

This information is set out hereinafter in this statement,

I. PersoNAL HoLpINg CoMPANY IN—

(1) Bahamas~-In the Bahamas there exists no form of income tax on the
fncome of either corporations or individuals. For corporations the registration
fee 18 in the form of a stamp tax of £3 on the firat £1,000 of capital and £1 for
each additional £1,000,

(2) Neuwfoundland—Under the Incomoe Tax Act of June 1, 1929 (20 Geo. V,
oap. 30) a personal holding corporation Sconatruod to moan a company having
not more than five stookholders, all of whom are nonresident and 80 percent of
whose assots, other than oash, conslsts of stooks, bonds, dobontures, or other
seourities and 80 percent or more of whoso income {8 derlved from the investment
fn or trading in stocks, honds, debentures, or other securities and whioh does not
do business in that colony) is exempt from income tax. Such oompansr pafra
instond an annual franochize tax hased on its authorized capital of $50 for the
firat $260,000 or less, $0.10 per 81,000 for the noxt $750,000, and £0.08 per $1,000
{o& 2%\8 oxcess abovo $1,000,000, However tho maximum annual franchise tax
8 . 4
&3) Panama,—No speolal provisions am)ly to holdlni companles,

'he incomo tax of Panama Is Law 40, of 1034, An oxamination of Deoree
No. 19, of 1038 (Jan. 31) rogulating the recolloction o tho tax known as tho
workers and agrienlturors’ fund, oreated by Law 490, 1034, discloses the imposition
of an Income tax heginning with the lovy of one-holf of 1 porcont on monthly ine
comes of B30.01 to B75 3 , meaning Balhoa, is on par with the dollar), and tho
rato is graduated (about 22 steps) until the maximum levy is roached—38 percent
if the avorage monthly income is B2,000 and upward,

(The national assembly passed a law oarly in 1937 prog)oslng a tax of 10 percont
on dividends, but this law was vetocd by the Prosident,

(The draftsman of this memorandum ohsorves that one of the roasons Panama
is & favorite place of cltizenship of corporations is that under Panama’'s corpora«
tion law thoro is groat laxity in reglstration which confers oitizenship, Reglatras
tion mur he accomplished without actual presence in Panama, It may bo
accomplished without aotual presence and may be ucoomyllshod abroad heforo a
consul of Panama or aven hofore a consul of a froindly nation.)

(4) Prince Edward Island.—Pringo Edward Island, & Province of Canada, per-
haps has a tax rato less than that of othor Provingoes of the Dominton and cortain
advantages as a place of incorporation, but a comparative analysts has not boon
made. Ono peoullar provision of its income-~ and proporty-tax law Is that whoro
the amount of tax on porsonal property is greater than tho amount of tho tax on
inoomo from such porgonal {:ro?orty, tho tax on porsonal proporty i tho only tax
rayablo in respoot to hoth tho Income and the porsonal property; and if tho rela-

tonship Is the convorse, then only the income tax s payable.

8) Principalily of Lichtonstein~—~On _forolgn companies registered in Lichten.
steln there ls imposed no Income tax, Thero I8, howoever, a cotipon tax of 8 percont
(o flat rate) whioh is payable on profit pald out as dividends, . (This tax would not
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be payable on profit which is put into a reserve fund.) There Is also imposed a
small capital tax on a sliding scale. There aro certain fees for registration, pay-
able only once, and such registered foreign company is exempt from all other taxes,

ﬁ’l‘he capital of the registered organization nced not be expressed in_ Lichten-
atein currency, The interested parties need not go to Lichtonstein, Corporate
bodles of any deseription can obtain registration in Lichtenstein, provided they
are recognized by any known foreign law,)

II. Revenue Laws or CANADA

All Canadian citizens are taxable at their individual rates (depending on the net
income of the individual) on distributions received from personal holding com-
panles, The holding company would pay the regular corporation income tax
(15 porcont) on that portion of its income distributed to nonresidents,

Any Amerlean corporation which operates through a registered Canadian
branch or through a subsidiary company incorporated either under the company
law of one of the Provinces (sce Prince Edward Island, supra) or under the Domin-
ion Companies Act is subjoct to the Canadian tax of 15 percent on its profits.
Whether this 16 percont be on it profits in Canada or on all its profits is to be.
determined by the residence of tii- corporation, i. e., where it really kecps house:
and does business.

Certain types of companies (Canadian) whose business and activities are oarried
on without Canada are exemnpt from Canadian income tax. These are companfes
whoso assets are located without Canada,

REOENT OHANGES IN OANADIAN LAW

By the amendment act of 1030 there was created a new category of vompanies
for tax purposcs, dosoribed as nonresident investmeont corporations,

Such a company is dofined as one incorporated in Canada, at least 95 percent
of tho aggregato value of whoso issued shares and all of whose bonds, debentures,
and other socurities or evidonces of funded indebtedness are beneﬂolu‘ly owned by
persons who aro nonresidents of Canada or are owned or held by trustees, eto,, the

ross incomo of which is derived (1) from the ownership of or the tradlng or

ealing in honds, stooks, ete.; (2) from the lending of money with or without se-
ourity, or by way of ront, annuity, eto.; (3) from or by virtue of anf' right, title, or
interest In or to any estate or trust, "he income of such oompanles 18 taxable at
one-half the ordinary corporate rate, 1, e., at 7% percent,

DIVIDENDS

By tho 1033 aot (Oanada) dividends and intorest received by nonreeidents from
Canadian Investmonts are subjeot to a 8-percont withholding tax, However
undor coertain conditions, dividends and interest puidtgg non-rosident-owned
fnvestment corporations (orontod undor the 1030 aot, cited supra) are not sube
joot to tho S-percont withholding tax, The purpose of this exemption in favor
of dividonds pald by non-resident-owned investment corporations seems to he to
exolude from the 8-percent withholding provision that part of the surplus which
was earned but not distributed prior to 1038, the date the 8-percont withholding
tax on dividends pald nonresidents was inaugurated.

REGISTRATION AND INCORPORATION FRES

Cortain ingorporation and rogistration feos are imposcd upon corporations
organized under the company law of the varlous Provinces or under the Dominion
Oomemnloa Aoct, Theso amounts vary in vavlous jurisdiotions, The fees in

uoK
2ny ohanges have been mado in them in tho last § years,

Mr, VinsoN, Mr, Chairman,

The CuammmMan, Mr, Vinson,

Mr, Vinson, What was the figure for 1936, with regard to personal
holding company returns? :

Under Secretary MaaiLr, The statoment from the Bureau is ‘‘re-
ports of the collectors, up to and including May 31, 1937”, as to
returns filed for 1036, the calendar year, showing that 4,308 returns
have been flled, » '

ion are comparativoly small, and it has beon impossiblo to determino whether
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M;' VinsoN., How many is that less than were filed the preceding
year

Under Secretary MaaiLL, A little over 700. But that might be
accounted for by fiscal-year returns that have not come in yet.

Mr. Vinson. It also might be accounted for by the dissolution of
some personal-holding companies?

Under Secretary MaGILL. Quite true.

Mr, Vinson. Because of the 1936 act?

Under Secretary MaaiLL. Quite true,

Mr. TreaADWAY., Mr, Chairman,

Mr, CuairmMan. Mr, Treadway.

Mr. Treapway, May I ask Mr. Magill one question having to do
with some previous evidenco? I refer to the reports of the six men
who took out single-premium insurance policies. Their deductions
were disallowed by the Department from year to year, from 1932 on,
were they not? I believe that is shown in the data we have here,

Under Secretary MaciLr, Mr, LeminF is here. May he answer it?
I did not make that investigation mysolf. Mr. Leming did,

The Cuairman, Please come forward if you are going to tostify,
and give your name for the record.

Mr, Leming. My name is Mason B, Leming,

The CHAIRMAN, All right, Mr, 'I‘readwn?r.

Mr, Treapway. The photostatic copy of the disallowed deductions,
zvhi%lé 2wms given us last woek, showed that those returns went back

) .

Mr. Leming, That is right, Mr, Congressman,

Mr, Treapway. In connection with that disallowance, why was
nothing further done about it? Why was nothing done about it
until now? The deductions have been disallowed for several yoars,
I do not have a copy of the photostat before me, but as I recall, they
were disallowed every yoar from 1932 to 1037, Is that corroct?

Mr, Lemina, That is right, Mr. Congressman,

My, Treapway, Why was nothing moroe dono about it by the
Departmeont after the disallowance? .

Mvr, Leming, That was o matter of discussion the other day.

Mr, Treapway. I do not think you gave us any reason why that
matter simply lay idlo for 5 yoears, )

Mr. Leming, In that connection we agreed to furnish a schedule
of all of the nctions in oach of the cases, and that schedule is in course
of praparation, which will show the history,

r, Treapway, Will that show the reason why nothing was done
for a B-your period? =~

Mr, LEming, Yes, it will, Mr., Congressman,

Mr, TrEaDWAY, The memorandum you are progmring for the com-
mittee will give the reasons why the Department did nothing for 8
yoars about these disallowed deductions?

Mr. Leming, It will show this, if ?vou ploase, Mr, Congressman:
One is a schedule of all the actions taken in tho cases. That will bo
sot out in complete historical form, That was called for as a separate
schedule, and is being so prepared.  Then, files were asked for; that is,
the complete files; and those complete files will be furnished, and they
will show all that we have on it. They should show the reasons why,

Mr, TrEapway, Will they show your reasons why nothing has been
done about it? .

Mr. Leming, I should say the files will, Mr, Treadway.
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Mr. Treapway. I now have hefore me the photostatic copy you
gave us and will simply refor to the first case. That was tho case
referred to moro often than others the case of Mr. Dwight. ‘““Interest
deduction disallowed” in 1932, $141,000; 1933, $143,000; 1934,
$145,000; 1935, $147,000; making total disallowed deductions over
that 4-year period, beginning 5 years back, of $578,072 against one man,
Now, that is a tremendously large sum to an ordinary person like me.
It may not be to the Treasury Department, or to big taxpayers.
Of course, the Government deals in billions of dollars rather than in
hundreds of thousands, but according to my conception, $578,000 is a
wholo lot of money; yet the Department has sat id&e, with no move of
any kind to collect the deficiency from time to time. I want to be sure
that the ro]l)ort you are making will not go into all these details you
are now telling us about, but will set forth conclusions as to why the
Departmont has not acted.

Mpr. Vingon, Mr. Chairman,

The Cratrman, Will the gonJdeman yield?

Mr, Treapway., Cannot the gentleman wait?

My, Vinson, 1 just wanted to inquire whethor or not, this mattor
having been gone over and schedules having been promised, our
friend Trom Massachusetts is filibustering,

Mr, Trranpway, Now, you are doing the filibustering., I am look-
ing for a little information. If you do not want the ing)rnmtion sub-
mitted by representatives of the Treasury, why bring up the question?

MIP' Vinson, While you were gone, and in your absence, the witness
was here,

My, Treapway, No; I was here.

Mpr, VinsoN, Then you know it was to be furnished.
. Mr, Treapway, Noj; I did not know, IIo does not say yet that it
is going to be furnished. Ho is going to furnish a lot of schedules, and
so forth, but ho does not say anything about conclusions as to why the

Department did not act. I think that is a porfectly legitimato quos-
tion, Mr, Chairmaon,

Mr, VinsoN, It will show that the matter——

Mr. Treapway, Are wo having a filibuster?  Ave you and I to de-
bato the question back and forth, or do you want to lot the witness
answer my question? ,

Mr, VinsoN. You are the one who is {ilibustoring.

My, Trreapway, No,

Mr, Coorxn, Mr, Chairman, I am the one in thoe line of fire hore,

Mr, Truapway, If thero is any embarrassmont about answering the
question, I shall withdraw it. 1 do not care whother the Department
answors 1t or not,

Tho CuHAIRMAN, If the witness or anyone else prosont can answer
Mr, Trondway’s question, please do so,

Mr, VinsoN. Nobody can do it.

Mr, TrReEapDWAY, No; I guess not.

Mrl VinsoN, Nobody can answer that question. That is a mere
speech. -

Mr, Treapway, You do not want to give thom an opportunity to
answer,

Undor Socrotary Macinn, Mr. Chairman, may I answor the
quostion? I will answor it officially on behalf of the Department, I
assure you you will get tho information which you are asking for. -
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Mr, Treapway, Thank you. That is all of that, Mr, Chairman,

Mr. VinsoN. He did not answer his question,

Mr. Treapway, Ho assures us we will get the information.

The CHairMAN. That should settle the argument.

Mr. Vinson., That may settle the argument, but it does not answer
Mr. Treadway’s question,

Mr. TrReapDWAY, Yes; that will answer it. Mr. Leming says he is
foingdto answerit, and Mr. Magill says heis, Thatis all the assurance

noed.

The CuairMAN, Who is your next witnoss?

Under Secretary Macainr, Mr. Chairman, the Department wishes
to present o you this morning the situntion with respect to multiple
trusts and pension trusts, which I believe is tho last of the various topics
mentioned in the forepart of the Socretary’s lottor.

The matter of multiplo trusts will be presented b¥ Mr. Paul Bruton,
who is an attorney in the Logal Dopartment of the Treasury. The
matter of pension trusts will be presented by Deputy Commissioner
Russell, of the Burenu of Internal Revenue.

M. Bruton will give you tho first statement,

The Cuamman, All right, Mr, Bruton,

STATEMENT OF PAUL W. BRUTON, AN ATTORNEY IN THE OFFICE
OF THE CHIEF COUNSEL OF THE BUREAU OF INTERNAL
REVENUE

The CrammmaN, Mr. Bruton, do g'ou prefer to make your principal
statement without interruption, and answer questions later?

Mr, Bruron, Noj; I shall be glad to try to answer any questions
that you may wish to put.

The CHAIRMAN, As we go along?

Mr, Bruron, As I go along,

The CrairmaN, Very well, You may proceed.

Mr, Bruron, The history of the trust provisions of tho various
revenue acts is tho story of a constant offort on the part of the
Government to prevent persons of wealth from escaping their fair
share of the tax burden, You will recall that in the 1924 act Congress
inserted in that act tho provision that the income of a revocable trust
is to be taxed to the person creating it, a provision which some attor-
neys characterized as arbitrary, unreasonable, and unconstitutional,

hat i, thay so characterized it until Mr, Justico Holmes, spoaking
for a unanimous Suprome Court, uphold its validity, saying, in his
characteristic style:

Taxation 18 not so much concornod with the rofinemonts of title as it Is with
uotigul command over the proporty taxed—tho aotual bonofit for which the tax is
paid, .
and

The incomo that is subjeoct to o man’s unfottored command and that he is free
to enjoy at his own optlon may be taxed to him as hils Income,

Mr. CrowrHeRr, Mr. Chairman, if I may interrupt the witness at
that point~—-

The CHAIRMAN, Mr, Crowther.

. Mr. Crowrnger, It seems to me that we ought to keep that in mind
when we get to “community property.” That is pretty good doctrine
relative to community property, as to which the argument has been
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advanced, and properly I think, that when the spouse who has the
management and control of the property, still has the opportunity to
pay taxes on only half of it, even though he has the management and
control, I think we ought to keep that in mind.

Mr. Bruton., You will also remember that at the same time
Congress enacted the provision that the income from a trust is to be
taxed to the person creating it if such income is applied to the pa‘y-
ment of premiums upon policies of insurance on that person’s life,
This provision also has beon sustained by the Supreme Court.

These two changes in the law are examples of the manner in which
Congress has from time to time amendoed the trust provisions of the
statute so as to improve greatly the operation of the tax, and they
were chnn?os which substantially achieved their immediate objectives.

Other illustrations might be offered of legislative changes aimed at
maintaining the income tax as a tax based upon ability to pay. It
appears that efforts in connection with the trust sections of the rev-
enuo act must now be pressed with renewed vigor, since persons seek-
ing substantial reductions in their income taxes are becoming increas-
ingly trust-minded, oither of their own initiative, or what is more
probable, upon the advice of their tax counsel.

It is true that the increased use of trusts to a certnin extent may
be motivated by purposes other than tho reduction of taxes, but it
is difficult to beliove that even in these instances a tax saving of
perhaps $200,000 to one taxpayer and $500,000 to another taxpayer
18 always o mere byproduct of a bona-fide transaction, and not con-
templated by tho parties invelved. In any event, it is clear that
many persons of wealth are creating trusts in such numbers and in
such form as to constitute a serious challenge to the offective admin-
istration of the income tax. ,

Bofore entering upon the discussion of the specific cases, which will
bo presented in detail, I wish to call your attention very briefly to
certain provisions of the revenue laws, which are rot being overlooked
by the trust-minded individuals I am about to name.

In 1918, when the first income-tax law was onacted, an effort was
made to collect the tax at its source, whenever possible, Ior this
reason, guardians, trustees, receivers, and other fiduciaries were
troated as withholding agents and required to withhold and pay the
normal tax on the income which they received for the persons for
whom they acted. Trusts and other cstates were not mado taxable
entitics separate from tho persons boneficially interested in them. It
soon became apparent that this scheme of taxation gave rise to
difficulty where trust incomo was being accumulated for unborn or
unascertained persons. The bencficiarics being unascertainable, the
Treasury was unable to point to any taxable porson on whose account
the trustee should withhold and pay the tax. Consequently, the
incomo acoumulated for such porsons escaped tax ontirely. To
roctify this situation, Congress adopted in 1016 the plan, which is
still in force, of taxing accumulated income to the trust as an entity
and taxing tho beneficiaries for any income which is currently dis-
tributable to them, Trusts and estates, having thus been made
taxable entities with repect to accumulated income, were given the
personal exemption accorded to a single individual,

This change in the law was not framed as a fundamental departure
from the scheme of taxing trust income to the individual who actuallly
enjoys it and who, consequently, should bear the tax burden, It
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was simply adopted in an effort to deal fairl y, and in a practical way
with the tax problems created where trust income is being accumu-
lated, and the identity of its real owners is in doubt, It was never
contemplated by Congress or by the Treasury that a provision making
trust cstates taxable entities as to accumulated income and granting
to them the personal exemption of a single individual would, with the
coming of higher surtaxes, be utilized in such a way as to enable
wealthy persons to enjoy their income while escaping a large portion
of the tax thoy should pay. Yet, this is exactly what is being at-
tempted. I propose to outline as clearly as I can the situation as it is
developing,

The tax-saving trusts, which have been resorted to in the last fow
years, and. which apparently are being created today in even greater
numbers, are usually sot up in such a way as to create several difleront
trust estates for the benefit of tho same persons, and the income is
handled in such a manner as to make it taxable to the trustees rather
than the beneficiaries. Trusts of this kind fall into about four im-
portant types which, for convenience, I am goingf to labol as I go along,

The first type is composed of trusts created by parents for their
minor children, the income of which is accumulated in numerous
soparate trust funds, each one of which is a distinet taxable entity,
To illustrate this type, we present the case of Mr, and Mrs, Grenville
Clark, of Now York.

Mr, Treapway, Mr: Chairman,

The Cuamman, Mr, ’I‘rendwn{y. .

Mr, Treapway. Can you identify them o little more closely?
Have you their city address, or anything?

Mr. Bruron, Of Now York City. Mr. Clark is a member of the
firm of Root, Clark, Bucknor & Ballantine, 1 believe, of New York.

On Decomber 31, 1031, Mr, and Mrs. Clark executed an instrument
whereby $100,000 was transferred in trust to Mr, Clark and the
Fiduciary Trust Co, of New York, It was provided that the trust
Propert;y should be divided into three e(iual, separate and distinet

unds, one for oach of the Clarks’ three children who were then 15, 13
and 6 years of age, The income of each fund was to be accumulated
during the minority of the beneficiaries and paid to each as he or she
attnined the nge of 21. Therenfter, the incomo was to be paid to the
beneficiarios durin% their lives,

Mr, Vineon. I do not get that.

The CrairmMaN, Mr, Vinson,

Mpr, VinsoN. You say the income on each fund was to be accumu~
lated durin;‘ the minority of the heneficiaries, and paid to each as he or
she attained the age of 21?
~ Mr. Bruron. That is right.

Mr. VinsoN. You are speaking there of income?

Mr, Bruron. That is right, The income of each fund was to be
accumulated until the particular beneficiary of that fund became 21,

Mr. Vinson. Then you say, ‘“Thereafter, tho income was to be paid
to the beneficiarics during their lives,” .

Mr, BruroN, Thereafter to be currently distributable. The income
accruing to the trust thereafter was not to be accumulated, but was
to be distributed currently,

Mr. Vinson. All right.

Mr. Bruron, Income-tax returns have been filed by the trustees
on tho assumption that this instrumoent oreated three separato trusts,
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one for each child, thus enabling the trustees to claim a total personal
exemption of $3,000 and divide the remainder of the income amonﬁ
three different returns, resulting in reduced surtaxes, However, ha
no additional trusts been created for the same beneficiaries, the reduc-
tion in taxes would not have been out of line with what a fair admin-
istration of the income tax would require, During the next 3% years
13 additional trusts were created for the benefit of ths same three
children, According to the trust instruments, these trusts were
established by Mrs, Clark acting alone,

Of these 13 additional trusts, 3 were created on June 2, 1932, 4 on
December 31, 1934, and 6 on August 12, 1935, The threo 1032 trusts
were created 4 days before the enactment of the Revenue Act of 1932;
the four 1934 trusts were established 7 months after tho Rovenue Act
of 1934 became law; and the six 1935 trusts were set up just 18 days
before the President signed the Revenue Act of 1035,

All of the trust instruments ave similar in that they provido for no
distribution of the income during the minority of the beneficiarios,
thus making the income received during this period taxable to the
sepurato trusts, the trustees of which are in ench instance Mr. Clark
and the Fiduciary Trust Co, The particular features of some of
the trusts require spocinl mention, One of the four trusts created
on Decombor 31, 1034, provided that the trustees might accept or
ncquire insuranco against tho donth, disability, or sickness of Mr,
Clark and might use the trust income and principal to pay tho pro-
miums on such insurance, During the life of Mr, Clark any surplus
income—that is, income not needed for premium payments—is to be
distributed to the childron, and upon Mr, Clark’s death the same dise
position is to bo made of the trust property, including the insurance
})roccoda. The returns indiente that no distributions have beon made.

f this trust had heen crentod by Mr, Clark, instond of Mrs, Clurk,
the income from it would have been taxnble to him under tho expross
torms of soction 167 of the applicable revenuo act which provides
shat trust income is to be taxed o the grantor of the trust if it is used
to ‘Bmy promiums on insurance policies takon out on his own life.

f the six trusts created on August 12, 1935, three wore insuranco
trusts of this kind; with this difference, however: instead of creating
ono insurance trust for the benefit of all three childron, as was done
in 1934, a separate trust was cronted for each child.

Thus, during the taxable year 1036, each one of the three children
was the sole beneficiary of five soparate trusts and was in addition
ono of thoe ultimate heneficiavies of the insurance trust of Decomber 31
1034, Now, lot us look at the result shown on the tax returns filod
for 1036, S8ixteon individual returnes woroe filed by tho trustecs show-
ing separate trust incomes ranging from $6,184.17 to $14,825.38,
The total income roturned by the trustees amounted to $170,230.41,
The taxes paid for the soparate trusts variod from $250.68 to $1,137.64
and totaled $10,030.07, In othoer words, on an annual income of over
$170,000 a tax of less than $11,000 has been paid, This results, first
from the fact that $16,000 has been roturned as absolutely tnx-freo o
cither normal or surtax, beeause an individual exomption of $1,000
has been claimed for enchi trust, Second, the romainder of the income
has been split 10 ways, resulting in o drastic rodnetion of surtaxos,

ITad one trust been created, the trustees would havo paid $77,311.30
or $00,381.23 more than they did, Xad no trusts been created and
the trust income included in that of Mrs. Clark, tho total taxes collected
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would have been a}l)(proxi,ipqtely $90,000 more than have been paid.
Finally—and I think this is important-—if one trust had been created
for each child, approximately $24,300 more taxes would have been
collected from the trustees.

Mr. Vinson. How much money was in the trusts?

Mr. Bruron. In the corpus of the trusts?

Mr. Vinson, Yes.

Mr, BruroN. We do not have the figures readily available, It
consisted of stock, and if you wish that we shall be glad to supply
you ttlga figures on the value of that stock at the time the trusts were
created.

Mr, Vinson. I should be glad to have that.

The CralrMAN. You will insert the figures later, will you?

Mr. BruronN, We shall be i;lud to supply that. ~

The CualrMAN, Produce the figures, that they may be inserted in
tho record,

(The figures asked for, supplied later, are as follows:)

i
D@,‘&gﬁ“ Grantor Prinoipal benefiolary }{,‘:{:ﬁﬁ;’t’gg
of date 0

transfor

Deo, 81, 1031, Oi‘envlllo Olark, | Mary Dvrlahf Olark, Loulsa Xunnowell Olark, |  $100, 000,00
anny ark, Jr,

Dwight | drenvil

Olar
une 2, 1033,.| Fanny Dwight Clark..
eo.Dag. 157 T - S

o O

o Olark, Jr.. .

-+| Insurance frust tor Mary Dwight Ciprk . .
Insurance trust for Loulsa {lunnewe Clark.nn.n.. 100, 991, 87

Insurance trust {or Grenville Olark, Jr.ee.cemecase. 104, 541,87

Nore,~Trusteos have filed roturns uI)on the theory that the trust Instruments
exeouted Doo. 81, 1931, and June 2, 1032, each oreatod three scparato trusts.
The propoerty transferred in trust on Doo, 31, 1081, was composed of cash; the
roperty transferred undor the romaining instruments consisted of stocks and
gonde. The stock values were dotorm(neﬁ by using the average of high and low
quotations glven on the Now York SBtock Exchango or the Now York Curb.

Mr, Bruron, It is xt)robnble that this trust income of $770,000 is
being applied in much the same way that it would have been had Mrs,
Clark not created the trusts. In either event, it is likely that she
would have used the funds to provide for her children. Yot by ncoom-
Pllshing her purpose through the use of 16 trusts she has saved $960,000
n-taxes in 1 year,

Right here I should add just what the Bureau’s position has been
with reference to these trusts, As I pointed out, practicelly all of
them aro croated by separate trust instruments, Each trust was
maode entirely separate. Consequently the Bureau hes folt that
there was no 5x‘ound on which it could assert that these trusts wore not
separate and distinet, and to be so treated. The only question that has
arigen has been with reference to the first trust create bs Mrs, Clark,
which as I said was created by one trust instrument. On that there
haes been contention by the Bureau that in fact it created one truat
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instead of three. The taxes have been paid by the trustees on the

basis of that trust having created one single estate. However, they

ll;ave res;gved the right to file claims for refund on those taxes that have
een paid,

Mr. Treapway, Mr, Chairman,

The Cuamrmman. Mr, Treadway.

Mr. TrEapway. I judge, from your prepared statement that you
have now concluded the Clark case,

Mr. Bruton, That is correct.

Mr. TreapwAy, May I ask a question or two in that connection?

The Cuamman, Certainly,

Mr. Treapway. This is not for the purpose of filibustering, of
coursoe.

The CHAIRMAN, Go ahead.

Mr, TreapwaAy. I wish to refer to the first of these trusts. The
Dopartment has accopted the tax payments continuously, has it not?

Mr. Bruron, That is right; the taxes that have been paid by the
separato trusts,

r. Treapway, They have been paid, and the Department there-
for ncknowledges that it was legally done?

Mr, Bruron, I may say with reference to all of the trusts except
that first one created by Mr, and Mrs, Clark, the Bureau has made
no_contention that they were not separate trusts under the law,

Mr. TreapwaY, That one was established on December 31, 1031,
nearly 6 years ago. Is it assumed that at that time the Bureau saw
that there was an avoidance of taxation or a reduction of taxes as a
result of the creation of those trusts?

Mr. Bruton, Of course, it is clear that whenever a person creates
trusts transforring his property to & trustee, that may result in some
reduction in taxes,

Mr, Treapway. So that for some 5% or 8 years it has been apparent
that there was a reduction in taxes of the Clark family as the result of
the creation of these trusts? Now, Congress has passed two or three
tax bills since that timo. The Department has not insisted on the
correction of this condition by logislation, has it?

Undeor Becrotary MaainrL, Mr. Treadway, if T may answer your
question, as Mr., Bruton has said in his statemont, with which I would
agroo, the institution of trusts is of course of long standing, and there
have i)gon innumerable cases in which individuals have cronted trusts
for their wives or for their children, and so on; end so I take it that
the Bureau would not contend that there was the slightest illegality
about creating a trust for your wife or for your children, or creating
one trust each for all of them, .

The point that I bolieve Mr. Bruton is making here is ¢ssentially
this: That by virtue of the oreation of five trusts for each of these
children, whore apparently one would have done the business, the
taxes wore vory mnrkodl{y reduced,

Mr. TrEapwAY, But if that hole was there, no effort has been made

to {)Ilug it?
nder Secrotary MaciLn, Noj that is true.

Mr. TrEADWAY. One of the reasons given for your bringing this
whole matter to our attention now is that this as well as other methods
of tax avoidance is increasing?

Undor Secretary MaaiLt, Exactly, and as I said in my initial
statement, and I think everything that has gone on here indicates ite
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truth, we have not discovered any marked number of new tax-
evasion devices or avoidance devices which are coming into being in
this current yoar, As the tax rates have inoreased thore is incrensing
use of tho old devices,

Mr. Trrapway. Of course, articles, books, and so on, written to
describe those things, simply attract the attention of the public to the
possibility more and moro?

Under Secretary Maciun. Wo gave you the other day a circular
advortising 47 difforont ways of reduecing taxos. I do not know
whother you were here or not.

r. Truapway. 1 havo before me a copy of a book by Roswell
Magill, ontitlod “Taxable I como,” I rofer to chaptor 8, pago 249,
I shall not take Your time to read the wholo of it, but thero are seyeral
oxtracts that might bo woll inserted horo, as showing that Me, Magill
knew of this situntion us a tax oxpoert when ho wrotoe this book; and
now wo are gotting the benefit, in his offleinl capucity, of s wisdom
a8 o .plamed in the book some timo_ago. 1 noto that that is one o
tho menus of attracting attontion, I'hopo it has inerensoed tho sulo of
tho volume, if thore is u royalty connocted with it, Lot me road just
ono sentoneo of it, , ,

Under Secrotery Macinu, If it is of any intorest to you, the entire
royaltios of that ook go to Columbin University, so it is not a mattor
of Ieoxtsonul interost to me,

Ir, TrEADWAY., Thoy need that, of course, to educate the youth
of the land, I read from tho book:

In genoral, a trust Is soparato taxable entity; its income Is roported soparately
from tho othor jncomo of the trusteo, The Incomo so dotermined Is taxable to
tho l)onoﬂolurfr (or guardianof an Infant) if distributed or eredited to him; and to
the fiduciary If held or accumulated. The establishmont of truats by a fathor for
the bonofit of his wife and ohildren is thus ono moeans of providing for their nur-

ort (as he must providoe in any case), with the Jmnslblo advantago of reducing tho

otal income taxes payable by tho membors of the fumll‘y, through the ereation
of one or moroe now taxable entities,  In claboration of the plan, the father may
roserve a powoer of rovocation, outright or conditional, 'Trusts, oven rovoeahlo
trusts, havo had & long and honorablo carcer antedating our Income-tax lnwas; thoy

do not smack too much of ovaslon or of avoldance as doos an assignmont by hus-
band to wifo of ingomo to he carned.

g Th&t is simply tho story that this witnoss is telling us right now, is
t no

Undor Soorotary Maciun, Not quite, ’

Mr, Truapway, Thero is always o littlo difforenco? )

Under Secrotary Maainn, If T may amplify it a little, I think if you
will go on in that partioular chaptor you will find tho explanation,
I do not know the part you aro roading, bocause 1 finished that hook
l&sbbsummor, and I havo not looked at it since, I was tired of it aftor
L “ L

Mr, Trrapway, I should think it wonld tire you,

Under Secrotary Maatrr, Tho point I think I was calling attention
to thoro was tho Intor doolsion of the Supreme Court in tho Schweitzer
and Stokes cases, to tho offoot that if an individual orontes trusts for the
boneflt of his minor childron, and tho incomo is distributable to the
minor childran for their oducation, support, and so forth, that income
is novortholess taxable to the father who created the trust, if he is
charged with the duty of their support. 8o that far from pointing
out any monns of tax avoidance, what I was pointing out there was
that tho fathor by crenting such truste does not in any way escape the
liability which would normally bo his, '
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Mr. Treapway, No. Thoro is one place here where you distinetly
rofor to tho duty of the father to support his minor children.

Undor Secrotary Maginr, That is the basis on which the Supreme
Court wont in thoir holding that the income was taxable to the fathor,

Mr. Treapway, All of this simply adds to the accumulation of
ovidoncoe that was referred to the othor day, that there has been no
now discovory made so far as you were spenking horo, and as we wore
supposed to infer from certain documents that wore furnished us by
tho Dopartment and administration,

Under Seeretary MacrLn, I think we have said straight along—
I know our intention has been to sny so—that, what wo soo 1s incroased
use of somo of these doevices, such as the trust, for purposes which
apparently were not intended by Congross, and as 1 have tried to sa
here, so far as anything which was dono in 1031 is concerned in this
case, 1 would not think there was anything illegal or anything im.
moral about it, .

You got to questions of degree. If tho individual had croated 12
trusts for ench of theso children, I suspect you would all agree that
Congross had hottor atop in and do somothing about the law.,

It\'}l'. Trrapway, Woe have boen protty slow in doing it, have we
not'

Under Soorotary Maarmw, No; I do not think you have, beeauso
I do not think this situation has developed until recont years,

Mr, Treapway, You think that by the publication of hooks and
in one way and another an opportunity for them to do it has heon
su% estod?

ndor Seorotary Macinn, I thank you for that, but I do not
think that has done it,

Mr, VinsoN, Mr, Chairman,

The Cnamman. Mr, Vinson,

Mr, VinsoN, Could we not limit tho exemption for a particular
purpose, or limit n particular porson to ono oxemption, oven though
thore nught be a hundred trusts?

Under Socrotary Maairn, The Trensury made some suggestion of
that sort in 1033 and 1034, whon wo were working togother on the
Rovenuo Aot of 1034, that it would be desirablo to tax family income
a8 o unit, so far as that is possiblo to do, The eituntion was not
accoptod at that timo, for various rensons, which I guess it is not
noecogsary to go ito, , .

Mr. Vinson, But that would be one way of reaching it?

Under Secrotary MaaeiLy, That would be one way to reach it,

Mr, VingoN, And then to group the income to the particular person
from trusts oreated Il\)/{ the same individual?

Under Secrotary Maainn, Yes,

Mr, Vinson. As taxable income? .

Under Secrotary MaoiLn, So far ag this type of situntion is cone
corned, I was working yesterday afternoon with the legislative drafts.
men, and tho consensus scomed to bo there that one plug which might
be adopted would be to climinate the personal exemption so far as
trusts have accumulatod, irrespectively, and thon to provide that
whore several trusts are created for the same individual, the income
should bhe lumped togother,

Tho Onanman, Wo all soom to agree that that would bo the fair
thing to do.

t
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Under Secretary MaciLr, I think so; yes.

The CuairmaN, Is there any reason why it cannot be done by an
amendment to the law?

Under Secretary MaciLr. No.

The CrHAIRMAN, Is there any reason that you know of?

Under Secretary MaaivLr, I think that is possible.

Mr. Crowrner, Mr, Chairman.

The CramrmaN, Mr, Crowther. ,

Mr. Crowrnrr, What I want to speak of is the fact that in 1932
and in 1934 a subcommittee worked many hours and many days in an
attempted rovision of the tax laws, and 1t took up these various sub-
jocts of evasion. I remember that there was some discussion at that
time, largely in 1932, and mentioned again in 1934, of the problem of
these multiple trusts, hut nobody from the Treasury Departmont
camo before the coyamittee at that time, and we solicited from them
all the information that they could give us on these various problems
that wore pending and had been pending for 2 or 3 years, noither did
they do so in 1034, I think that they are grievously at fault for not
baving brought the cxistonce of these things to the attention of the
committee, that thore were contentious cases that were before them
at that time and awaiting action, and to see if somothing could not
be done about them, T know it is difficult thing to attempt to
cure without destroying the whole systom of trust development or
the formation of trusts, and so forth, which might be recognized as
absolutely proper and iognl, but at the same time we should have
had an opportunity. We ought to have had it brought to our at-
tontion, and I think it was neglizence on the part of the Treasury
that they did not Cvresenb the ovidence to the subcommitteo of the
Ways and Means Committee, of the existence of these problems and
these difficulties, over a poriod of years, during which we had two
revisions of the tax law,

Under Secretary MaarLn, Of course, I cannot speak as to later

oars, I think these I[;robloms were presented either in 1933 or 1034,
thmco,y be in error on that, but it is my impression that we did present
em,

Mr, Crowrner, Wo have discussed multiple trusts. We discussed
the problems at that time, but we had no evidence as to the existence
of these, I ask Mr, Vinson, who was a member of that committee,
if ho subsoribes to that statement,

Mr, VinsoN, I never heard of any illustration being presented such
as this, where thore was an enormous amount of taxes evaded.,

Under Secretary Maaiur, Of course the fact is, as I have explained
earlior, that the reason for our bringing these things in now is the in-
oreasod use of theso devices, whioh is now costing us a good deal of
revoenue, and all I can ropeat is, so far as I am congerned, as soon as
one of these things comes to my attontion, you will get: it.

Mr, OrowTHER, I am glad to know that. The only point I make
is that without that information the subcommittee was poworless to do
anything. We are not cognizant of these developments in the
Treasury Department, The only way we oan get the information
is for them to come to us and present the difficulties with which they
ﬁ.nigﬁthorfmelves beset and the tax evasion that is going on under the
existing law.

Mr, Bruron. May I make just this comment with reference to the
position of the Treasury, regarding information on these things?
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You will note here in the Clark trusts, the situation 53 I have out-
lined it was not accomplished until the taxable year 1935 and until
then it would not have boen shown in its entirety, The returns were
filed in March 1936 and, of course, would come to the direct attenticn
of the Treasury later when the returns were gone into,  As Mr, Magill
haes sanid, it is an accumulative thing, It is not until people form &
great many of these trusts that you have the problem presented in
the form that it is now presented, and until you do have a great
many multiple trusts, there may be some thought that it is better to
leave the trust provisions as they are,

Mr, Crowrsir, But you had the problem before you of this
original trust, of a deduction heing taken as of three separate trusts,
did you not, instend of one?

r. Bruron, Yes.

Mr. CrowrHER, Since 19317

Mr, Bruton, Yes; but that created only one trust for each child,

Mr, CrowTHER, Yes,

The Cuamman. Iam wondering why, as suggested by Dr, Crowther
veor aPpropriutoly in my opinion, it was not dealt with more vigor-
ously In its incoption, It was cortainly known that it was being
practiced on a smaller scale; and the time to eradicate an evil or &
disonso is when it first makes its appearanco, It scoms to me this
has grown and has become chronie, almost malignant., It could have
been discovered and brought to the attention of the committee
ourlior, X am rather astounded that it was not.

Commissioner HerLveriyg, Mr, Chairman,

The Crammman, I would be glad to hear from the Commissioner,

Commissioner HeLvenriNg. As you will observe, the trusts in this
particular illustration are the result of singlo trusts made to these
three children in the early yoars, I might state that on those yoars
thoy have boen oxamined by the Bureau, and the tax has boen paid on
t}xqso under protest and with the reservation of a right to file refund
claims,

If you will notice, the multiple question commencod in 1934, whon
they created fivo additional trusts, and then more flagrant in 19035,
when they created the six trusts,

A l:/.l?r. Vinson, There were 10 trusts created after the 1034 Revenue

o
Commissioner HeLveRrING, Yes,

Mr. Vinson, But is this not true, Mr. Commissioner, going back to
the incorporation of yachts, farms, and so forth, that this practice
began years ago, before you were appointed Commissioner of Internal
Revenue? Is that not true?

Commissioner HeLveriNGg, Yes; some of those mattors go back
before that period,

Mr, Vingon, Is it not o fact that, generally speaking, precedent
has been created, and decisions were made in line with prior decisions
in other administrations?

Commissioner Hut,vErIiNG,. Many cases occurred in which we disal-
lowed a déduction for farm losses and the like on these big “hobbies’
a8 wo ocall them, that havo been taken to the courts, and we have been
defeatod on them,

Take the yacht question for instance, Mr. Russell’s unit in the
Bureau has endeavored to reach a determination of the fair rental of
the yacht, and to assess that as income to the properties, rather than
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the amount disallowed by accumulation of the income on the securities
which they hold. ’

Mr. TrEapWAY. Mr, Chairman, may I ask the Commissioner one
question?

The CHAarMAN, Mr. Treadway.

Mr. Treapway., Going back somewhat, Mr. Vinson referred to
the former hearings. I am further interested in the Dwight case and
that whole group of cases that were presented reluting to single

remium_insurance, When were you appointed Commissioner of
nternal Revenue? ~

Commissioner HELveriNg, In June 1933,

Mr. Treapway, June 1933 would have been about the time the
1032 report was made, thon, would it not? It would have been made
in March 19337

Commissioner HeLveriNg, March 1033,

* Mr. Treapway, Do the files of your Bureau show any corres-
goxggionge with Mr, Dwight relative to this disallowance, from timeo
0 time

Commissioner HrrveriNg, I am glad the Congressman asked
that question, because whilo ago when you were referring to the
B-yoar Yemo(l, the facts of the matter are that in the insurance-com pany
oases the return for the ?'om' 1032 was filed in March 1933, That
return was examinod by the agent, and his report made on Septomber
20, 1934, This report, made in Septombor 1034, recommended the
assertion of a deflioiency of $53,603,01, ‘
it ME?" Vingon, That means a disallowance of interest as a deductible

om

Commissioner HenveriNg, Yos, The taxpayer appeared hefore
the agent's offico in Now York City and protested that tax at that
time. The agent in charge upheld the exemining agont in disallowing
tho deduction, Our file shows that the case came to the Bureau on
the 27th of February, 1938, after conferences in tho office of the agent
in charge, in New York City.,

Mr, TrEapway, That was the 1032 roturn?

“Commissioner HeLveRING, That was 1032, ,
Mr. Treapway, That did not got to your office here until 1935°?
" Commissioner HerveriNg, Yes, As you know, Mr, Congressman,
under the procedure wo were following at that time, we wore prose-
outing thoso cnses, . ‘
* Mr. Treapway, You wore woll behind, ~ :
. Commissloner Hrrvening, It took about a year and a half or 2
oars to reach theso casos, Now, as I say, that 1032 return was flled
n the Bureou on the 27th of February 1936 in the special adjustmeont
gection. Soon after, in Decomber 1035, the roport came in for the
{Om' 1033, and the same policy was followed in disallowing the deduc-
fon; and T .might continue this by saying that the one for 1934 was
roceived on'July 16, 1036, The same disallowance was made in that
cnso, But when tho case was in the Bureau, in the special adjustment
section of tho income tax unit, the question on Mr, Dwight’s return
was & logal ono to bo decided, and that was referred to tho General
Counsel’s office about 2 months after it was received, to detormine the
question as to whether or not eriminal prosecution should he entered
on this case, _
* The difficulty as to deciding the eriminal prosection, “right off the
bat”, as we might say in common parlance, was that Mr, Dwight had
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placed on his return a notation to the effect that this big deduction
of $140,000 plus was taken as the result of the payment of interest
on money borrowed on a one-premium insurance policy. That was
about the extent of the information, but with that information it was
veory doubtful, in the General Counsvl’s office, as to whether he had
committed a crime, because he had given us that information,

Mr, Treavway, Then following the 1932 return, we have the
returns for 1033, 1934, and so on, Did he offer the explanation each
time, when you failed to allow him the deduction?

Commissioner Hernvering, No.

Mvr. Treapway, That is, an explanation similar to the one you
have just deseribed here now?
ggglmnissioner Henvering, I did not examine any return except the
1 *, .

Mr. Turapway, But accompanying the 1932 return there is some
statomgnt from Mr, Dwight, wherein he explains his position in the
matter '

Commissioner Hunvening, Yes,

Mr. Tueapway. Now you say that was never passed on, either in
your Bureau or in the General Counsel’s office?

Commissioner Hunvenina, As Isay, that came to the attention of
the General Counsel,

Mr. Treapway, Just a wait moment, and let me get the sequence
hore. After that came to your office, you did not know whether it
was p case to ho prosecuted or not. In about 2 months’ time you
referred it to tho ofice of the General Counsel?

Commissioner HerveriNGg, Yes,

Mr, TreEapwaY, You reforred to him the statement made by Mr,
Dwight to you as Commissioner of Internal Revenue. Now, what
did tho General Counsel’s Office do with that statement of M,
Dwight’s? -

Commissioner Hernverinag, Of course, they took it under consid-
eraiion, to decide whether or not under our procedure it should be
gent to tho office of the Attorney Genoral for eriminal prosecution.
I do not know what their mental reaction was,

Mr. Truanpway, Do you know what became of it, officially?

Commissioner Hunvening, There were several conforences held,
and it was studied in tho offico of the Gienoral Counsel, I have heen
advisad as to the advisability of sending that for eriminal proscou-
tion, buit there was a ?mve doubt created by this statement.

Mr, Trranway, What decision did thoy reach?

Comrnissionsr Wenvering, There was no decision reached until
January 630,

My, Trrapway, Then what did they do?

Commissioner FiuLveRrING, Wo were proparing assessmonts for the
whole of the tax under the 3 years that wore thon undor consideration,
_ Mr, Treapway, Then it may be said in fairness and justice to
My, Dwii;ht, mny it not, that he did not conceal anything from you
or from the ofiice of the General Counsel in connection with this transe
got{f;(xln, M}(d that he provided annually a statement justifying what he
had done

Commissionor Hrrvering, I do not agree that he did not conceal

anﬁhigﬁ. ,
t. TrReADWAY, But he complied with the law so far as the
oxplanation was concerned?

8703 Tmeept, Bevmnee(

vt o ———
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. Commissioner HeLvERING. And he put us on notice, why the deduc-
tion had been made. -

Mr. Treapway, I wanted that information,

Mr. VinsoN. Did he give you the name of the company in which
the policy had been taken? .

Commissioner HeLvERrING, No.

Mr. Vingon. To that extent there would be concealment?

Mr, TrEADWAY, It might not have been required by the law,

Commissioner HELVERING, Yes; he gave the name of the company.

Mr. TreADWAY. I see your are getting some recruits coming to he?;
you out—some of your assistants, )

Commissioner HELvERING. I read this report when it was made on
the return,

Mr, Vingon, Did he give the address of the compan{?

Commissioner HELVERING. I think he said the Star Insurance Co.,
or whatever the name was. .

Mr. Treapway, Did the law require that he should go into details
about the company with which he was taking the policy?

Mr, Lrming, If I may answor, the statoment on the return gave
the name of the Standard Lifo Insurance Co., as I recall. I would
like to say this in answer to the Congressman, that those files will
contain each one of thoso returns, and will contain that statement
which _is attached to each return? That is to be furnished to the
committee,

Mr, Treapway, The statoment made by those New York people
will be givon to the committeo?

Mr. LiemiNG, Yes; that is right,
tol}i/llr.?’l‘nm»wu. fn connection with the memorandum you propose

o

Mr. Lieming, That is right.

Mr. Tuweapway, Thank you, . ,

Mr. Leming, May I just add this: You asked if he disolosed all of
the matters. Now, Mr. Congressman, he named the company. He
said he had an insurance policy, The facts show there was not any
insuxﬁmce policy, as I think we probably could agree. IHe said he had
a policy. .

ow, coming down to the disclosure, on his 1934 return, he stated
he iai(f oertain interest, said he had a certain 1!.volioy, and he roforred
back to his 1932 return, If you will recall, 1 showed you how the
allegod interest was paid in 1934—by two checks Issued by a com-
pany which had no money on which to draw the checks, they did not
go through the bank, they were endorsed by Dwigh&’s agent and
ﬁetaxmgd to the company, and by that process he got his intorest

eduotion,

‘Now, was interest paid? That is the query, Was there a disclo-
sure of that? No, Now, it is one thing I think, Congressman, to
sa¥ “I haye an insuranoce policy, and I have intoreset.”” It is another
thing to go into the detail, and for you to find out I did not have an
insurance policy, and I did not pay any interest, the insurance com-~
pany did not have any liability, it was not an indemnity polioy.

1. Truapway, If you know all those things, why did you not
prosecute him? Where is the loophole, that the General Counsel’s
office had not prosecuted Mr, Dwight, for 3 years or more, if he did
all the things you are now saying he did, contrary to his statement,
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Mr. VinsoN, Just a minute.

Mr, Leming, Could I answer the Congressman on that?

Mr. Vinson. In that connection, a whole lot of facts have been
disclosed recently in connection with this investigation, that you did
not know back at the time you wanted him prosecuted? )

Mr. Leming, That there was a complete nullity so far as the policy,
go far as the interest, and so far as liability was concerned. Now,
Mr. Treadway, there is no evidence of any mystery about this thing
at all. Nobody is going to try to withhold a thing about that.
There is good and sufficient reason why, as Commissioner Helvering
has pointed out, and as he said the other day, when a taxpayer comes
in and_makes a protest, the Commissioner does not say, “Out with
youl Wo are going to precipitate something right now.” The
((i,‘ortr}m;smoner does not do that, and the record will show he did not

0 that, ’

It will show that he has cooperated with Mr, Dwight, and the
record will also show that no statute of limitations has run against
any action the Government might want to take, or as the facts might
finaliy dictate they should take, Now, Mr. Dwight has been accomo-
dated, tho Government has lost nothing, the case has taken a regular
course and an active course, It has not been an inactive file, and I
am sure the Congressman will enjoy going through those complete
files, and ho will got a satisfactory answor.

r. Treapway, If my colleague on the committee would not
accuse mo of filibustering, I would like to follow up one or two of your
remarks thore, You make protty long statemonts, and what struck
me particularly as being of intorest was this statement that the
Government has lost nothing. You mean that they may colloct
later on, or something? This whole hearing secms to be based on
what is represonted to us as having boon lost by the Government by
reason of cortain loopholes in the law.

Mr. Leminag, I mean, Mr, Congressman, the state of the law is just
as it has heen,  There has been no change in the law, and the facts have
been and are being acoumulated, Whatever rights eithor party had,
those rights are still in oxistonce,

Mr, Treapway, Then this idea that we are losing hundreds of
millions of dollars by tax avoidance is not altogether accurate

Mr, LEMING, Mi answer does not imply that at all, Mr, O’ongrew
man, I do not think,

r. Treapway. Well, you said we had lost nothing?

Mr, Lemina, What I said was that whatever rights cither party
had, they have got today, whatever those rights are, .

r. TrReADWAY. I am not going to fillibuster. I want to get home
by the 4th of July.

Mr, Crowrner, Mr. Chairman,

The Cnammman. Mr. Crowther, .

Mr, CrowrneR, In regard to the developrent of this type of truats,
I notice that in the hearings before the ¥inance Committce 2 years
8go, in 1935, in a lotter of the Secretary to the President he made rather
substantial refercnce to the fact that 64 trusts had been discovered,
a8 having beecn created for the bonefit of four members of an imme-
dinte family. I notice that Mr, Jackson, in his testimony before the
Senate Finance Committee, said this, 2 years ago:

In analyzing onc case, we found 197 trusts set up in one family,
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So that this has grown to alarming proportions, and the Treasury
Department and the Internal Revenue Bureau have been cognizant
of this fact for some time. There were not only 64 but 197 trusts, Mr.
Jackson said, set up in ono family, It is strange that we did not hear
un{ything about that in 1935, b¥ the committee coming before us,

- Undor Secretary Maainn. Your 197 trusts was the information
given by the then General Counsel to the Finance Committee, Is
that right?

- Mr, Crowrnrr, Yes; given to the Finance Committee by Mr.
Jackson,

Under Seeretary Macinn, So the Treasury was not hiding its light
under a bushel, exactly,

Mr, Crowrner, No. I am showing the growth of it and tho
development of it.

Under Scerotary Maarinr, Yes; and that is tho point, of course, I
was making earlier with Mr, Treadway.

Mr, Crowrurr. Thesoe 64 referred to are only just an illustration?
That is not the largest case, by any means?

Tho Cramman, Thoe witness will proceed.

Mr. BruroN, One more illustration of eases of this kind, the use
of multiple trusts for the benefit of minor children, resulting in largo
tax savings, is that of Martin I, Tiornan, of Belleville, N. J. On
Decomber 24, 1031, Mr, Ticrnan oxecuted two trust instruments and
his wifo executed one, Each instrument created five separato trusts
one for ench of the five Tiernan children, Thus, 15 trusts wore ereated
in all and ench child was the sole boneficiary of threo different trusts,
We do not have the ﬁ‘guros readily available on the tax savings
accomplished by the wife, but tho savings on Mr. Tiernan’s return
alone for 1035 amounted to $104,782,91, and for the year 1036,
amounted to $232,483,71, Whon I refer to these amounts as savings
I mean they represent the net amount saved, allowance being made
for tho taxes paid by the trusts,

It appoars that for some yoars Mr, Tiernan was closoly associnted
withi Mr, Charles F. Wallaco. On the same datoe that the Tiornans
oronted their trusts, tho Wallacos exocuted practieally idontical trusts
for their childron, two trust instrumeonts heing execeuted by Mr, Wallace
and one by Mrs, Wallaco. Each instrumont croated separato trusts,
one for ench of the three Wallace children. Mr. Wallnce’s tax savings,
a8 shown by the returns, amounted to $86,161.41 in 1935 and rose to
$187,000.10 in 1036,

Thus, those two individuals in 2 years accomplished a total reduc-
tion in their income taxes of $611,328,13,

Mr, Crowrirer, What is_the inference thore, in tho opening son-

tenco, that it u{)pours that Mr, Tiornan had been closely associatod
with Mr, Charles F, Wallace? What is the inference to be drawn
from that?
- Mr, Bruron, Moroly this, that in croating thoese trusts thoy may
have used_tho same counsel, and may have acted concurrently in the
mattor. I moan they knew about the other trusts created by the
associnto,

Mr, Crowrnrr, You do not know that they did?

Mr, Bruron, No, All wo know is that they wero closoly associated
in business, and that on thoeso dates, one day following tho other, they
sot up those trusts,

J T
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Mr. Crowrner. I think in several of these reports there have been
too many “might nots” and “may have beens”, instead of a definite
statemont, lenving inferences to be drawn, I think it is unusual,

) ?Senutox' Harrison. Did you state what business they were engaged
in

Mr. BrutoN. No; I did not. I believe that they were largely
responsible for developing a process for purifying public water supplies,
a process of chlorination, or somothing of thut ll{iml, which has been
widely used in public water systems,

Senator ITavrison. Whero are they domiciled?

Mr. Bruton, In Now dorsey.

Mr, Trranway, Are thoy husiness partners?

Mr, Bruron, Yes, I donotmean it was technically a partnership.
They were associnted in this business of supplying this particular sys-
teny, and owned stock in the company culled Tiernan & Wallace, I
believe that is the name, though 1 am not perfectly sure.

Mr, Treapway, You simply happened upon the two cases, and
tied them in togother, is that the idea?

My, Bruron. We considered them together, because the trust
instruments, us I sny, are practieally identical,

Mr, Vinson. They were executed on the same date?

Mpr, Bruron, That is vight.

Mr, Vinson. Between two families, the heads of which had been
closely nssociated togethor in business; is that right?

Mr, Bruron, That is correct.

Mr, Vinson, I wonder what streot they lived on,  Maybe next-door
neighbors,

My, T'reanpway, You have not shown that Mr. Wallace lived in
Belleville, have you? Does he reside in Belleville, N. J., also?

Mr, Crowrner, It does not say “associated in business,” It says
“nssocinted,”

Mr, Vingon, You said lnter, when you left tho prepared statenient,
they were associnted in business, did you not?

Mr, Bruwon, That is correct,

Mr, Treapway. You do not give the residence of Mr, Wallace,

Mr. Bruron, Noj we do not have his street address here,  We will
he glad to supply it. Mr. Wallaco lives in Westfield, N. J., and Mr.

[

Tierman, in Jssox Falls, . .

Mr, Trrzapway. You told us, in Belleville,  Is that right?

My, Bruron, T think that their businoss address is Belleville, but
we can chock that and pug it in thoe record for you,

(This information, furnished Iater, showed My, Ticrnan's address
a8 Oak Lane, Xssex Falls, N, J.; Mr, Wallace’s address as 020 Tremont,
Westfield, N. J.; and the address on the trust returns as 11 Mill St.,
Bolloville, N. J.)

Mr, Crowrner. Evidently thdy were not engagoed in purification of
tho tax system. .

Mr. Bruron, Tho second Ly&m of tax-saving trust is tho reciprocal
trust, usually croated between husbands and wives, That is, & hus-
band will creato a trust for the bonefit of his wife, and as a part of the
same transaction, she will create o trust for him. = At least part of the
incomo of each trust is not currently distributable and, thorefore, is
taxablo to the trustees, Consequently, after the transaction is coms
pleted, thore are, in addition to the husband and wife, two other tax-

ablo entitios consisting of the trust ecstates, Thus, tho purties havo

e e ke 7 S P
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succeeded in splitting their incomes four ways, while still having it
readily available for their uses.

As an example of this type of trust, we have the case of Robert A,
and Frank D. Stranahan, of Ottawa Hills, and Perrysbux;ig, Ohio
respectively. The two Stranahans are brothers and are president and
vice president of the Champion Spark Plug Co. of Toledo, Ohio. The
principal asset deposited with all of the Stranahan family trusts is the
stock of the Madison Securitics Co., which is a personal-holding com-~
guny for the Stranahan family. Prior to the formation of the Strana-

an trusts, all of the stock of the Madison Securities Co. was owned b
Robert A. Stranahan, his wife, Page E. Stranahan, the brother, Fran
D, Stranahan, his wife, Marie C. Stranahan, and Elizabeth W,
Stranahan, who is the mother of the brothers. The principal asset of
the Madison Securities Co, is etock of the Champion Spark Plug Co.

It appears that from 1920 to 1932, the Champion Spark Plug
Co. paid a total of nearly $25,000,000 in dividends, approximately
$20,000,000 of which was paid to the Madison Securities Co. Total
dividends paid by the Madison Securities Co. during the same period
wero $8,260,000, leaving undistributed earnings of $14,126,230 at the
end of 1932, .F'rom this, it is apparent that in 1932 a situation was
developing which would compel increased distributions by the family
holding comgmn%r. '

On June 3, 1932, just 3 days before the approval of the Revenue
Act of 1932, Robert Stranahan and his wife, Page, each created 10
trusts, By far the largest of these trusts were created for the benefit
of the other, The other 18 trusts wore creatod for the benefit of
their 9 children, each child being the sole beneficiary of 2 separate
trusts, I am not going to describe in detail the children’s trusts, for
they involve nothing particularly different from what we have pre-
sented in the case of the Clark trusts, The trusts to which I am goin
to give particular consideration are the two created by the husband
and the wife for the benefit of each other,

Each trust provides: That 860,000 a year is to be distributed to
the benoficiary, and the remainder of the trust income is to ho accumu-
lated. Howover, supervision over the expenditure of trust funds is
vested in a so-called advisory committee. In tho case of the husband’s
trust, this committee is composed of the donor's brother, I'rank D,
Stranahan, the donor's wife, Page, who is the beneficiary of the trust,
Walter W, Hoffman and I'fd)vin J. Marshall, Ap{mrently Hoffman
and Marshall are closo associatos of the family, In the case of the
wifo's trust, the advisory committoe is identical, except for the
substitution of Robert for Page. Thus, in tho case of each trust, the
advisory committee is com%gsed of the chief bonoﬂcicﬁy, tho husband
or wife, as the case may be, Frank D, Stranahan, and Messrs, Hoffman
and Marshall, Each committee, as to its reagective trust, has com~
Pleto powor to direot at any time the distribution of accumulated

ncome or principal to the beneficlary or to any of the donor’s children,

It may be assumed that these advisory committees are under the
control of tho Stranahans, Thus, we have the following situation:
Two-thirds or more of the income of each trust is accumulated,
making it taxable to the trustces, yet it is always available for use
by the Stranahans at any time they may wish to call upon it.

Before glving you some flgures on these trusts, I should like to
point out that the next day, June 4, 1032, just 2 days bofore the
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approvel of the Revenue Aot of 1932, the brother, Frank D, Strana-
han, and his wife, Marie, ench executed 13 separate trusts, making a
total of 26 trusts, Eighteen of these trusts were for the benefit of the
nine children of Robert and Page, who on the I’)E'evious day had re-
ceived two trusts apiece from their parents, Thus, each of these
children now was the sole beneficiary of four separate trusts, Of the
remaining trusts created by Frank and his wife, six were for the
benefit of a son and two grandchildren, As in the case of Robert and
his wife, the two largest trusts created by Frank and his wife were
reciprocal trusts for the benefit of each other. The trust provisions
were in all important respects substantially similar to those I have
discussed above in the case of Robert,

Now, let us turn to the figures we have as to the tax savings in-
volved. I will give you tho figures as to the taxes saved solely by
virtue of the accumulation of trust income by this array of different
trusts: For the year 1932: Robert, $569,708; his wife, $41,446; Frank,
$51,317; his wife, $47,667. This makes a total tax saving for the
two families of $200,128 for the year 1932, For the year 1033, the
total tax saving was less, amounting to $112,157.27. For the year
1034, the savings jumped to $388,041.04, The total income-tax
savings for the 3 years of both families amounted to $701,227.48,

These figures give the tax reduction accomplished by the creation
of the whole 46 trusts, As I just pointed out, the largest of these
trusts were the reciprocal ones created between the husbands and
the wives and, therefore, a !,aﬂge. part of the savings resulted solely
from the reciprocal trusts. This is shown by the figures for the year
1934, In that year tho income of the trust established by Robert for
his wifo, Page, was $340,970.88, Of this, $200,207.02 was accumu-
lated and $56,298.66 was distributed. The income of the trust
created by Page for Robert was $300,684.056, of which $245,349.41
was acoumulated and $68,435.74 distributed. You see, some $290,000
was accumulated in ono trust and approximately $245,000 was ac-
cumulated in the other, Had these trusts not been created—that is
those two reciproeal trusts—the total tax colleoted from Mr. an
Mis, Robert Stranahan would have been incrensed by $62,34.73,
allowance being made for tho tax paid by the trustoes.

A tax saving approximating this resultod from the creation of the
reciprocal trusts by ¥Frank and his wife, Marie. The income of the
trust croated by Frank equalled $108,060.08, of which $108,227.77
was accumulated and 869,841.28 was distributed, The trust estab-
lished by his wife yiolded an incomo of 300,756, of which $241,616.65
was accumulated and $50,130.36 was distributed. The total tex
savings on these trusts for the year was $48,823.86,

Now, turning to the third type of tex-saving trusts, we refer to
those which are utilized by persons who wish to have income taxed
to & number of different trust estates, and yet have regular annual
distribution of that income made to them, Upon first impression,
this may seem impossible of accomplishment, but consider what was
done in the case of Mr, George W. Olmsted of Ludlow, Pa.,

On Qctober 20, 1931, Mr, Olmsted created g trust, the income of
which is to he l}imid to his wife during her life, If one were not
thoroughly famillar with the operation of the income tax as applied
to trusts, he would find nothing unusual in either the establishment
of the trust or the terms of the trust instrument. However, if one
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reads the trust agreement with an eye for tax-saving features, he will
pause when he comes to the following:

(a) The trustee shall accumulato for a period of 1 year and 15 days the quarter
annual income from this trust 8roperty, and at the ond of said period pay the
amount thereof over to Iva C, Olimsted for and during hoer lifotime,

(b)) The quarter-annual periods shall be computed on a calendar-year hasis, so
that tho distributions of income amounis shall be made as follows: The income
of the quarterly period, January, February, and Mareh, shall be acenmulated
until April 156 of the succeeding yoar, and on said April 15 the amount thereof
shall be paid to Iva C. Olmsted if sho then he living,  The income of the quarterly
period, lprll May, and June, shall ho aceumulated until July 18 of the succeeding
year, and on said July 18 the amount thercof shall be paid to Tva C, Olmsted if
she then be living, The income of the quarterly period, July, August, and
September, shall ho accumulated until October 156 of the succeeding year, and
on sald Octobor 156 the amount thereof shall be paid to Iva C. Olmsted if sho then
be living, The income of the quarterly period, October, Novembor, and Decem-
her, shall be accumulated until January 15 of the snoomi suceceeding year, and on
said January 15 the amount thoreof shall ho paid to Iva C, Olmsted if sho thon
be living, The income of the period from the commencement of this trust until
Deceomber 31, 1931, shall be accumulated until January 15, 1933, and on sald
January 15, 1033, shall bo pald to Iva C. Olmsted if she then be llvl’ng.

You will observe that the grantor has very carefully provided that
the income received by the trustee in one calondar year shall be accu-
mulated and distributed to the beneficiary in the succeeding calendar
yoar. 'The accumulation does not take placoe over a suflicient poriod
to build up sz reserve and neither are distributions delayed suffi-
ciently long to lead to the conclusion that it was the grantor s desire
to withhold {funds from the beneficiary, The reason for the provision
is found in the section of the rovenue act which provides that the in-
come which is to be distributed currently to the beneflciary is to be
taxed to tho honeficiary and not the trustee, Conversely, of course,
the income which is not to be distributed currently is taxed to the
trustee and not the henoficiary.

Mr. Olmstod contends that income which eannot bo distributed
during tho calondar yoar it is rocoived by the trustee and which must
be accumulated for a yonr and 156 days, 18 not to ho currently distrib-
utod within tho mom)ing‘ of tho law,  After the first year or two fol-
lowing tho creation of the trust, his wifo is suppliod with a regular
iu_mupl incomo, but neither ho nor she is taxable on it, nccording to
his view.,

Of course, one such trust may rosult in substantial tax savings, but
one apparently did not satisfy Mr, Olmsted, 'The next day, October
30, 1931, he creatod another trust for his wife with identical provisions
for the accumulation of tho income, still another followoed on November
19, 1031, and yot another on November 20, g

For the year 1935 the income of those four trusts, as shown by the
trustees’ roturns, totaled $20,000, upon which the tax paid by the
trustoes amounted to $395. ilqd this income been included in that
of Mr, Olmsted, s ghown by his return, the total taxes paid would
have been increased by $5,801.66. This may not scem large aftor
talking of tax savings in terms of hundreds of thousands, but consider
the taxes saved as compared with the taxes paid, and this is a com-
1())arison which must always be kept in mind. The tax paid by Mr,

Imsted for 1035, as shown by his return, was $1,862.80, In other
words, the taxes saved were over twice as great as the taxes paid by
Mr, Olmsted and the trusts combined, |

But, this is only one side of the picture, It may be said that
since Mrs. Olmstond was the one who recoived the trust incomo, she
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should have paid the tax. However, the return filed by hor shows
that she recoived in 1935 somo $31,000 income other than what was
distributed to hor from the trusts, Consequently, if the trust income
had been taxed to her the total taxes paid would have heen increased
by $7,005,04, 'This amount is over twico as great as tho taxes paid
by Mrs, Olinstead and the trusts combined. Consequently, for tho
year 1035, n tax reduction of approximately 70 percent has been
accomplished, whother the matter is looked at from the standpoint
of Mr. Olmstead or Mrs. Olmstead.

For the year 1930, the tax savings effected by tho trust have boen
greatly incronsed, If the trust income wore included in that of Mr,
Olmstend, the total tax collectod would bo increased by $18,796.
1f the trust income woroe reported on Mrs, Olmstead’s return, the total
taxes would havo to be increased by $20,881,

There is anothor way of making trust income taxable to the tristee,
while permitting the beneficiary to enjoy it. The revenuoe acts have
always provided that property received by gift or hequest should not
be taxed as incomo to the recipient, The Supreme Court has held
that tho bequest of an annuity from the testator’s estato is the bequest
of proporty within the meaning of the act, and, therefore, the amounts
received by thoe annuitant or logateo are not subject to tax as income
recoived by him. What is meant by annuity here is an absolutely
fixed sum to he recoived poriodicelly, as for example, where A dies
and boquoaths BB $1,000 & year so long as he shall live. Froquently,
the payment of such an annuity is provided for through the creation
of & trust. Thus, in our hypotheticai cuso, A may, in'his will, direoct
that his oxeoutors oroato o trust to pay B an annuity of $1,000 per
year. If any yonr the incomo of tho trust is insuflicient to pay this
amount, so much of the principal may be used as is nocossary. In

this situation, the Supreme Court has held that the trust income paid

to B in satisfaction of the annuity is not taxable income to B and,
therefore, must bo treated ns income taxable to the trust,

It is ensy to seo how an annuity trust may be made a tax-saving trust
of tho highest order, A man may make a gift of a $20,000 annuity to
his wife and create o trust to pay it, Although $20,000 is distributed
currently to the wife, it is not taxable to her, but to the trustee,

The fourth type of tax-saving trust to bo considered includes trusts
wluclr are cronted for purposos of reduving taxes on capital gains, It
has always beon recognized that the gain which results from the salo of
canxttul assots at o profit is in many respects a special type of income,

r. Vingon, Mr, Chairman,

The CuairmMaN, Mr, Vinson,

Mr, VinsoN, Bofore we got into that now subject: This last trust,
the income from which is paid as an annuity to the wife, if that income
is taxable in the hands of the trustee, what is wrong about that?

Mr, Bruron, Ishould say that I would not characterize it as wrong.
I would put it this way: That b{ having the income taxable to the
trustee instead of tho beneflciary, it will result in great, tax reduotion, if
the beneficiary has other income, you see,

Mr, Vingon, I know, but you just got through saying here that the
Siupromo Court said that you could not tax it as income to the benefi«
ciary,

r. BruroNn, Thatisright, They said that, under the act as it now
stands, The Supreme Court did not specifically say what Conlgress
might provide. It simply construed the act as it now stands, and also

e R e e e e e
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added this fact that, of courso, ho may split it up and have soveral
trusts, resulting in greator roduetion in tax,

Mr. Vinson, It Just sooms to mo that you colloctad the tax on it,
on the income dortved,  Unloss you abolish trusts, we are going to
have to bo sntislied with one tax,

Mr. Brurvon. But consider this point.  For oxample, the $1,000
oxemption which is given to trusts plays a pavt here, too,

Mr, Vinson, T know, yot that is not_the big point, in my mind,
Cortainly trusts ereated for the benefit of your wife or for taking cave
of your children are propar, '

Undor Socrotary Maainn, Yes, 1 am sure you reeall wo wont
over this ground in 1933 and 1934, T vocall it,  or somo time the
decisions of the Suprome Court were in o good deal of doubt as to
whom annuities were taxable, and how they were taxable, and finally
in the Whitehouse ease and tho Pardee case the Supreme Court arvived
at o rosult which, as you have pointed out, brings about tho fnct that
annuity income is taxable oither to the trusteo or to the beneficiaries,
There is none of it oacu‘)ing taxation at tho presont time,

Now, the way it works out in substance, as I undorstand thoe de-
oision, 18 this, that if tho docodent, for oxample, charges the annuity
upon the o.or{ms of the trust, then the amount paid to the bhenoficiary
is not taxable to the beneficinry, but the trustee gots no deduction
for the paymont; or in other words the trustoe pays the tax on the
income of tho trust,

Mr. Vinson, If it wore paid out of corpus, it would not be incomo,

Under Socrotary Maatun, That is true, and that was the general
line of ronsoning that the Court followed in the Whitehouse case,

Mpr. VinsoN. You understand my statomont doos not go to multiple
truata?

Under Secrotary Maainu, Yes,

Mvr, Vinson, 1 am differentinting,  As to this one partienlar trust,

the thought seoma to bo that there ought to bo o ehange, in taxing
that incomo, T would just like to know how you ave going to do it.

Undor Seerotary Maainu, 1 suspect, tho reason that My, Bruton
brought that bofore you is this: 1 know that in 1033, and 1 dure say
sinco, nttornoys have boon arguing to us that the present. framowork
of the law is undesivablo,  Porsonally 1 do not think T agree with
thom, That is, porsonally T think we ave safor to go along with the
decisions as thoy stand.  But the argumoent is vather complex, and
the t,lmutxht in thin: Supposo that T dio and loave an annuity to my
wile, whieh is chavgod ngainst the corpus as well as agninst income,
In tho particular yoar the annuity is all paid out of income, in fact,
Now, the trusteo hns to pay the tax on it, as declsions stand now,
The argument of these attornoys is that my wifo, who was actually
onjoyinﬁ the honefit of the income, ought to ha the one to pay the
tax on 1t, and that the offect of the prosent decisions is that the
remainderman in effoct has to pay the tax,

Mr. Vinson, And those lawyers might want the law changed to
lot the tax bo applicable to income in the hands of the benoficinry?
And then the Supremo Court would invalidate that, and for that
period of time they would not be paying any tax at all, ,

Undor Scorotary Maans, Your conolusion agroes with mine, I
thought on my part that on the whole it was beat to loave tho situation
the way it ia,
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Mr, Vinson, As ono trast, where the incomo is taxablo and payablo
by the trustoe?

Under Seevotary Maara, That is vight.  But you will probably
maoot this sumoe contention as you go along through theso honvings,

My, Crowrnrr, Mr. Chaivian,

The Cuameman, Mr. Crowther,

Myr, Crowrnei, 1 notice, in a volume entitled “Fodoral Taxes on
Tistates, Trusts, and (‘Iifm”; by Montgomory and Magill, nt pago 408,
undor tho title Croation of I'rusts, thoy say:

The prineipsl tox conslderation fn the erention of fnter vivoa trusts are those
outtined above i ofber connections: (1) “Fo spread Income tax HabiHty among
sovoral taxpayors, and thoreby to reduco the total sum of tases duey and (2) to
roduco tho total of transfer tases payable,

Is that a very fair genersl definition or atatoment of the reason for
cronting trusts?

Undor Foovotary Maaint, The veason for cronting tho multiple
trusts is primarily to got tho bonefit of a series of exemptions instond
of only one, and thon also to reduee surtaxes, due to thoe faot that you
got sovoral atarts on them inatead of one,

The Cnamsman, Procod,

Mr, Bruvon, The fourth type of tax-saving trust to ho considored
fncludes truats which are oveated for purposes of reducing taxes on
cupital gaing, Tt hos always boon recognized that the gain which
rosulta from the sale of eapital assota at w profit is in many reapeots o
spocinl typo of Income, 1t froquontly roprosonts an approcintion in
the value of investments which the taxpayer looks upon as prineipal
to bo reinvested, rathor than used for curront oxpmu\imrm. Horeln
lios tho groat utviiitrv of tho trust as o dovico for reducing taxos on this
kind of income,  If a taxpayor owns seourities, which have greatly
approciated in value, and ho wishoa to soll them and invest the pro-
coodn in other proporty, he oan very conveniontly transfor them in
trust, have the truatoo make the salo and hold the procoeds in trust,

1 ho n willing to make an irrovoeablo trust within the meaning of
tho vevonue act, and usunlly ho ean arrango it 8o thero is no disad-
vantago in doing so, the enpital gain will o taxablo to the trustee,
rathor than to him,  When there is added to this picture the posst
bility of splitting the gain among several trusts, tho stago is sot for
unlimited tax saving,

As an oxamplo of this kind of transaction, wo havo the ecaso of
man whoso onthusinsm for trusts simply knows no bounds~-Mr,
Lounis Blaustoin, of Baltimore, Md,  Mp, Blaustein has boon in tho
oll business for many yoears; apparently, ho was an indepondent
donlor during the onrly days of the automobile,  After the war, he

oncored in the flold of high=tost gas and put ont the partioular
wand known as Amoco,  Apparently, this gave groat impoetus to his
business, and in 1921 ho organized Lowd Baltimore Filling Statious,
Ino,, nuqnirinp;‘ all of its stock, Tho noxt yoar he organizod the
Amorican Ol Co,, also wholly ownoed by him, ~ In 1924 ho transforrod
one-four th of his holdings in both companies to his son, Jacob,

'The stock of both Lord Baltimore Filling Stations and Amorican
Oil was oqually divided between class A and class 13 sharos,  In 1024
all of tho olars A stock of both comynnioa was sold outright to the
Pan-American Potroleum & ‘I'ransport Co., and about this same time
%Iml icontrol of Pan-Amerionn was acquired by the Standard il Co, o

ndiana,
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During the yoar 1932 the Blausteins entered into a tax-saying trust
transaction, which is not the principal one I wish to discuss, but which
I will describe to show the background of what happened later. On
March 7, 1932, Louis and Jacob Blaustein executod doclarntions of
trust whereby each declared himself trustee of substantially 50 percent
of his holding in the American Qil and Lord Baltimore corporations,
The sole beneficiary of oach of these trusts was the American Trading
Co., and the sole stockholders of the American Trading Co. were T.ouis
and Jacob Blaustein. In other words, the Blausteins declared thom-
solves trustees of stock, which they already owned, in favor of a
corporation, which thoy also owned. In Oectober 1032 dividends
wore declared on the American Qil stock, and the Blausteins roceived
as ostensible trustees the sum of $522,900 which thoy ’Iprom tly dis-
tributed to tho American Trading Co. as beneficiary, The Blausteins
paid no tax as trustees on the ground that tho income had been
currently distributed to the beneficiary, The American Trading Co,
paid no tax because the income constituted dividends from another
corporation, As you know, the law at that time did not tax a cor-

oration for dividends received from another domestic corporation.
f the Blausteins had ineluded tho dividends in their income, Louis
Blaustein would have paid some $212,200 more in taxes and Jacob
3]&;21%?1’3 tax linbility would have heon increased approximately
,800, .

Mr, BrurtoN, The Bureau has assossed doficiencies on this basis
and the mattor is now pending before the Board of Tax Al)penls.

As I havo said, this trust arrangement in 1932, by which the Blau-
steins lifted themselves by their own hootstraps, was simply the fore-
runnet of groator things to come, In 1933, father and son exchanged
their ﬁllinf; station and American oil stock for stock in the Pan-Ameri-
can Petroleum & Transport Co, This was a tax-free oxchange under
the rovonue act. At the time tho Blausteins acquired the Pan-
Amorican stook an agreoment was cntered into with tho Standard
0il of Indiana, which still controlled Pan-Amorican, to the offect that
if thore was disagroement botween the Balusteins and_ the Pan-
American board of directors, Standard Oil would buy the Blausteins’
stock at a stated prico. . .

This disagreement oceurred, and in 1034 the Blausteins wore ready
to compel the Standard Oil of Indiana to buy them out. This sale
would involve a liquidation of the Blaustein interosts in the oil business
which had been building up since about 1005, The prosa)eotivo profit
was tremendous. On Octobor 30, 1934, Louis Blaustein oreated 64
trusts, 19 for his wife, 14 for his son Jacob, 17 for his daughter Ruth,
and 14 for his daughter Fanny, To these trusts he transforred 277,600
shares of Pan-Amorican stock, and prompt}{y thereaftor this stock
was sold to Standard Oil of Indiann at o profit of 83,607,243.60, As
you know, Congress and the Treasury have lon folt that the total
%ain resulting from the sale of capital assets, which have beon held by

he taxpayer for a considerable period of time, should not be taxed
at the full surtax rates applicable to a profit mado entirely in 1 year,
Most persons believe that this would impose too heavy a burden -
upon profit that is not periodie, but which has been accruing over a
long ?eriod of time. Consoequently, the revenue acts in force since
1034 have provided that when a taxpayer sells a capital asset, which
has been held by him for over 10 years, only 30 porcent of the gain is
to bo included in his income, Therefore, the snlo of the Pan-American
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stock, which had been transferred in trust, resulted in taxable income
of $1,543,671.99.

Lot me just add this now. This is not the tax reduction that we
want to point out. We will start now with the income upon which
he should have paid the tax, namely, $1,543,571.99.

Now, under our income-tax system, as Congress presumably
intended it to operate and as the people have a right to expect that 1t
should operate, what tax should have heen paid upon that income?
By whose ability to pay should the tax have been measured?

In the ordinary course of events, Mr. Blaustein might have done
either one of three things, which would not necessarily have been
fpgi;plr%ed as unusual, and which would not have distorted his tax
iability. ‘

First, he could have made the sale of stock himself and set up a trust
for the benefit of his wife and children. Second, he could have trans-
forred the stock to one trust which could then have sold it, Third, he
could have made final gifts of the stock to members of his family in the
same proportions as reflected by the aggregate trusts which he has
croated for their respective benefits, ,

If ho had followed plan 1 and sold the stock himself, his taxes for
the year 1934 would have boen $5673,222 ﬁreator than the aggregate
tax which he and the several trusts have paid,

Had ho followed plan 2 and transferred the stock to a single trust,
the tax linbility of that trust would have been $532,034 greater than

the aggregate tax of $109,114, which has been paid by the 64 trusts,

If ho had made outright gifts of the stock to the four members of his
family who are the beneficiaries of the trusts, the aggregate income
tax imposed upon the profit from the sale would have been $378,197
greater than the total tax which the 64 trusts have paid,

If we are thinkmf in terms of o truly pregressive income tax, one
which will increase In proportion to the real taxpayer's aotunl ability
to pay, the most that Mr, Blaustein should have been permitted to
do was to divido the capital gain four ways among the members of
his family who have in renlity received it. Yot judged by this stand-
ard, the ono most favorable to Mr. Blaustein, he has secured an appar-
ont reduction in tax amounting to nearly $400,000, and $64,000 has
gone ahsolutely tax freoc. X

This is the picture for only 1 ¥0M and, of. course, tax savings will
be repeated every year in which the accumulated trust income is

:split 64 ways, In the timo we have had to work upon this case, we

haven't been able to secure all of the data with reference to the year
1035, It is possible that the accumulated net income of each of the
remaining 42 trusts was under $1,000 and no returns were filed. For
the year 1036 tho information is almost complete, only o few of the
trust returns being as yet unavailable. In that year the accumulated
income of the trusts totaled approximately $143,609, and nearly
$43,000 was distributed to the beneficiaries, ¥rom the figures we have,
we can be certain that at least $80,000 of income escaped all tax for
that year, The taxes paid for the year have been at least $80,000
loss than the tax which the Government would have collected if the
prggergg had been given to the members of the famil{ bg outright gift,
r. VinsoN, What about the operation of a gift tax

Mr. Bruron, He gnid the gift tax of a little over $5600,000, but if

that is to be brought into the total tax picture, of course you must
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set off against that the estate tax which he saved, which would have
been something over that,

Mr. Vinson. I know; but have you taken into consideration this
gift tax in regard to the amount of taxes that he saved?

Mr. Bruron, No.

Mr. Vinson, Thirty percent of $1,500,000, on your capital gain,
would be substantially $500,0007

Mr. Bruton, These figures are only with reference to income taxes,
the figures of a person,

Mr, Vinson. I am talking about dollars that go into the Treasury.
That is what I am talking about.

Mr. Bruron. If you consider rolars actually gone into the Treas-
ury thus far. You must take into vinsideration the $500,000, approxi-
mately $500,000 gift tax paid,

Mr. Vinson. That is $500,000?

Mr, Bruron, Yes, )

Mr, VinsoN, And that is substantially 30 percent of $1,500,000;
and then in addition to that, the other taxes that were paid?

Mr, BruTon, Yes, .

Mr, VinsoN. So it seems to me that by paying the gift tax and the
other taxes that were paid, just ofthand, it looks to me as if he paid
more than he would have peid if he had taken one of your suggestions
here and not used the trust device,

Mr. Bruron, If he had not used the trust devicc and he had sold
the stock himself, true—he would not have any gift tax at that time,
unless he later made a gift of the proceeds, and then, of course,
g!tiimately there would have been an estate tax collected when he

ied,

Mr. VinsoN. I know; but that question of estate tax is somethin
else. The securities might be worthless at the time of his death,
do not think it is fair to go out and figure on saving estate taxes,

Mr, Bruron. Yes; taking the picture of actually what has been
paid in thus far, it is fair enough to consider the gift tax of somothing
over $500,000 which was paid. ) :

Mr. Vinson, It seems to be a pretty fair tax, )

Mr. BrutoN, Of course, you must remember that this income-tax
saving has not stopped now, but will continue indefinitely as long as
the trust exists,

Mr, Vinson. I know, but under the law whenover o gift is made, it
is not in the picture as to what income the gift will produce. That

ift tax sottles that. Undor the law a person has a rig? 1t to give away
ei\i)roi);erty, if he pays the gift tax, Is that not true
r. Bruton, Corroct. (Seo p, 280.)

I wish to emphasize the tremendous task it has been for the revenue
sgents to assemble this information., Five different trust companies
and banks have been made trustees; some of them are located in New
York and some in Maryland. Therefore, the returns have been filed
in different collectors’ offices located in different States. When the
revenue agents suspected that multiple trusts had heon created, the
went to the office of Mr, Karl I, Steinmann of Baltimore, who is
Mr. Blaustein’s attorney, and requested additional information, This
information was not fortlmomin{; and consequently, the agents set
about nssembling what returns thoy could find in the Baltimoro dis-
trict. They thus located about 25 returns and returned to Mr, Stein-
mann’s office secking information as to whother any other trusts had
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been created. This was refused with vague explanations which might
have been taken to indicate that Mr. Steinmann’s office did not have
a complete record of all the trusts. Ultimately, all of the returns for
the year 1934 were located in Baltimore and in New York. Finally
to complete the picture, which I have outlined, it was necessary to
examine and study comparniively some 350 different roturns., That
is for 3 taxable yoars.

That Mr, Steinmann did not have all the information with refercnce
to the 64 trusts seems incredible. I have here a copy of one of the 64
different trust instruments, On the first page appears this statement:

Concoived by the office of Karl F, Steinmann, Baltimore,

You will noto that it is done up in a form worthy of a college degree,
Further on in the trust instrument is a Frovision to the effect that Mr,
Steinmann’s office is recommended to the trustees as counsel, because
of their familiarity with Mr, Blaustein’s affairs, )

This completes the cases that we wished to submit, illustrating these
different types of trusts I have mentioned. I wish to summarize the
situation by giving you an illustration of the problem graphically b
describing a case which might come before the Treasury Department.
That is, it might come unless some effective means s taken to prevent it,
This will bring out the point, I think, or one of the points, that I had
in mind with reference to annuity trusts,

Mr. Treapway, As I understand the gentloman, this is entirely a
supposition? That is, it might happen possibly sometime?

r. Bruron, That is correct, '
Mr. Treapway, It is not an actual case you are going to state?
Mr. BrutoN, Noj;it is not an actual case on the basis of the facts I

am x\fOix\)F to cite,
r. VinsoN, The gentloman is submitting it for our information,

Mvr, Bruron, That is right.

Mr, Vinson, So that it may be met bofore it does occur.

Mr, Bruron, Thore is nothing new in the particular device used
but the particular facts are hypothetical, This will be the case of
Mr, and Mrs, X, who each own securities yielding an annual income of
$100,000 a year, They each execute 100 trusts for the benefit of the
other, the income of each trust te be used to p(}tg' o 81,000 annuity to
the beneficiary, The result: Mr. and Mrs, X would be receiving
$100,000 a year each; the income tax Hmid 0.

Mr, VingoN. That is boecaueo of the él,OOO exemption for each
trust. It just happens that up to date you have not found anybhody
that just wanted to be the whole hog?

Mr. Bruron, That is right, ,

Mr. Vinson. In connection with your last illustration, I take it
there would be a gift tax.

,Mr, Bruron. That is correct,

The CrairmaN, We thank Kou for your appearance and for the
information you have given the committee.

Mr. Coorer, I move we recess until 10 o'clock in the morning.

The Cnamman, Without objection, we will stand recessed until
tomorrow morning at 10 o’clock.

(Wheroupon, at 12 o’clock noon, the committeo adjourned until
tomorrow, Friday, July 2, 1037, at 10 a. m,)
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FRIDAY JULY 2, 1837

JoiNt CommitTeE ON TAx EvAsioN AND AVOIDANCE
Washington, D. c.

The joint committee met in the hearing room of the Committee on
Ways and Means in the New House Office Building, at 10 a. m., Hon,
Robert L, Doughton presiding,

The CuammaN, The committee will be in order. Mr, Magill, are
you ready to proceed?. ,

Under Sceretary MaciLt, Yes, Mr, Chairman, There are one or
two matters hore that I would like to present to you before the regular
statoments, Mr, Vinson inquired yestordu){ rogarding the gift taxes
which were paid at the time of the transfers by r, Blaustein to those
64 trusts. I do not know why that material was not included in the
statemont; it should have been; and I have the information here, which
I would like to insert in the record,

The Cuamman, Without objection, that may be done.

(The memorandum submitted by Mr, Magill is as follows:)

ADDITIONAL INFORMATION REGARDING THH GIFT TAX ON THE BLAUSTEIN TRUSTS

According to tho rocords available in tho Troasury, Mr, Louis Blaustein was,
on Octohoer 30, 1034, tho ownor of 064,860 shares of stook of the Pan Amorlcan
Potroloum & ’f‘mnsport Co, No information is avallablo as to what other prop~
orty ho may have owned on that dato, According to tho gift-tax roturn filed by
him, the stook had a value of $13.52 por share, This would indicate that the total
value of tho Pan American stock held by him amounted to $13,044,088.32, Had
Mr. Blaustoin died in 1034 loaving a not ostato of this amount, the Fedoral cstate
tox would have heon $4,600,504.86, )

On October 30, 1034, ho oxcouted a gift of 277,500 shares of stook In the Pan
Amorlean Potroloum & Transport Co, ~The gift was in the form of 64 trusts, the
trusteos of which were: First Natlonal Bank of Baltimore, Equitable Trust Co,
Union Trust Co, of Maryland, all of Baltimore, Md. and Manufacturers Trus
Co., Irving Trust Co,, and New York Trust Co,, all of Now York City. Accord-
ing to Mr, Blaustein’s gift-tax roturn, the valuo of tho stock transferred In trust
was $8,7581,800, Upon the glft of this stock ho pald a gift tax of $586,212 on
Mareh 15, 1035,

The valne of tho Pan Amerlioan stock which Mr, Blaustein retained was
$9,203,188.32, Had he died during 1934 loaving a net cstato of this amount, his
ostato tax would have heon $3,017,484,61, Tho net saving, in total Federal gift

and cstate taxes, making allowance for the gift tax paid, would have been
$1,085,898.25.

r. Blaustein was aged 65 in 1934,

Under Sooretary Maainn, A question was asked the other day,
when Mr. Kent was discussing incorporated yachts, as to whether the
yacht Nourmahal was incorporated or not, and I have had that looked
up. I am advised that it is not, and that the oxpenses have not been
deducted on the personal return of the owner,

The CraimmaN. By whom was that yacht owned?

BI0~~BT~pt, QT
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Under Secretary MaagiLL, Vincent Astor.

The Cuairman, That is what I thought,.

Mr. CuLLEN. A significant question.

Under Secretary MagiLL, At the meeting yesterday we mentioned
among other things that we hoped to present the subject of pension
trusts, That section has been in the revenue act for a number of
years; I think for some 16 years. It apparently has not been made
use of much, at least, for the purposes 0} tax savings, until recently,
and even yet we have comparatively few cases on the subject. The
deputy commissioner, Mr. Russell, has prepared a discussion of the
provision and included an article or twe which have been written by
insurance men indicating the possibility that there may be some loop-
holes there which we had not thought of heretofore. Since there are
a number of other matters to be presented, it occurred to me that
possibly the most expeditious thing-was simply to put this document
mto the record, There are no names or cases, It is simply a dis-
oussion of the subject with a view to possible improvement in the
logislation,

The Cuairman, Without objection, the document will be inserted
in the record at this point,

Under Secreta AdiLt, These go with it.

(The matter reforred to is as follows:)

SraTEMENT PREPARED BY HoN, CHaRrLES T. Russuny, Derury COMMISSIONER
oF INTERNAL REVENUB, RELATING TO PENstoN Trusts

As & means to encourage employers to provide old-age sceurity for their em-
loyees, Congress for 16 years past provided that contributions to, or earnings of,
rusts oreated by an ompioyor as & part of a stock-bonus, profit-sharing, or pension

plan for the henefit of *somo or all” of his employees are not taxable to the trust
or to the employeco until distributed or mado available to the employeo. Theso
yrovisions wore enaoted by Congress as scetlon 219 (f) of the Revenue Aots of
5021. 1024, and 1028, and scotion 165 of the Revonuo Aots of 1028, 1032, 1034,
and 1036, On the other hand, contributions to pension trusts to provide for the
payment of “reasonable’ ponsions to employees are deductible by the employor,
rovided the trust fund is placed hevond control of the emgloyor and answors
¥ho requiroments of the statute. The Revenue Aot of 192 sycoiﬁoally incor-
porated the provious practico of allowing deduoctions for contributions to the trust
during tho taxablo year to cover pension liability acoruing during the year; and
added an additional deduetion for a roasonable amount transferred or paid into
tho trust during tho taxable year to cover in whole or in ?art pension liability
applicable to years prior to tho taxable year but not paid into a trust. Subse-
quent revenuo acts continue these })rovislnns. This second deduotion must be
apportioned in equal parts over a period of 10 conseoutive years. These provisions
wore onaoted by Congross as seotion 23 () of the Revenue Aots of 1928, 1932,
and 1034, and section 23 (p) of the Rovenue Aot of 1936, The purpose of this
modification of, and addition to, tho statute was oxplained in Ways and Means
Committeo Report No. 2, gago 2, dated Decomber 7, 1927, and also in Finance
Committee Roport No. 960, May 1, 1928, Soventieth Congress, firat scssion,
page 21, In tho latter itis sald:
. Y'A considerable number of business concerns, however, established pension
plans for the honefit of their om{’)loyees a good many years ago, under arrange-
ments by which the company set aside & poension reserve fund, to which annual
additions wore made, the reservoe fund not being turned over to a trustece, The
yearly additions to such reserve funds were not deductible for income-tax pur.
poses, 'These omployers now dosire to adopt the more satlsfactory plan of turning
over tho ponsion reserve funds to trustoes to hold for the honofit of their om-
ployees, Under oxlsting law, no deduction would be allowed for sugh a transfor
roprosonting past accumulations, though distributions from the fund are taxablo
to the employeo as additional componsation, The committee Pro osos an amend-
mont in goction 23 (q), which pormits such resorve funds to be turned over to a
trusteo and allows tho amount thoreof to bo proratoed as a deduction ovor a porfod
of yoars oquivalont to the time during which the reserve' fund was adoumulated.

IS,
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This prevents the employer from taking the entirc deduction in the year of transfer
and operates cquitably to the employer and to the Government.” .

This statement shows a desire to correlate taxability and deductibility, but not
to permit a distortion of income for any particular year by deduction therein of
amounts not proléorly allocable thereto.

However, neither section 23 (p), relating to deductibility, nor section 185,
relating to taxability, require that the pension trust be irrevocable. .

The problem of pension trusts contains two elements: First, the deductibilit
by the employer of the amounts contributed to the }mnsion trust and, second,
the taxability to the pension trust or the employee of the amounts contributed.
The pension trust may either invest the contributions to provide pensions or use
the contributions to purchase annuities from insurance companies.  The employer
may derive benefit through increased efficiency and loyalty of employees.
understand that ordinarily a good pension plan tends to prevent employeces from
resigning to enter the service of competitors or other employers. It also serves
to relieve the employer from the moral obligations of keeping on the pay roll
employees with years of service who have ?assed the age of efficiency. The
employce is not subject to tax on the contribution until retirement and gains
the benefit of a lower tax rate, and, in the case of small pensions, may not be
taxable at all.

Our purpose in bringing this matter to the attention of the committee at this
time is merely to call attention to the possibility of abuse of tho statutory pro-
visions. Information available indicates that some taxpayers arc attompting ta
convert into a tax-avoidance mechanism a statutory provision designed to on-
courage pensions, The evidence on hand indicates that some closoly held and
closely controlled corporations are attempting to distribute profits in the gulse
of pensions, It is further indicated that some corporations are attempting to
pass what really amouats to compensation or bonuses into pension trusts, thus
})ostponing tho taxation thercof until the poriod of their retirement, at which time
t is expected their individual brackets will be much lower because they will not.
be receiving salaries. :

For oxam‘)lo, a closely held corporation having a distributable profit of $200,000
for the taxable year mn{ pass on to two or three stockholder officials the benefit
of $50,000 by contributing that amount to a pension trust to invest or purchase
annuities to provide pensions for these officials. The corporation is, of course,
entitled to deduet the $50,000 from gross income and thus realize a benefit for
the purpose of the corporate income tax and surtax on undistributed profits.
However, the stockholder officials will also roalize a benefit since no part of the
$60,000 will be taxable to them until distributed to them in subsequent years in
the forin of annuitics or pensions, By this method a corporation distribution is
effected in such a way as to avold tho higher surtax rates which would be ap-
1)lloablo if the distributions had been made in lump sums to the taxpayers during
ho current year, Morecover, in such a case It s possible for the corporation to
zeonl)tum tax freo not only the principal contributions previously paid to the
rus

trust by merely torminating it during a year in which the corporation has de-

ductible losses sufficient to offset tho sum recaptured. And bear in mind that.

undor the law these accumulated oarnlngs of the trust which may be recaptured
tax free have not been taxed to the trust. '

Again, a corporation may pay large bonuses to a few stockholder officials or
koy men. The corporation I8 entitled to deduct such amounts for income and
surtax purposes, while the recipients of the bonuses escape any tax thoreon until
distributions are mado to them from time to time in amaller amounts in the form
of pensions or annuities which will normally onable them to keep their income in
the lower surtax brackets. In either of the cases mentioned it may well be that
tho corporation would have distributed the profits or paid the bonuses direot to
tho stookholder officials and key men were it not for tho tax advantages realized
by the uso of the pension trust plan,

Such tax reduction mechanism may he employed not only by closely owned and
olosely controlled operating companies but also it may oven be omployed by
personal holdln{; or Investment corporations with a fow employees such as a
stenographor, olork, and hookkeceper. As to the sums used the Board of Tax
Appoals or the courts may hold that a pongion of $25,000 annually is not unreason~
ablo for an officer receiving a salary of $50,000 & year.

This abusoe of the plan for tax avoidance or reduction we wish to prevent without
costly controversies and litigation, I do not bellove abuse is widesproad at this
timeo, but the matorial which I.will later submit for your consideration indioatcs
it may well becomo so. :

and deducted for tax purposes but also any accumulated earnings of the

P
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" Pension plans may concgelvably he employed by corporations with widely
distributed stook, though in someo cases the temptation to make improper use
of the provision {s 1eas becauso the provision ¢annot be so readily employed to
distributoe dividends in the guise of pensions. However, it must be remembered
that oven in the case of large corporations with widely scattered stookholdings,
henefits may be derived by, tho recipionts of tho pensions, as distinguished from
the corporations; in other words, abuse of the statute is possible in the caso of
both closely held and controlled corporations and corporations which are not
within that catogory. The distinction is that in the case of closely held or con-
trolled corporations there is a honofit to tho corporation in that a deduction is
gecured for ponsions which would not be possible for dividends. In the case of &
corporation with widely distributed stockholdings the benefit to the corpoeration is
& mattor of internal organization and the tax benofit is llmited to those who
ultimately reoeive honuses, consisting of the taxation of the amounts paid into

enslon trusts at the lower surtax brackets applicable aftor retiroment rather than
he high surtax brackets of the current yoar when the amounts are superimposed
upon a ourrent salary, As I have sald, so far as wo havo been able to ascortain
at this {imo without an examination of recent returns the pension provisions
have not been availed of for avoidance in a great number of eases, though exami-
nation of 1036 returns may show a good deal of such avoidance, But we aro
foarful that improper use of the provision is being stimulated by propaganda at a
rapid rato, I quote from a photostatic oog‘%r of a reprint of an article appoaring
in the Natlonal Undorwriter, issuc of April 23, 1037:

“Nirw York, April 22.—Penslon truats present an enormous opportunity to
life-insurance mon and l\(}})on up o field that is certainly as big as anythlng that
has gono_ bofore, M, M. Goldstein, assistant manager, Clifford I, MoMillen
agono]y Northwestorn Mutual Life, Now York City, told Now York City Chart=
ored Iifo Undorwriters and thelr gueats at tho April meoting. ‘In my opinion,
this ropresonts the largest singlo untapped flold for sorvico and sales In our busi-
ness today’, ho doolared.”

I quoto furthor oxcorpts from tho artiole:

“Tho e)onsion trust plan ean bo usoed for advanoing tho intorest of the sorporas~
tlon, but must not ho used as an attempt at tax ovasion, or it will endanger the
savings that the corporation hopes to offect, He said that with the motto ‘lot
your conselonce ho your guide’ most l)onsimt plans would got along all right.”

Please note ho sald nothing about avoldance, Pormit me to quote further
from the articlo:

““Ag to tho tax angle, tho speaker sald that whon the normal Fedoral oorgomtlon
incomo tax, the Now York franchise and the Federal undistributed profit tax aro
takon into acoount, it works out that tho omployor Is using 64-cent dollars when
he contributes to a ponsion trust, rathor than adding it to surplus, In othor
words, for each %1 that goes into o lmnalon truat fund, tho actual cest to the
employer s only G4 cents, Mr, Goldstoln warned, howaver, that ho tax ad-
vantu’gos must bo translated into terma of tho ompioyor'a intorest and pookot-

QOK,

80, if under Mr, Cloldatein’s plan the omployor Is to pay only 64 cents then, of
eourso, the Fedoral Government is paying tho remaindor through tax reduotions.
I will quoto from the artiole:

“PDomonstrating the saving that acerues to an exooutive having, for example, o
total Income of $100,000 a year whioh would he subjeoet to an incomo tax of ahout
70 porcont, Mr, CGoldstein showed how $10,000 {mld o him as presont salary would
amount to a tax-freo incomo of only $3,000. Howovor, this samo $10,000, if put
into a penslon trust plan, would provido three and onest
or monthly ineomo whon the exooutive reached age 656",

If that bo true, and it is true oxooept I helieve tho ﬂ{guros are a littlo off, thon tho
Fedoral Government is paying for that portion which 18 three and one-half times
groator,

Permit me to quote further from tho artiolo:

“Agsuming that the man in question were 88 at prosent, ho, or his omplogvor,
would have put into the pension plan on his hehalf $100,000, the valuo of whioh
would ho much greater in terms of income than would bo the caso if ho had ro-
colvod it diroet, paid fneomu tax on it and thon purchasod a life annuity or other
form of inveatment.”

That is amnethi%ot considorable importance. Notoe the words “‘or other form
of invostmont'" o artiole furthor statos:

“#Commeonting on tho legality of tho ponsion trust idea, Mr, Goldstein said that
ilég P,r'ovlelon in the Fodoral ravenuo law which permits 1t has boen in force since

hird times greater capital
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I submit for the consideration of the committee reprints of the article in the
National Undoerwriter, issue of April 23, 1037, and the Eastern Underwriter,
fssue of April 23, 1037, Now, Mr. Goldstein said the pension trust fund plan must
not bo used as an attempt ab tax ovaston, and said nothing ahout avoldance, I
will submit for your consideration a prospectus sent out by Mr, Goldstein, pre-
sumably to prospective customers, oxi)lainlng his plan and quoting scetions of the
Federal income tax law, On the first page of the prospectus is stated:

“Substantinl tax advantages: Besides the very desirabloe beneiits already de-
tailed, the corporation ponsion trust hrings with it tax exemptions,”

At the end of this prospeetus hoe said in largo capital letters: .

“Wo would be ploased to iscuss this mattor with your attorney or tax cone
sultant, All information will be held in strict confidence,”

tzl&ocordlng to tho prospectus it was copyrighted In 1937 by Moeyor M, Gold-
stoin,

Inquirfes from othor sources would indloate that the plan s of great intorest
to many and that abuse of the pension provision is apt to hecome widespread.
The many inquiries relating to ponsion trusts that are being recelved would
indicate o recont widospread intorest, I am advised there have heon approxi-
matoly 1,000 inquirles in the second Now York division, Many inquiries have
been made in Washington,

It is diffloult to ascortain to what oxtont the propaganda roforred to has been
accopted by tux‘myors and to what oxtont insurance companles or insurance
agonts have oxploited the possibilities of avoldance of taxation through the
instrumontality of ponsion trusts, However, it must bo romoembered that one
form of Investment for pension trust funds {8 insurango, and we bollovo that
fnsuranco companies and Insurance agonts will not he slow to publiclze and soll
by individual canvass o sochomo whioh results in tho purchase of substantial
insurance, with insurance commisslons to Insuranco nglonts.

I quoto excorpts from an artlole by Mr, Georgo T. Altman appearing on pages
324, 320, and 820 of Tho Tax Magazine, lssuo of June 1037. Mr, Altman is
doscribod as holng an attornoy-at-law, a cortified public accountant and advisory
edltor of Tho Tax Magazinoe, Mr, Altman BRYS:

“Whon the subjeot of penslon trusts was first suggested to mo I was only faintly
awaro of the vast amount of intorest which tho subjcot had devoloped in insurance
ciroles, True, soveral mon had Yrovlously approached me for {nformation and
advico in connection with it, but I dismiseed tho propositions submitted to mo as
a littlo too clevor to bo sound. Not that a plan may not be clover and still hold
‘wator. But ordinarily a plan s in tho form rather than in the substance; it is a
difforent mothod of accomplishing the same purposo.  As a result, oven though
the mothod chosen accomplishos the purposo, if 1t is an unnatural, impractical, or
round-about mothod, it I8 onsy for a court to ‘look through it', as thoy say, and
dotormine what waa dono from the purpose itsolf,”

ftor somo romarks hy Mr, Altman about a man visiting o lady friend a couple
of doora from his homo hy walking around the block he goes on to say:

“Just how fap inaurance men havo earrled the ponsion trust idon T do not know,
Inquiries I have mado in varlous {mrts of tho country durlng tho last 2 weoks cons
vineo me that the idea has stirred up more hoat and duat than elosed denls. The
fden In 1ts most appealing form {s somewhnt as follows: Lot tho corporation ostah-
lish o pension truaet for ite ko{ men,  The corporation assumed Ik a olosed corpora-’
tlon and its officors and stookholdors are assumed to bo ita koy mon,  If tho trust
{s within tho pension trust provisions of ¢he Fodoral Incomo Tax Act, thon under
seotlon 23 gp) tho payments into the trust In o roasonablo amount are doeduotible,
including tho payments mado to covor the ponslon labllity aceruing during tho
year and also prorated over a 10-yenr porlod, the paymeonts necossary to cover the

onston linbility in rospeot of services rendered in prior years, Under seetion 160
ho truat I8 not subjeot to tax and tho om!)loycen themsolves are not subject to tax
oxcopt on tho amounts actually distributod or made available to them,

“T'rom the insurance angle, the trust funds may be convortod into annulty
contraots. Tho regulatlons covering ponsion trusts, article 28 (p)~1, now recog-
nizo thls, Thoy atate what apooial Information muat bo furnished by tho tax-
‘payer where the penslon plan Is underwritton by an Insurance company. It may

o alao, If the truat is irrovooable, that a Himited Insurance foaturo may bo included
for the protootion of the om ioycqa' dopondonts.  This thought Is hased on
articlo 23 (a)~9 of tho regulations rather than on the pension trust provisions
of the aot, Tho procecds of such fnsyrance would be nontaxable undor the life
fnsuranco provisions of tho act. To what oxtont tho amounts recefved under the
‘annulty contracts would bo subject to tax is not almfother oloar, The annuft
provisions of tho aot undor whioh only 8 porcont of tho consideration pald Iw
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‘taxable until such consideration s recovered, would prohably not be applicable
‘because of the clause excluding the effect of the annuity provisions where the
contracts are transferred for a valuable consideration. Kven so, as a result of
the spread ovey a period of yoara the amounts recefved fall in lowor brackots, so
that the tax may be small if not eliminated altogether,

“The effect thus is deductibility to the corporation of the payments into the
trust and at the same time nontaxability of these payments to the employces,
"except as thoy aotuall'v receive them, No wonder the Iden of a pension trust for
key men is appealing.”

. r. Altman also says: ‘‘Applying these principles to the ‘ponalon trust situation,

“the ?uestlon is first whether the hencficlarics of the ponsion trust could, if they

so pleased, have the amounts contributed to the trust pald instead direotly to

‘themselves, If so, the further question arlses, why the ponsion trust?”

MI su\;mit for the conalderation of the committee the Juno 1037 issuo of The Tax
agazine,

Our regulations provide ‘“Devicos of whatsoever nature for withdrawing profits
or paying salaries to officors aro not c‘(,msion trusts within tho meaning of tho
act.”  Articlo 23 (p), Regulation 04, o have also in these rogulations, ns com-
pared with the equivalent article in Rogulations 86, requirement that taxpayors
olalming the henefits of the pension deduction prosont claborate dotaile data
under nine headings in order that the Bureau may bo fully advised as to tho exact
nature of any given plan. We do not believe this Is sufficlent. Any taxpayer
with the intentions T have just deseribed will not admit. that the plan is for such

urpose and then we are headed for controversios and litigation which serioualy
ntorfore with enforcomont and clog the Board and courts,

1t will requiro very careful study to correct the Ponalon provision of tho rovenue
aot In such a way as to provent abuso by the gullty without dolng injury to the
JAnnocent.  One of tho phrases in the aot (lonorvlnr of speolal study is tho ox-

ression “‘some or all” in seotion 165, Litorally this language would permit tho
honefits of soction 168, conslating of postponeniont and reduotion of tax, in cases
in which only a fow top employeos were H)artlolpamn In a plan, Some subsatitute
phrage would scom desirablo making it clear that a plan must be for the bonefit
of a reasonable numbor of omployees.

It will also be noted that scotion 23 ([») rofors merely to pensions, whereas seotion
165 rofora to trusts creatod by an employer “‘as part of a stoock bonus, penslon, or
profit-sharing plan’’, Tt would seom that somo study should bo given to a more
exaot correlation of theso two sootions,

We scek earnest consldoration of the committee also of tho quostion whether
some maximum restriction should be placed in tho statuto as to the amount of a
ponalon ls(\}vgioh may he deduoted under scotlon 23 and troatod as oxempt under
soction 1085,

It may ho that tho committeo will conalder it advisable also to stato more
definitely tho number or porcentage of omployees which are necessary to make a
{;lsn roasonable, though such a provision may porhaps unduly restriot the disoro-

fon of the Commissioner in the administration of tho law, .

Wo furthor scek conslderation of the committee as to statutoy \)rovlalons to

revent the rooapture of contributions to ponsion trusts tax free durlng a yoar of

, loss,
(The artlcles and statoments roforred to and submiited by Deputy Commissionor
Ruasell, are as follows:)

<¢Conrrorath PrnsioN Trusrs—A TiMBLY Synskor o MaJoR IMPORTANCE TO
Eveny ConronaTioN EXECUTIVE

“(By Moyor M, Goldstoln, C. L, U., Corporate Ponston Trusts, 347 Madison Avenue,
New York)

‘7B IMPORTANCR AND NECESSITY FOR CORPORATE PENSION TRUATS

“Tt 18 obvious to overy thinking corporation oxocutive that the Scolal Scourlty
Aot doos not provido genulno seourity for tho oxeoutive with a aubstantial salary,
Tho corporate pension trust begins whore the Soolal Seourity Act loaves off,
assuring the oxooutive in the highor wago bracket that in later yoars ho will haveo
a dofinite and substantial lifo income whioh will onable him to maintaln a standard
of living in keoping with that to which he has been acoustomed.

“From avery viewpoint, it is sound business polloy to oreate such a corporato
-ponsion trust which wiil cstablish tho position of oxecutives more firmly with tho

.organization, assuro highost loyalt¥ and endoavor, and J)rovldo for oasy rotiromont
whon ‘the ago of deoroasing utility has been reached. Officors are, of course,
inoluded as direot bonofiolaries of tho corporato penelon trust.
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“Furthormore, it is most important to realize that the corporation, by offering
a botter substitute of its own, in the form of a corporate ponsion trust, provides
the soundost and most substantial arﬁument against further extenslon and
encroachment of governiment social seourity activitics in business,

‘SUBSTANTIAL TAX ADVANTAGES

“Besides the very desirable bonefita already dotailed, the corporate pension
trust brings with it tax exomptions, which aro specifioally covered hy seotion 166
of the Revenue Aot of 1936, which reads as follows:

“ ‘Sro, 168, Employees’ Trusts: A trust oreated by an employer as a part of
a stock honus, ponsion, or proﬂt-shurlnt; plan for the exolusive benefit of some or
all of his em‘) oyoes, to which gontributions are made by such employer, or
employees, or hoth, for the purpose of distributing to such employces the uamingl
and prinoipal of tho fund acoumulated by the trust in accordance with such plan,
shall not ho taxable under scotion 161, but the amount actually distributed or
made available to any distributeo shall he taxable to him {r the year in which so
distributed or made available to the extent that it oxeceds tiie amounts paid in
by him,.  Such distributecs shall for the purposo of the normal tax he allowed as
orodits against net incomo suoh part of tho amount so distributod or made avallable
as reprosonts the itoms of Interest apeoified In section 28 (a).!  (Soo, 28 (a) oxompts
intorest on United States obligations; see, 161 provides for tinposition of tax on
the income of ordinary trusts; thus trusta undor see, 108 are oxempt ‘rom the taxas
tion that would bo imposed on the Incomo of a private trust.)

“An analysis of sootion 108 reveals tho following points:

“1, Tn ordor to eroato tho nocessary trust, a written documont rust be drawn,
dotalling in full all its provisions and onumerting the honeficiaries, A truatce
must ho appointed, Tho faot that tho funds of the trust must he kopt soparatoe
and that other Important |t>rovlslons muat bo workoed out in acourate dotail, make it
lmporatlvo that compotont counsel should propare the plan,

‘2. Tho oporation of the !)lan maiy bo fixed uocordlmi to choice, so that the

rust will be mado oither by the corporation alono or
the omployees alone, or by both,

43, Partiolpating employees make no ingome-tax paymonts on moneys recolved
through contributions of the corporation into the corporate pension trust until
the omployee rotires,

““The corporation’s contributions to tho ponslon trust are definitely & deductible
oxponsn, and are not taxed, This consideration is fully covered by seotion 23 (p)
of the Rovonue Act of 1036, as follows:

“i8ro, 23 (p). Ponsion Trusts: An omployer establishing or maintaining a pen-
slon trust to provide for the payment of reasonable ponsions to his om&loyecs (it
such trust is oxom})t from tax undor scetion 166, rolatlx(\]g to trusts oreatod for the
oxoluslvo honofit of employees) shall be allowed as a deduotion (in addition to the
contributions to such trust during thoe taxable yoar to covor tho pension liability
acoruing during the yoar, allowod as a deduction under subsection (a) of this segs
tion) a roasonable amount transferred or Pald into such truat during the taxable

oar in oxcoss of suoh contributions, but only if such amount (1) has not theretofore

con allowablo as a doduction, and (2) Is apportioned in equal parts ovor a period
of 10 congeoutive yoars heginning with the year in whioch tho transfor or paymeut Is
mado. _Any deduction allowablo under section 23 (“3 of tho Rovonue Aot of 1928
or tho Rovenue Aot of 1032 or tho Rovenuio Aot of 1934 which under such section
was apportioned to any taxable year boqhmlng aftor Decombor 31, 1938, shall he
allowed as a deduction in the yoars to which so aPportlonod to tho extont allowable
under such scction if it had romained in foree with respeot to such yoar,'
“Tho speolal importance of section 28 (p) {s this: Although annual paymonts
by the corporation for future ponsions to employees wounld he a doduotiblo expense,
noto also that this seotion provides that tho corporation may antleipate future
pension lability for past sorvices if theso paymonts to cover future lability for
past servioes have not proviously been allowed as a deduction, and if they are
apportlonod in equal parts ovor a poriod of 10 conscoutive yoars,

“ANY PENBION PLAN MUSBT BB ACTUARIALLY SBOUND

“It besomes obvlous, since Treasury rogulations speoifically provide that any
nslon plan must be actuarially sound, that such a plan oan bost bo undertaken
y & corporation in cooporation with a lifo-Insurance compn}\y. Buoh cooporation
rovidos additional advanteges of immediato payment to holrs of tho ponsioner,
aollitatos investmon't probloms, and simplifios guymonu to all thoso Fartlolpatlng
in tho plan, Doposits cannot bo touched by ofther the oomynny or tho penslonor,
nor can funds ho attached bocause of financial difficultics of tho corporation,
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EACH CORPORATION PROVIDHS AN INDIVIDUAL PROBLEM

“T'or the most ceconomical arrangement, and for tho utmost bonefits to both the
cor‘)omtlon and participating exccutives, it {s necessary to analyzo tho specific
probloms and fit & plan to the Individual organization which it will serve,

“Your inquiry is invited for discussion and claboration of the considerable
henefits of corporate pension trusts, which cannot he detailed in this limited space,
Our experlonce in providing smoothly funetioning plans for many different typos
of corporations is assuranco of our ability to furnish you with the most efficlont,
most offective plan for your partioular needs,

“We would be rloasod to disouss this mattor in detail with your attorney or tax
consultant, Al information will be held in strict confidenco,”

(Roprinted from ‘the Tho National Underwriter, fssue of April 23, 1037)
“PrnsioN Trusts ARER TeRMED Ricnpst FIBLD YET UNTARPRD

“New York, Aprit 22.—Ponsion trusts present an onormous opportunity to
lifo-Insurance men and opon uP o ficld that 1s cortainly as hig as anything that
has gone before, M. M. Goldsteln, assistant manager, Clifford 1., MoMtillon agoney,
Northwestern Mutual Life, Now York City, told New York City Chartored Life
Undorwritors and tholr guests at tho April meeting,  While the ponslon idoa has
beon gotting the most intensive attontlon in tho last fow yoars, it has beon going
vory fast during the last deoadoe, Mr, Goldsteln said,

‘“In my opinfon, this reprosents the largest single untappod field for sorvice
and salos In our business today’, ho doclarod,

MANY MAKERS OF FAMED PRODUUTS HAVE BUCH PLANS

“To show gmm\lnnllls(' tho apread of tho ponsion iden among prominont employ-
ers, Mr, Goldstoln to~k a hypothotieal busy business exceutlvae through the firat
fow hiours of an ordinary day, This man uses Proeter & Gamble Ivory soap for
his bath, Mennen’s shaving eream, welghs himself on s Falrbanks soalo, at broak-~
fast drinks orange juico made from California Frult Growors Assoclation oranges,
consumoes Shredded Whoat and Beoshnut bacon and eoffeo, the latter heing swoot~
ened with Amoriean Sugar Rofining Co, sugar.  His broakfnst is cooked with gas
yrovided by the Consolidated Gas Co., and his tonst 18 mado with electrielty from
ho Now York Edison Co, _Aftor o look at his Elgln watoh, this man gots into his
asutomobllo, say, & Gonoral Motors or Studebhakor oar, and Is off to the ¢lty, where
many mare of tho articles or sorviecs hio comes in contaot with are from firms which
lm\'(Mwnslon plans, as have thoso lsted,

“Moat oxeoutivos, Mr. Goldatoln polnted out, whon thoy havo surplus funds to
inveat, put thom in the stook or honds of somo prominent coneern whioh In almost
avory onso has o penalon plan,  For oxample, the penalon oxponse of tho Boll
Telophono Systom in 10306 amountod to 2,76 pereont of ita pay roll and about 7,0

oroont of its profits.  If these concorns are p‘ood enough for the oxooutive to
nveat his surplus funds in, why is not the pension Idea a good thlnﬁ for the cons
oorn in which the oxeontive or the proprietor invests the bulk of his thmo and
money? Mr. Goldstein asked,

“LACK OF PLAN 18 MERELY BUILDING FUTURE TROURLE

“Bince all omployees and excentlves must eventually heecomo too old to work,
Mr, Goldstein said that the concern which fails to havo a pension plan is moroly
postponing the inevitable and exaggorating today’s profits at tho oxpenso of to-
morrow's stockholders by faillng to sot mt) a sinking fund for somothing which has
to happen,  If an acconntant failod to set up a resorve for c!oyrocmtlon of machin«
ery, for examplo, he would bo properly subjoet to eritioism for exaggorating our-
rent profits, Mr, Goldsteln sald, and tho samo thing applies to human obsoles«
0oneo.

“Fedoral soelal soourity, he sald, has not dofeated privato pension plana bhut has
simply aocelorated Interost in tho subjoot, Tho Federal act, ho sald, whl nover do
moro shan provide a small incomo for the groat band of omtyloyooa. Tho bottor~
pald and more valuable mon must bo takon oare of by privato plans,

Y7IMP OAN BK CONSBRVED BY JOINT CONFERENORS
“In sotting up a ponsion plan, ho atronglly advised ‘olnt conferences of tho
alo

employor, his attorney, his tax sonsultant, along with the rorresonmtlvo of tho
trust company if there s to bo a corporate trusteo, Tho life-insurance agont

s

wpe e e
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would, of course, he a Purty to the conferences, Mr, Goldstein said that a great
deal of‘ time is wasted if individual conferences are held rather than joint meetings,

“As sgome of the fundamental reasons why there has been so much widospread
interest in the subject of pension trusts, Mr, Goldstein listed the world panie, out
of which we have just come, which he termed the worst, statistically, in the history
of our olvilization, and tho consequent yearning for individual security; the Fedoeral
Social Scourity Act which has taken that yearning and put it into conerete form;
tho doeslre for tax saving, tho sproading of the tax consciousncss of the American
people, and the greater realization that the pension-trust plan is adaptable to
small- and medium-sized concorns as well as le.rgo ones,

“CONCERN MUHT BH BTABLE ENOUGH TO COMPLETH PLAN

“Tho firat, cssential In the type of employer to ho approached for a ponslon plan’
is that the concorn shall he perinanont enough to have a reasonablo chance of com-
ploting the plan.  Thero are many typos of business, Mr. Goldstoln pointed out,
which obviously won't he in tho business even until the boss is 65, to'say nothin
of the youngor omployeos,  Also, tho firm which needs monoy for working eapita
must moot this need first and s not in a position to sot up a ponslon trust, oven
through It might apprecinte the savings from doing so, Thero must be a surplus
avallablo for this deferred mothod of componsation, aineoe If the oomlponsutkm is
more needed by employees for noceasltios of life toduy, there will be Iittlo chanco
to sot up a ponsion-trust plan,

“Answering in advanco possible questions of his audionce, Mr, Goldstein sald
that more important than tho trost agreement ftsolf is to find out what tho om-
Plo_vor is trylng to do to provide pensions.,  Tho penslonstrust plan can be used

or advaneing tho Intorest of the corporation but must not ho used as an attempt
at tox ovasion, or it will omlungor tho snvings that the corporation hopoes to offcot,
Ho sald that with the motto ‘let your conscloncoe bo your gulde’, most ponsion
plans would got along all right.

“NOT NECESSARY FOR PLAN TO BH MADE IRREVOCABLE

“The trust plan need not bo {rrevooablo; and oven though a plan is cstablished
and then lator eaneolod, the corporation and the omployeo are entitled to tho same
henefits while tho plan is in oporation that thoy otherwise would be.

“The penslon~trust plan need not includoe all omployeos, alnee the plan is ostabe.
lishod by tho omployor, who fa primarily intorested {n tho plan for the henefit that
it will bo to his husiness, Mr, Goldatein said,  How far down tho lino tho plan
should oxtond Is something which should be loft up to the employor, ho advised,

“SAVING IN TAXES PERMITS PAYING IN 64-OBNT DOLLARS

‘"As to tho tax anglo, the aponker sald that whon normal Fodoral corporation
incomo tax, tho Now York franchiso tax, end tho Fedoral undistributed-profit tax
are takon into account, it works out that the om‘)luyor Is using 64-cent dollara
when ho contributes to & pension trust, rathor than adding It to surplus, In
other words, for onch $1 that goos nto a pension-trust fund, tho aotual gost to
tho omployer is only 64 conts,  Mr. Goldatoin warnoed, howover, that tho tax
iulv::ntugus must ho translatod into terms of the employor's intorest, and pockeote
hook,

“Domonstrating tho saving that acorues to an oxocutive having, for example
a total incomo of $100,000 & year, which would he subjoot to an Income tax o
about 70 porcont, Mr., Goldatoin showed how $10,000 pald to him as presont
aalary would amount to a tax-freo incomo of only $3000,, Howover, this samo
$10,000, if put into & ponsion~trust ‘»lun, would provide SKG timos grontor capital
or monfhl,v fnoomo whon the excontivo reached ago 66, Assuming that tho man
in quostion were 58 at })renont ho, or his employor, would havo put into the pon-
sion plan on his hehalt $100 000, the valuo of which would be much greater in
torms of incomo than would ho tho oaso If he had recelved it direot, pald income
t:lui: on it, and then purchased a life annuity or other forn of fnvestment for his
old ago,

4 ommentlnr on tho logality of the ponsionetrust ldon, Mr, Coldstoin said
that the provision in tho Foderal revonuo law whioh permits it has heon in forge
sinoo 1021 and that Congross has on nine difforont oocnslons reonacted tho same
law with only ono change, and that ochango improves tho position of the bonofie
olary of tho ponsion trust,

“As to tho poesibllity that penalon-trust funda might bo attached by oroditors,
Mr. Goldstoin eald that ho bolieved Now York's scotion §50a and similar statutes
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in othor Btates l)rotootlng life-insurance proceeds and oash values against olaims
of creditors of the insured would not apply to pension trusts; but he said he
thought that seotion 580, which protects annuitants by limiting attachments to
garnisheo ?roueedinge and barring oreditors from taking the entire sum, might
e Invoked, He pointed out that tho employew’s contribution to the pension
trust can be reached by his oreditors, but, of course, the employer's part cannot
be. On tho other hand, ereditors of the corporation eannot make any claim on
tho portion contributed eithor by the employer or the employee, since the em-
dloyer divests himself entirely of ownership of thoe funds in turning them over to
he pension trust,”

[Reprinted from the Enstern Underwriter of Apr. 23, 1037)

“Tauk oN PENsION TRUST Packs Cuanterep Lire UNDERWRITERS MEETINQ—
MevYBR GOLDSTEIN 18 SpRAKER—NBW YORK CHaArTER PLays HosT 10 MANY
IN Auuiep Firnps WHo Ark Forrowina Suniscr

“The Chartored Life Undorwritors of Now York City last Thursday held a
meoting whioh surpassod oven the recent annivorsary banquet, It wasn't as
sorlous an affair, nor as dignified, but the subjoot of Lxeusion trusts was ono that
swolled the attondancoe to approximatoly 200, making it one of tho largest luncheon
meotings tho Now York chapter has over held, Bosldos mombers of the chapter
thoso present included soveral attorneys, accountants, and tax speoialists, trust-
com}mny ropresentatives, actuaries, someo prospeots, and one roprosontative from
the Internal Rovenue Departmont,

“Tho ?‘)onkor was Meyor M, Goldstoln of the MeMillen agonoy, Northwestorn
Mutual Life, Noew York City. Mnr. Goldstoin has mado an intonslve study of
stook bonus, l)roﬂhslmrlng and ponsion-trust plans, Ho assistod in sotﬂnF u{‘)
tho Northwestern Mutual pension plan and recontly he has completed a hoo
ontitlod ‘Stock Bonus, Profit Sharing, and Ponsion Trusts’, which s still in the
hands of the printor,

“After Mr. Goldstein's gonoral romarks about the baockground of pension-trust
plants, their current use by industry and business and the economie advantages
of such a plan, ho answered a score of questions about the technical aspects of
the plan, tax-exomption angles, ete. Leroy N, Whitelaw, Prudential, president
?f twt NowﬂYlork chaptor, prosonted the questions, What Mr, Goldstein said
n part was this:

IMPROVING BMPLOYEN'S ROONOMIQ BTATUA

“Ponsion-trust or profit-sharing plans are got up hecause they holp make
profita for the emplovers aslde from any human or social aspeots, Thoy form a
part of the industrial-rolations pleture today and to fit into it Proporlv wo must

ot tho employor's point of viow as to what has gone beforo and what {s to come.

he plan I8 not limited to any one certaln typo of employer hut it is limited to
thoso who oxpeot to stay In business, Wo fit into the plcture at the problem of
Improving tho employee’s economle status,

‘In the growth of employer-omployce relationship aotlvltf a8 large a growth as
any In the past 10 yoars has beon {n conncotion with penslon plans, Industries
whose products we are using overy day have had penslon plang in oporation for
yoara, Tho plan of Amoriean Telephone & Tolegraph, in operation 24 years, pald
out $6,600,000 In 1036, There are 7,708 rotired on the {)onsion rolls of that
company. In the Bell telephone syatoms 11 poreent of profits went into this typo
of penalon plan last yoar, providing for rotiroment, disability, and sick bonefits,

‘When a company doesp’s have a pension plan, it ia postponing tho inevitable,
Employecs must grow old and if a company does not provide for that thoy are
exaggoerating thia {cm"a profits at the OXPGIIBG of tomorrow's stookholdors, 1f an
acoountant did not sot ug o sinking fund for othor ¢ {ms of doprociation, tho stock«
holders would point out the viazgorating of profits, A slnking fund must be
g?tag}‘?énod for the Inovitablo--namoly, old ago, death henofits, slokness, and

sability,

Y'STEPS NECESSARY IN ESTABLISHING PLAN

“The Ponalon plan does not compete with but supploments the Soolal Scourlty
Aot. Tho two togothor keop the employecoe at a standard of living to whioh ho
has beon acoustorned,

"Stepa nooossary in cstablishing a plan aro these: Through a queationnairo gob
the faots about tho employer ana uis business, Have tho actuarial dopartment
draw up a sohedule of rates. Dotormine what amounts must be set up to moot
the objectives and whothor or not it will bo a contributory plan, Arrangoe a
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joint conforence with the employer, atiornoy, tax consultant, underwriter, and
corporate trustee being sure that you heve the |l)omt of view of each of these
oxports, Have tho attorney draw a draft of the plan and also a trust agreement,
cogglglmtlng with the trust councijor,

e board of directors of the company then authorizes the plmi', the trustee la.'

appointed, tho funds are deposited with the trustce and then if lifo ingurance is
& part of tho plan, annuities and life insurance policies are drawn on the lives of
tho penatoners and the plan {8 put into operation,”

[From the Natlonal Underwriter, Chicago, Cincinnati, New York, and 8an Franoisco, Fridny, Jan. 16, 1037)

“PpNsioN Trusts ARE I'BATURE OF UNpERWRITING ‘Crini¢’

“Nrw York, January 14,—Pension trusts got the spotlight at the advanced
underwriting cl{nlo which cloged the Northwestern Mutual Lifo’s roglonal conven-
tion. The olinic was conducted bé M. M, Goldstoin, assistant manager, Clifford
L. MoMillen agency, Now York City. Mnr. Goldstein, having just completed a
largoe ponslon trust case which necessitated his going to Washington to obtain at
first hand the Treasury Dopartmont's attitude toward pension trusts, was able to
glvo his audlence a very definite idea of what can and cannot ho done in this line
under tho present rovonuoe act.  Ho made it clear that one could not make a plan
from benefits in direct Proportlon to stockholdings or which would tond to be a
subterfugo for the evading of incomo tax.

‘“However, he also indicated that tho varlous angles that can ho used providing
thoy come within the provisions of the law and regulations as to reasonabloness,
aotuarlal soundnoss, and & spocific trust aside from the assots of the corporation-~
in othor words, & true trust reserve in which the corporation divests itsolf coms
plotoly of tho assots,

‘'DRTAILS NECERBARY STEPS IN COMPLETING THE BET-UP

‘'Desoribing the varlous stops necessary to the complotion of the entire opera~
tlon, Mr, Goldstoin prosonted a questionnaire in which he obtained tho basio facts
from the olient. Thia was followed up by n Propoaal in which he mado the recom~
mendation to tho olient as to the amount of speclal rotirement seourity contraoct.
with insurance necessary to carry out the desires of thoe ollent, There followed a.
conference botween the attorneys, the olient, and the agont. The attorney drew
the agroomont, it was ohecked by tho attorney’s trust company, and a trip to
Washington was made to got Fedoral approval,

“This having heen agcomplished it was approved by the haard of dircctors of
tho company, ratified, tho manager of the corporation was appointed as manager,
& corporate trustoo was donlixnamd, the cor?omtlon ald ita oheok to tho trustee,
the np‘pllouttons wero slgned, the oxaminations for the insuranco were arranged,
tho policles were doposited with the trusteo, and the promiums were pald by the
trusteo to tho insurance company, the polielos and rights remained with the
trustee, and tho entire transaction was comploted,

'8AYS CONFINING 1T T0 KEYMEN ONLY 18 NOT BARRED

‘A plan which includes the key employees of the company is accoptable undor
tho law providing it Is not confined exclusively to stockholders and oxclusively to
officors,’ sald Mr, Goldsteln, ‘althou%h there ls nothlng in tho present law which
says that such a plan is not aceeptable oven though it is confined exolusively to
stookholdors and offioers. At tho samo timo, it doos make the plan safor, not
only from tho standpoint of the law but makes & more gonulng ponaton trust for
tho Junior people who are comin nlou‘; in the organization and will some day be
tho‘ pxooutlvos who should likowlse bo fncluded in the ponslon plan,

“‘Aftor all thero are somo vory !mrormm attributes to the penslon Ylm which
have nothing to do with tho aavlng of income taxes and no client should buy theso
plans who {s intorested sololy and oxolusively ‘in tho income-tax henofits, " They
should be buying o pension glun. they should beliove in a ponsion plan, the
should want a Ponatou plan.  Bavings of income tax should nlm’ﬂy bo an incidont,
not the main Inducomont, which forcos him to go into it porhaps a little more
(Huiokly. just tho same as It ono {s making charitablo gifts today one should have
tho baslo dosiro to glve to charity and thon bo Inflionced to mako thoso gifts
perhaps a Httlo moro quickly or a littlo largor hooauso the Government comes
along and says, ““Horo, if ?'ou doolde to mako a charitablo bequost, if you aro

, making $50,000 a yoar, Y will contribute no loss than 87 percont of the cost of those
oharitios at that top brackoet which is within 15 percon“« of your oarned income.’”
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“QGOVERNMENT WILLING TO ENCOURAGH SOCIAL ENDS

“The Government, in other words, for a socially desirablo measure is making
an inducoment, So it is with pons!on trusts and Government insurance; the
QGovernment is perfootly willing to encourage ¢#ny socially desirable moves pro-
viding the basio concopt of the whole plan is })rémnrlly a ponsion trust,

“The tost quoation to ask tho colient is: “Would you buy the pension trust
without the tax saving? If you wouldn't, don’t buy it.’  Apply that tost, thon,
to seo whother they roally have in mind o wish to go through with this and make
it o ponslon trust; and {f so, then thoy take the tax savings along as an induee-
mont, but thoy don't baso their wholo concept on it morely and exelusivoly and
ontirely on tho tax saving,

“I'he basie sincerity of the plan needs to ho considered, and it should bo hasie-
ally and fundamentaily a ponsion trust,  If this matorial is placed in tho hands
of an oxpert, many n cago ean ho gaved, booause it can show tho elient tho other
advantages aside from tho savings of Income taxes and pension trusts, can ho
oroated.  Tho mistake tho average underwritor I8 making today {8 that ho is
goln{z out and talking taxes, taxes, taxes, as if that was tho only thing in con
neetlon with the ponsion trusts,

“A word of eaution sghould ho given to the underwriters; overy underwritor
in the country seema to think that ho is an export on pension trusts just beoauso
ho writea them or somehody has told him something ahout it,  As a matter of
faot, going out tho way the avernge underwritor does, in ignoranee, he Ia repont-
fng the snme error that agents do who have heon passing out loose information
on the combination subjoet of insurance and taxes, whothor they he ostato taxos,
business Ingurance, or now, ponsion trusts,

“MURT USH QREAT CAUTION IN MAKING PRESENTATIONA

“Theso suhgoota muat be presented vory earefully,  The placo of the attornoy
and tax expoert must be made cloar and definite,  Wo are not tax oxperts,  Wonro
insurance underwriters, and we should leave the deelsion and the discussions as
they pertain to taxes to the proper experts in thosoe fields,  Most of the difficulty
that appears in this subjoet 1 heeause the insurancoe undorwrlitors aroe Inelined to
be tax experts,”

“In the part of thoe clinle donlln,; with programming and auditing, Mr, Goldatein
waa asslsted by R, 17, Redpath, i

CMuvEr M, GOLDHTEIN,

“Chartered Life Underwriters,
U347 Madison Avenue, New York, N, Y.:

“Pleago sond me, without abligation, your hooklot on Private Penslon Trust to

Supplement the Soolnl SBecurity Act,

UNDINO - e mmvmnmmnmmunenn wemma
HAQAPOHR wvvemimnmnnnannaran CHY cncnwnnwarenvenaaaena  State”

[Reprint from the Now York Journal, Now York, Jan, 18, 1037)
SWiat Prick SeMiacnive Execurivies?  Wann STREET Asks
“By Leslie Gould, finanolal oditor

“Fhe salavier of one of tho lending finanelal Institutions of the country have
Juat been pnhlh?hml and have stiered up an intereating controversy on the mattor
of n reale of lm,\' for active, somlaetive, and innetlve oxcoutives.

“This partionlar institution hus four men on the exeoutive pay roll recolving
around 70,000 or maore a year, but only one of those men Is roally an active
oflicer, and his snlary I8 no, 2 from tho bottom,

“Ihe notive, recognized head fs the president, He s an able, aggroessive
follow, who I dolng o bung-up job. He s one of tho group of young men who
have oume uy hL Wall Btreot in rocont yoars, His salary s a littlo over 75,000
0 year,

“Ihore Is o vico chairman, who recolves just o lttle under $70,000 & yoar; a
hoard chalrman, who draws down a littlo immore than 890,000; and the chairman of
another board, who also recelves a littlo more than $00,060.

“Theso last three aro mon who are glottlng along In years, They are no longor
?otlvo wozrm. although thoy aro still drawing down tho salarlos of full-timo worke

ng excoutlives, .
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“All three havo given long yoars of valuable service, and one, in particular,
(;an Oll:‘illl*llm:t of the oredit for making it the great institution that it is to
day,

“In the good old days of 1929, no thought probably would have been glven to
the mattor—if the ablo prenident were recoiving at loast as much as the two semli-
active chairmon, But times have changed, and there is a now attitude on the
matter of salaries, pensions, ote,

“Today a man at 65 is supposed to retire—not on his peak salary, but a por-
contago of that, This has heon recognized by such corporations as United States
Steol, which has ndol;tml options—tho cholee {8 tho company’s--retiromoent at
85 and foreed oxit at 70, * * *

“So tho snliwy schedule of this financinl institution hae started Wall Street
tonguos wagying, Tho anlarios of tho seminetive oxccutives total nearly a uartor
of & milllon dollars & yoar, That I8 gratitude in capital lotters, and maybo it is
dosorvoed,”

“Tho only sound answer to the above problem is to have an adoquate privatoe
pousion trust to take care of rotlrlnr; officors,  The corporation must either sot
up a slnkhui fund In advance to provide for the future retirement of its oxecutivos
or {t must find itsolf lator in tho unfortunato position of elther earrying super~
annuatod omyloyoos on tho puy roll or olse heing heartless to tho mon who havo

holped build the business, “¥andarbilt 3-5500
. andorbilt 3-
urray -
“M Hill 2-1831
“Meyrr M, GoubsTRIN,
“Charlered 1afc Underwriters
34?7 Madison Avenue, New York, N, Y.:
“Plongoe sond me, without obligation, your hooklet on Privato Ponsion Trust
to Supplemoent the Soolal Seorulty Aot,
ONRING .o enean wmeemam e R
YAAAPO8S wavmnmmanan wmmanentn ClbY cenoncnnoene S0 nencnaas”

“PrnsioN Trusrs ror Krymen !

By Goorge T, Altman *

“When the subjeet of pension trusts was firat suggested to mo I was only
falutly aware of the vast amount of intorest which tho subjeet had doveloped in
insurango cireles, Truo, several men had S)rovlounly u{mrouuhod mo for informas
tion and advleo in connection with it, but I dismissad the propositions submitted
to mo as a littlo too clover to ho sound,  Not that a plan may not hoe slever and
atill hold wator, but ordinarily a plan s in the form rathor than in the subatanco;
it s o difforont mothod of nocoml)llshlng the same purpose,  As a result, evon
though the method shosen agcomplishes the purpose, If it Is an unnatural, impraoc-
tloal, or roundabout mothod, it Is easy for a court to ‘look throughit', as ihoy 80y,
and dotormine what was done from the purpose Itself,

“RVABION MABQUERADED BY CIRCUITOUS PROCEDURR

“Suppose, for example, that & man ls desirous of visiting a lady friend just a
couplo of doors caat of his home, Ho tolls his wife that ho s golng out for a atroll
westward around tho blook and will stop In and seo his friond Joo around the
cornor, Now his wifo knows that ho has no ponchant for strolling, and that he
and Joo are not unusually ;ﬁmd friends, 8ho may not know about the lady
friond a couple of doors east, but sho can cortalnly smoll a vat.  8ho watches, and
lo and hehold, the devious porformance westward around tho bloock s just a
roundahout way of reaching the lady only a couple of doora east,

“That s what I mean by pluns being too clover, Looking through form to
aubstanco, tho atroll wostward 1s intorpreted as a walk a couple of doora eastward,
It is just such a thing that happoned in the Gregory case ¥ deolded by the SBuprome
Court about 2 yoars ago. It was desired to mako distribution of cortnin seouritios
a8 o dividend, In order to masquorade tho distribution as a roorganization a
gecond corporation was oreated, and tho scouritios to ho distributed were run
through the second corporation to tho stockholdors by stops procisely within tho
torms of tho atatutory provislon covoring rcorganlzations, = As soon as tho distri-

IR A S T
1 Addross dolivorod before o mooting of tho T.oa Angelos Chapter of Chartered Lito Undorwrltors, May 8,

'njmomoy ,;\t Inw; cortifiod publle accountant; author of Introduction to Fodoral Tavntion; advisory
edl'toro tho Tax Mogazine, .
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bution was completod the socond cor{)oru’tion was dissolved. The procedure was

o diseover the purpose and to boil the pro-
cedure down to what was really accomplsihed,  Although the taxpayer made all
the moves necossary to a reorganization undér the statute, the Court discarded tho
moves not essontini nor germane to the |1mr ose and thereby onrved out of the vir-
cultour procedure the transaction ts.t had actually taken placo.

{'PENBION TRUBT DEFINED

“You ean understand now what I meant whon I sald that I had dismissed cor-
tain pension trust plana submitted for my opinion as belng too clover to bo sound.
Of courso, thero is such a thing as » ponsion trust.  The term ‘pension’ however,
is In common use. There {8 nothing technioal nor mystorious about it, Its
definition may not be entirely simple; but thore are cortain things which are
cloarly not pensions, A distribution of dividends Is not pensions. ompensation
to ofticors for sorvices ourrently rendered s not ponsions, As a rosult, {f oither
of thoso things is accomplished by the devious procedura of & pension trust, whother
or not insurance contraots aro involved a court will look through the pension trust
form and see what notuallf' took place. You havo porhaps obsorved that the
Fedoral income tax regulationa wore amended to warn the taxpayer of this very
thing. 1 refer to article 23 (P)-l of Regulations 94, in whioh it Is provided that
‘Dovices of whatever naturo for w!thdmwlng ‘])roms or paying salarles to officors
aro not ponsion trusts within the moeaning of the aot.’

“DEDUCTIONS AND EXBEMUITIONS ALLOWED

“Just how far insuranco men have carried the pension trust idea T do not know,
Tnquirles T havo mado in varlous lmrts of the country during the last 2 weeks con-
vince me that the idea has stirred up more heat and dust than olosed deals. The
fdoa in its most appealing form is somewhat as follows: Lot the corporation estab-
lish & ponslon trust for its koy men.  The corporation assumod is a olosed corpora-
tlon and its officers and stookholders are assumed to bo {ts key men, If the trust
is within tho pension trust provisions of the Fedoral Incomo Tax Act, then under
section 23 ‘p) the payments juto the trust in a reasonable amount are deduotible,
inoluding the payments mado to cover the pension liability aceruing during tho
z'oar and algo, prorated over a 10-yoar period, tho paymoents necossary to covor

he ponsion Uabllity in respoot of services rendered in prior yoars, Undor soction
16D tho trust Ia not subject to tax and the cmployees themsolves are not subjeot
to tax oxcopt on the amounts actually distributed or mado avallable to thom,

YANNUITY GONTRACTS

“From the Insuranco anglo, the trust funds may be convoerted into annuity con-
traots, Tho regulations covoring pension trusts, article 23(p)~1, now recognize

this, They stato what apecial information must bo furnished by the taxpayor

whero the ponsion plan is underwritten by an insurance company. It may be
alao, if the trust Is rrovoeable, that a limited Insurance featuro may boe inoluded
for the proteotion of tho employecs’ dependents, This thought {s based on artlele
23(a)-0 of the regulations rathor than on the pension trust provisions of the net,
The prococeds of suoh Insurance would he nontaxable undor the life-insurance pro-
vislona of the aot. To what oxtont tho amounts recoived under tho annuity con
traots would bo subjoot to tax Is not altogethor clear, Tho annuity provisiona of
tho aot under which only 3 percent of the consideration paid Is taxablo until such
considoration Is rocovered, would probably not he applicable boeauso of the clauae
oxoluding the offoot of the annuity provisions where tho contracts are transferred

“for a valuablo considoration, Evon so, a8 a rosult of the aKroad over & period of

yoars tho amounts received fall in lower hrackets, so that the tax may bo amall if
not eliminated altogethor,

YPAYMENTS TO XRY MEN

“The offect thus is deductibility to tho corporation of tho payments into tho
trust and at the samo timo nontaxabllity of these pai'mom;s to the employees,
oxcopt as thoy actually receive thom. No wonder tho Idea f & pension trust for
koy mon ia appealing.” The quostion 18 whether tho partionlar trust comos within

_tho penslon trust provisions of the act and whethor the ponsions aro reasonablo,

On thoe latter acorg thore is no definite rule.  Porhaps a guido oan bo determined

‘from the ratlos of pensions to curront compoensation under the varlous ponafon

plans in force in industry. It would scom that any ratio not too far out of line
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would bo sustained. DBut the (lucstlon whother or not the pension trust is within
the provisions of thé act is not to bo so quickly resolved. It s not nocessary that
all the employcos bo covered by the plan, for the act itself says ‘some or all of his
employees,’ Of course, it should ho {mssiblo to explain why only certain of the
employees are covered. The regulations now require that such explanation be
submitted with tho roturn.  But It doos not scom unreasonabloe that a corporation
should protect only its koy mon, Holding thom may be vital to the organization;
turnover among thoe rest of the forco may not be so serlous,  However, calling the
meoen ‘key men’ and making the payments to them through a trust in the form of
ponsions does not of itself mako the payments pensions,  If the men who are to
rocoivo the pensions are themselves in control of the corporation, so that thoy could,
as tho pleased, {my tho suma into tho trust or directly to themselves as additional
salaries or dividonds, thon tho pension charactoristio dluaplmurs and the prlnclz)lo
of constructive receipt comes forward to make the payments into the trust, at the
time paid in, incomoe to the beneficlarios,  As far as the corporation {8 goncerned,
it tho payments reprosont only reasonablo additional componsation, thoy may bhe
deductible as suoh; if not, they may ho troated as dividonds, In any ocasoe, the
l)onsion trust untglo Is out and the )rlnol})lo of construotivo rocel?t Is In, In fact,
t is tho applicability of the prine Plo of construotive recoipt which changos the
color of the situation; for If that prineiple is applicable the amounts palkd into the
trust aro in offcot paid in by tho bonefielarios, not by tho corporation,

YAVAILABILITY AH DABI8 OF CONARTRUCTIVH REORIPT

“Horo wo come to the essenco of tho quostion, Constructive receipt Is hased
upon availabillty to tho taxpayor. It has nothing to do with icehnioalitios, 1f
fncomeo is cortainly and unconditionally availablo, but is not rocelved because
rocoipt 18 nogleoted to avolded, it is treatod as constructivoly recolved, Tho samo
is truo where the amount s pukl to anothor at the orvder or Instance of the Imrson
to whom it is 8o avallablo, Thus if a commission is duo you and you order it pald
to a creditor of yours, payment to tho creditor Is construotive payment to, and
rocelpt by, you,  Moro paymoent of incomo into a trust for your ultimate honefit
is not enough to constituto vhe amount incomo to you at the time paid into the
trust.  The amount must bave heen avallablo to you at that time and paid into
tho trust on your direction or by your consont,  The necessity of unqualified avails
ability to the taxpaver was shown In tho Suprome Court's cleclslon in tho Avery ¢
caae; and also In the very rocont declsion of the Buprome Court in the Tex-Penn
01l case, In the Aver{/ caso a dividend check maliled out on Decombor 31 of one

our and recelved by tho mxparor on January 2 of tho next year was hold 'to ho
neomo in the latter yoar, not In the formor, where tho dividend check was not
actually avallablo to the inxpnyor had ho called for it on tho 81st. In the Tz
Penn il case the taxpayoer rocolved socuritios in a transaction, but duo to a reatric-
tlon on his disposition of them, and to thelr hlg,hly apooulative charactor, was un-
able to roalize on thom, Although in his hands, thoy were in faot not available
to him. But If an amount s unqualifiedly subject to tho taxpayer's domand
avoldance of actual receipt or ‘mymont to another at his direction cannot proven{
the amount being incomo to him,

“PRIMARY PURPOSE OF PENSION TRUSYS

“Applying theso princlples to tho ponsion trust situntion, tho question is fira¢
whother tho bonofiolaries of the {)ona on trust could, if they so pleased, have the
amounts contributed to the trust paid lustead dlrooily to themselves, If 80, the
further quostion arises, why tho ponaion trust? Tho primary purpose of a pension
truat s to providoe ponsions, not to save taxes, The oMocrs and stockholdors may
he key men, but thoy may not, be the onl{ keoy mon.  Again, tho pension intorosts
of the heneficlarios may bear a close relation to atock holdings, These and othor
faotors may show that tho pension trust is only a dovious schemeo for paying
additional snlarics or dividends in tho guise of Puymontn into a ponsion trust,
In this view it Is &)nslblo to tront tho paymenta by the corporation as payments
availablo direotly to the boneficiaries but pajd to the trust at their direction, The

rinciplo of constructive recoipt is then applicable to make the 1)aymonts into the

rust Ingomo at that timo to the benoficiaries,  While the coneluslon may not be
drawn that overy ponsion trust of the officer-and-stockholder varioty will not hold
wator as o tax savor, ovory one of thom will surely be serutinized and cortainly
only a fow will bo sustained,

1203 17, 8, 410,
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“There {8, nevertheless, a broad field left for the use of pension trusts limited to
koy men, As I havo already stated, thero 18 vothing in tho statuto donying the
hension trust privileges in the case of penslon trusts covering koy men only.

oro, partioularly in the motion-pleture industry, there would seom to be a fortile
fleld for auch trusts. ‘The averagoe sercen actor or actress is valuable for only a
short period, aftor which his income frem pictures may drop sharply or disappear
altogoethor,  If ho has not saved a largo part of his sereen incomo the procipitous
drop from luxury can really mean distress, It would scom that the pension
prineiple is partieularly applieable there; and cortainly there Is no hetter method
of providing and guarantecing theso ponsions than conversion of the funds of the
ponsion trust into annuity contraots,

‘PR ‘BAD ROY' CONTRACT

“The iden, howover, must he sold not so much to the employee as to the om-
Mover,  Even from an income-tax angle it may not make much of a differonco
o tho employer,  He ean vetain control of the employee by means of the so-ealled
Yhad hoy' contract, similar to the usunl stock-bonus agreement,  Undor such a
tontraot a part of the salary ts paid into an irrevoeablo trust and the funds thus
accumulated aro turned over to the omployee on the statement of the employoer
that the employee har properly completed his contract.  The payments by tho
omployer into the trust ave currently deduetible on tho employer's tax return
under the prineiple of tho Oxford Institute case decldcd by the Board of ‘I'ax
Appeals 8 and the Tevas Pipe Line case in which o doelslon of the Board was
aflirmed by the United States Clrenit Court of Apponls for the Third Cireuit.?
Tho prinelplo in those cases {8 that, the trust bheing irrovocable, the payments
fnto the trust cannot bo recovered by the employer oxcopt as the result of cire
cumstanees entively within the control of the employee,  But what Is the effect
as to income taxes as far as the employeo I8 concorned?  The entire accumulated
fund beeomes taxablo to im In the year in which he recolves it.  T'his was shown
in the Adol{m Zukor ease decided by the Board of Tax Appeals whother the
wsition of the Governmont or of the taxpayer in that easo was correet,  The

overnmont's position in that case was that the aconmulated fund should be
taxable to the cmployee tn tho year in which, under the torma of the trust agrees
ment, the fund was required to ho turned over to him, while the taxpayer's posi-
tion was that the amount was not taxable to him until actually turned over to
him, Thero was a gap of only 0 days botweon tho two dates, but it so happened
that one of thom was Decomber 31 of one year, and the other January 8 of tho
noxt.  Under cithor (pusltlon taken in that caro tho whole fund was laxabloe in
1 year,  Tho elfeet of nuoh o contraet Is thus to throw the incomo of soveral yeara
onto 1 year's return, If tho amount In Jarge, considering hoth tho Federal and
Californin rates tho contract might as woll name tho tax colleotor as heneficlary
of the trust instead of tho employee who sponds soveral years working for it,

"'oONQLUBION

“T'ho advantagoe of Imnslun trust to an employeo in suoh a situation Is obvious,
It not only dofors taxability but sproads tho income out in p lower tax bracket.
However, If tho entire fund {8 availablo to tho employeo at the eonelusfon of his
omployment but s thua sproad out in the form of |l)onalmm on the employee's
direotion, thon on tho prineiple of construetive recolpt tho ontiro fund will be
taxablo to him at tho time it hecomes avajlable to hMm but its payment doforred
on his direction, That the funda accumulated by the trust bo pald out as pon-
glons must thorefore bo required by tho employor, That {a tho ronson why I have
sald that tho ponslon-trust idoa must bo suld to the employor,

“It seoms possiblo that a strong argumont can bo presonted to the employer
for that purposo, It should be g matter of some econcorn to him that the dollars
which he pays out are worth only 25 conts, ox-tax, whon thoy ean ho mado to bo
worth 78 or 90 conts, Viewing those dollars_ex-tax may In fact onablo the ome
ployer to savo n part of thom for himaelf, In any easo solling tho lioa to tho
employor is tho problem, aud considering tho use to which annuitios can ho pub
in a ponsion trust the task of solving that problom proporly hoelongs to the insur«
ance man,
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Under Secrotary Macinn. I beliove that that concludes, Mr. Chair-
man, the several matters which were mentioned in the Secretary’s
lettor to the Presidont on June 1,

You will reeall that in the Secretary’s letter he mentioned threo
other matters on which he thought that corrective legislation should
be adopted. Those were nonresident alion taxation, community prop-
orty, and percontage depletion, 1f it meets with your approval,
Mr. Kent will present a brief discussion of the nonresident alien
situntion, indicating changes which we think might be made in that
connection,

Tho Cuamman, In that connection, Mr, Mugill, those suggestions
had no relation to tax avoidance or tax evasion, but merely suggested
amendments of the law?

Under Secrotary Maairn, That is true.

The CnairMan, 1 so underatand,

Under Seeratary Maaint, That is, in each of these three cases, as
I think tho Secrotury pointed out, there is no suggestion that the taxe
payers have been taking advantage of the law., The law simply
stands this way, and the question is whether or not the committee at
this time may want to nm‘w somo changes with respoect to these mat-
tors, I have here a statement, and porhaps 1 should put this in before
Mr. Kont proceeds, It is a statemont with respect to community
proporty, which 1 think might be simply inserted in the record, if you
wish, to show what that situntion is,

The Cnamman, Is that your statoment?

Under Secrotary Maaiun, Yes, sir,

The Cuamsman, Without objection, that may he done,

Mr, Turavway, Mr. Chairman,

The Cuamman. Mr, Trondway,

Mvr, 'T'reapway, In that connection, I desiro to make o suggostion,
sinco there has boen so mueh interest in community property, We
ure gotting a vory lnrgo number of insertions in the record,

Under Seerotary Maainn, Would you like me to rend this?

Mur, ‘Treapway, The probability is & good many of these insertions
will be negleeted. T porsonally suggest that Mr. Magill read his
statement on community proporty, if it is agreeablo to the other
mombers of the committes and to him,

The Cruamrman, Very well, if there is no objection,

Undor Seerotary Maaint, It is o short stntoment, and if you wish
me to rond it, I shall be glad to do so,

Mr, Crowrner, Mr, Chairman,

The Cuamman, Mr, Crowther,

Mr, Crowriier, It sooms to mo if the document is short that I, for
one would liko to hear it. I do not know about the rest of the com-
mittee, but if it is not a longthy statement, 1 should like to hear some-
thing about these pension trusts, Is thore not a short statement there
d(\scribin% what they are and tho mothod used, and go forth?

Undor Secretary Maarnn, Yes, sir,

Mr. Crowrner, I think wo ought to have that.

Undor Secrotary Maainn, Mr, Russell’s statoment is somewhat
longor, consisting of 13 pages,

r. Crowrnen, Lot us hear the shorter of the two,

Mr, Coorrr, Will the Fantlomun yield?

Mr, Crowruer, Cortainly.

07037t 2o
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Mr. Coorer. Mr. Magill, cannot you or Mr. Russell give us a
succinct and brief statement pointing out the salient points on this
pension trust matter? That is what you have in mind, is it not, Dr,
Crowther?

Mr, Crowrner, Yes,

Under Secretary MaaiLL, I might {present this, right there, and
then if you want a fuller statoment, ot course, you can have it.

The pension trust provision, as 1 understand it, and 1 am certainly
no oxpert on the subjeet of pension trusts, the pension trust provision
was Yut in T believe back in 1921 originally, to encourage a sort of
socinl security on the part of individual corporations for the benefit
of their own employees, the thought being that an individual employer
might want to set up such a trust for the benefit of the employees,
Gonorally spenking the provisions have varied somewhat in their
torms, but the present one I belicve provides in substance this:
That the employer receives a deduction for the amount of contribu-
tions made to the trust, the trust is T believe not taxable on its own
acoumulations, and then whon the employeo receives amounts from
the trust he is taxable upon whatever he receives,

There was a good denl of discussion at one time in the logislative
history, as to whother the provision should be only for irrevocable
trusts—that is, whethor or not there was a danger that an employer
might set up one of these trusts and then revoke it, to the disadvantage
of the rovenues, As the provision stands now, there is no mention of
revocablo or irvevoeable, se that 1 take it that a revocable trust might
clonceivnbly be within the provisions, and there might be some danger
thero. ‘

The other question which we have had in our minds regarding tho
provision, and as I have said it is more doubt than a cortainty, because
there have boen vory fow cnses of the sort at all, it seems to be perfeatly
possible under the provisions as they stand for these trusts to be sot
up simpl‘y for the leading officers or the controlling astockholders of the
corporation; that is, that it is not necessary that it should bo set up
for all of tho employees or for any particular porcontage of the em-
ployecs; so that we have the possibility that a close corporation might
make use of it to our dlandvantu{go. .

Mr. VingoN, Mr. Magill, would it not bo better to say ““As set up
for those who own the corporation?”’

Undor Seoretary Macirnt, That is right, So that in the case of the
olose corporation, you might sot up one of these trusts for the bonefit
of tho two or three men who own it and who would normally be its

rincipal officors, providing for very large pensions, so that the achome

ccomos in offect & method of saving on their behalf, That is, in this
onge they make or can make their personal investments in this way
inatond of in some other way.

Mr, Vinson. The point i8 that this money that these folks in the
olose corporation, who own the corporation, put aside into the pension
trust 18 o doductiblo item under the oxisting law?

Under Seeoretary Maarnn, That is right,

Mr, VinsoN. And, of course, if two or threo who own the corpora-
tion oreate this trust thoy are merely taking money out of one pooket
and putting it over into tho other pocket, and avoiding taxes upon
that amount, is not that what it amounta to?

Undor Scerotary Maginn. Yes, The principal stockholders for
whoso benofit it is set up would not be currently taxable upon these
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‘amounts put into the pension trust, They will be taxable if, as, and
when they get the annuity, but, of course, the tax will be much less
at that time than as if it were currently taxable, because of the
graduated surtax,

Mr, Vinson., But if they were to buy an annuity with this money
from a bona-fide company, of course, that amount would not be de-
‘ductible? That is, if they would buy it individually, that amount
would not bhe deductible?

Under Secretary MaaiLr, That is right, That is, they would be
taxable on their full salaries,

Mr, Vingon. Surely.

Under Secretary Maaini, And they would get no deduction for the
amount,

Mr, CrowrHER, Mr, Chairman,

The CuairMaN, Mr, Crowther,

Mr, CrowrHgr, This money finally becames taxable when it
becomes income? . )

Undor Secrotary Maain, When it is roceived by the individual
beneficlary; yos.
~ Mr. VinsoNn, Butif it is a revocable trust, then, of course, the trust
can he dissipated or dissolved whenever it becomes opportune for these
folks to do 1t?

Under Socretary Maaini, Yes,

Mr, Vinson. Let us say they had a large loss in some particular
yoar; would that be an opportune time for them to dissipate it, or to
dissolve tho trust?

Under Secrotary Maainn, That is our worry about it as it stands;
that is, whother or not the committes may wang to put in some pro=
vislon at this time requiring that the trust shall bo irrovocable, and
possibly also requiring that it should be set up for such and such a
percentage of the employees of the company, and not merely for a fow
of the top officials,

Mr. Coorer. The point is that as long as it is revoeable it is within
“their control,

Under Secrotary Maainn, That is true. .

Mr, Cooren. They may manipulate it to meot their needs, so far
nls 1;nyiug taxes are concerned, just as in the case of all these othor
devices,

Undor Socrotary MaaiLy, Yes, I think we have somewhat the
8nme (lnnﬁem that you had in the case of tho revoeable trust created
by an individunl grantor, that he can manipulate it to suit himself;
and you have already provided that the individual grantor shall be
taxable on the full income. Now, perhaps you should provide here
tllnlnb tl‘m trust must be irrevocablo if these deductions are to be
allowed.

Mr. Vinson, Of course, there is no thought in your mind or in the
mind of the Treasury that the suggestions made would hamper a
bona-~fide private pension plan?

Undeor ooretm?r Maau, Oh,no.  Qbviously we would not want to
hampor such a thing, and wo advanco thoso suggeations really along the
lines of somo of the oriticisma that have been mado hore, that the
Tronsury is not bringing some of these things to the attontion of
Congross soon onough. 'This sooms to bo ono of those developing
things, and it may be worth while to considor it now bofore it gots
WOI0,

)
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Mr. Coorrer. Of course, the irrevocable feature of it would be in
the interest of the integrity and stability of the pension plan, and
certainly to the intorest of the employees, because there would be a
do%rea of permanency thero?

Jndor Secretary MagiLn, Certainly,

Mpr, Coorrr. And they could look to it with greater assurance
that the ponsion fund would be intact, and they would receive their
benefits from it us a going concern instend of leaving it in the un-
certain situation of being disrupted or dissolved at any time the
management wanted to?

Under Secrotary Maainn, That is right.

Mr. Treapway, Mr, Chairman,

The Cuamman, Mr. Treadway,

Mr. Trrapway., Mr, Magill, you made some reference to having
s;mlbg? worry about the individual trust. What is the difficulty about
tha

Under Seeretary Maainn, Ihadin mind the situntion that Congross
corrected in 1024, and it has been improved since, You will recnll
that there was orfmnnny a good deal of question whether, if an indi-
vidual sot up a revocable trust in favor of his wifo and children, or
whomever, whother the income was taxable to the beneflciarids of the
trust or whother it is taxablo to him, .

My, Trranpway, It is taxablo to him, is it not?

Undor Secrotary Maainn, And in 1924 it was provided it should bo
taxable to him, on the ground that ho still had control over the prop-
grtyz and that situation has remained as to those individual rovocnlho
rusts,

1 did not make clear what I had in mind, that in the pension trust
you have not a similar requirement at the present timo,  The ponsion
truat can ho rovoenblo and so under the contrel of the company, and
nevortheless the company got tho deductions, and so on, with a possi-
bility, as has beon atated by Mr, Vinson and Mr, Cooper, that the
company might sco fit to revoke tho trust in some year whon it was to
ﬂlmir tax advantage, thereby preventing its operation ns to the om-
ployces, .

Mr, Trrapway, With an individual rovocabloe trust, thero is no
possibility of tax avoidance, is there?

Undor Seorotary Maainn, That is true, That is tho point T was
trying to mako, that as to the individual trust I think you have quite
succossfully stopped the loophole, and it may be well at this time to
take similar action with rosFeot. to the ponsion trust.

Mr, Treanway, Isce. Thank you,

Tho Cuamman, Now, if that concludes the discussion with respect
to tho pension trusts, you may proceed, as requested, Mr, Magill, to
read your statement on community property.

Undor Secrotary Maginn, I havo this very brief statement, and I
kept it brief primarily bocause, as you will reeall, you had rather
longthy hearings in 1034, which are much moreo olaborate than what
I will read here,

Mr. Coorer, Mr, Chairman.

The Cuamman. Mr, Cooper.

Mr, Coorkr, In that conneotion it might he well to obeorve that
in 1034, 1 think it was, a subcommitteo of tho Ways and Moans
Committee was appointed on tho subject of community property
and held hearings. Thoso printed hearings are still available, and
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the whole subject was covered rather extensively during the course
of that hearing. I remember ex-Governor Shallenberger, of Nebraska,
who was then a member of this committee, was chairman of that
subcommittee, and people came here from all over the country, from
as far as the Pacifie coast, and made x(tip onrances, and that whole
record is still available, It was a printed hearing, and it is available,
of course, to the committee,

Under Secretary Maainn, In 1933, the Acting Socmtw of the
Troasury prosented a statement to the Committee on Ways and
Means calling attention, among other things, to certain tax conse-
quonces arising from the impact of the income-tax law upon the
incomes of husbands and wives in the various States, It was pointed
out that 8 of the 48 States have community property laws, which
under the presont income-tax law, have heen held to permit onch
sYouso to roport one-half of the community income, although it was
all earned by, and was expended under the control of, the hushand,
That situntion is still with us, For oxum)s)lo, under the tax lnws now
in force a husband domiciled in a community-property State and have
ing u net incomo from ocarnings of $25,000 is pormitted to throw
one-half of it into a soparate return filed by his wife, the two paying o
total normal tax and surtax of only $1,676, whoroas a hushand in a
noncommunity propm'b?' Stato having the same net income from
oarnings is recquired to filo and return the full amount in his return and
lmy normal and surtax amounting to $2,489, even though he may
wve mudo o logally valid assignmont of his salary to his wife before
any of it was earned, Translated into terms of annual revenue this
monns that the uso of soparato returns by husbands and wives in the
oight qommunity proporty Statos produces, at present rates, a tax
which is less by approximatoely $34,000,000 than that which would be
payablo if separate roturns of community income wore oliminated.

Ir, VinsoN, Mr, Magill, T thought the other day it was suggested
it would bo $80,000,000, Vas not that tho suggostion mado at the
bogiuning of tho hoaring, or somo placo along the line?

Ar, Coorrn, Will the gontloman yield?

Mr, Vinsow, Cortainly,

Mr, Coorr, I think we have had estimates presented to us over
%lg((u) ]883 %o(;rooml years, ranging all the way from about $20,000,000 up to
! ) 1 .

Mr, Vinson, The figuro given hore is $34,000,000, '

Mr, CoorEer, At one time wo hear of it, it is $30,000,000, at another
time $50,000,000, and at another time $75,000,000, and wo have heard
of it being as high as $80,000,000. Of course, they ave all eatimates,

Under Scoretary Maarnn, They are all estimates, This scoms to
bo n conservative figure, then, I take it, .

Mr, Vinson. It 18 6,000,000 less than was that estimated in 1034,
boeause I reeall at that time the figure was $40,000,000.

Under Secretary Maciin, Wo said $40,000,000,

Mr, Vinson, Yes,

Under Secrotary Maainn, Tam not an estimator, I take what they
give mo on that,

Mr, Vinson, All right,

Undor Secrotary Maarun, Of course, under tho present law, a hus-
band and wifo living togethor may make soparato returns in noncoms
munity prolmrby States and if ench has an incomo of any considerable
size this will ordinarily be done in order to reduce both normel and



310 TAX KVARION AND AVOIDANCH:

surtaxes which would otherwise bo payable, Thus, if & hushand and
wifo in Now York have an income of $10,000 ench for a taxable your
and soparate roturns are {illed the tax consoquences are substantially
no difforent from those which obtain in a community property State
under similar circumstances, Tlowevor, thero is this very important
distinction between tho two groups of States; Ordinarily, it is only in
those instances where each spouse domiciled in & noncommunity prop-
orty State earns an equivalent salary, or, ench owns property producing
oquivalent incomes, that thoe tax consequences are on u par with those
resulting to spouses in the community property States,

In his statoment to the Committeo on Ways and Menus the Acting
Secratary also pointed out that the problom of taxing the incomes of
spouses has o brondor na‘wct» than that of eliminating the diseriming-
tion in favor of husbands and wives living together in community-
property States, Sinco spousea living togother in noncommunity-
Propm't-y Statos may file separato roturns, thore is a strong incontivo
or thom to m'mni.u\ their proporty holdings in such a way as to ronlizo
the groatost possible tax advantage through a division of income or
an alloeation of losses,

Our ostimatos indieate that, at the present rates, if hushands and
wives who live togothor but filo soparate roturns, should bo taxed on
their respoctive incomes at tho rates applicablo if the total of their
separato incomes wore included in a joint roturn, the incrense in
Income-tax rovonue for the calondar your 1937 would ho approxis
matoly $103,000,000, Perhaps I had hottor restate that, The sug-
gostion which wo mado in 1083, and which we makoe again now, is
that in our view il husbands and wives ave living togethor, that in
dotermining ability to pay you should considor tho total income of
the two apouses,

Now, on account of constitutional diffioultios it would no doubt be
necessary, after a tax had heon computed on the total incoma so
arrived at, to provide that onch spouse should |!my the tax on his
sharo, that is, a pro rata part of the total tax, but if that wore dono—
that is, if the committee deomed it advisable to provide that hushands
and wives should in effect pay tho tax on the income of the two taken
togother, and thon the total amount be prorated botween them~-that
the incrensod rovenue would be $103,000,000, This includes the
$34,000,000 of which T spoke a fow minutes ago.

Mr. Vinson, On page 15 of your statement back in 1034~-1 tako
it you wrote it, though it is signed by the Acting Seoretary of the
Troasury—1I find the figure $40,000,000 to which T referred,

Under Secretary MaainrL, Thoe only explanation that is given me-—
T havo asked some of my stdT on that—is that the $34,000,000 ia based
on 1937 figures, and the $40,000,000 was based on tho 1934 figuros.

Mr, Vinson, I jlust» connot understand that, beoause we recognize
that the increased income naturally applied to those oight States,
bfm;m it is Nation-wide, The increased prosperity is fully recog-
nized,

Undor Secrotary Macint, Tt does not acom to mo a very good
explanation cithor, This figure of $103,000,000 includes the catimated
$34,000,000 roprosenting increased revonue duo to the elimination of
eo{mrg:otcommunity-proporby roturns in the eight community-prop-
orty States, '

In view of these considerations we beliove thore is ample {ustlﬁou—
tion for logislation designed to eliminate the inequality resulting from
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tho diserimination now made in favor of spouses residing in commu-
nity-property States and, at the same time, oliminate the administra«
tive diflicultios and tax-nvoidanco possibilities which are inherent in
the application of the present taxing provisions to spouses living in the
non-community-property States,

Now 1 have hore two tables showing the tux advantage to residonts
of community-property States, with respect to assets and with respect
to incomes; that is, simply bringing out what this amounts to if the
hushand’s income or his property is taxed to the two or is taxed to the
one,

Thoe Cuamman. Do you wish those figures to go into the record in
connoction with your statement?

Under Secrotary Maairn, 1 would like to, if that is agrecable,

Thoe Ciamman, Without objection, they may go into the record in
connection with your statemoent.

(Tho tabloa relorred to aro s follows:)

Tanug Lo—Federal eatate taw lability on eslales of specified aize in community~ and
and noncommunity-properly Slates !

Eatatotax Hability Katate-tax linbllity

Not oatato hos Community.propert Not ostato hoe Community-propert
foro oxemp: | Notw-come Hmm prty foro oxomps | Non-come Hmm perty
tious ‘l‘llell‘l'l‘!:t'y tiong ggulnl; ’-'
0 . N
Hintos Advane Hiates Advane
Amount 10K0 Amount (ngo
$100 senrennn $100 ¥ LLLT ] 10, 800 18, 9%
000, . 840 1.\, SO . 43,700 18, 30 23, 400
78,000, 2 vevsaes LOM [aovernngoee 1,080 ), 300 DI .%
ux'o.mm........ 8,000 6200 2,800 1.0(50. 100, 700 18, 89,

004 vonanse 5,098 M 4,878 000,000, . 000|130, 300 N , B0
150,000, 0e. - 8, 850 1, 600 ) 10,000,000, 7721 3,883,700 | 1,808,300 | 1, '338
W0 eennens 14, 800 4,900 1000 [ 880,000,000, . ... 93,081,900 | 13, 181,000 | ©, 500,

300,0000 ¢ 0 e «n 21, 800 7,090 14, 000

23 poroant}
I 0 poroantiand that the ontire oat(smi With the axoens

VI (8 assumed that m\ol\ of tho eatates oonnluw} of realty, 80 porcont; tangihlo porsanalty
0
ont prior Lo mareiage, was acquired during coverturo,

eommon atock, 18 porcont; insuran pﬂnm to wi
ton of 20 porcent of tho realty acquired hy the doce

TanLy 3.~Federal income-lax Wability on incomes of apeai{lcd sizo $n communsiy-
and non-communsty-property States

Incomestax Hability Income-tax lability
Community-prop Communitysprope
Net income before Not incomo hofore
Nonome orty Niates Nonegome erty 8tates
exemptiona 3}3& ; y oxemptions }%&'{ﬁgy
Btates Advane tates Advane
Amount | “geue Amount | “aue
00,000, s uucenasn serennaer 0 4,
.1 WO R e || BB WO | NRER| Rg
TR0, 210 n *m HELAN000 L 1004 | LA 4,0
,&gm .otx}......... ‘ag!; i ﬂg 0’5.%.?( "33. i ”g% (&8%
y 0 IRTTTIII Y ) ) 0 0 savevass| WO J
weressune 0,04 28 8,010 L} aﬁ 4¥ 38,0
:%{% 19, 484 :?:903 7770 || $1,002,800,000,..00: 30,044 | ol1L,888 | 66,0

1 Tax computed on basls of 83,500 examption for mavrled porsons and maximum enrnodsincome oredis
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Mr, Treapway, Mr, Chairman,

The Cuairman, Mr, Troadway, .

Mr. Treapway. Would it not bo advisable, Mr, Magill, to broak-
down the other $34,000,000 or $40,000,000 whichever you decide is the
loss to the Government by States, showing the amount saved in the
cight community-property States separately?

Undeor Seoretary Macinn, I imagine it would be pretty hard to do
it, but we can try it,

Mr. Treapway, Why? How do you arrive at your $34,000,000?
That must bo done by adding up something.

Under Secrotary Maains, I do not know. I can only presume
what that was,

My, Trrapway, T would not waitt to put you to any undue trouble,
but I just thought as n mattor of intorest ic would be worth while if
you could do that,

Undor Seerotary Maarnn, I will find out, and if they can do that,
wa will bo glad to do it.

Mr, Treanway, May T ask onoe othor question?

Tho Camatan, Qo ahead.

Muv. Trrpapway, The Troasury helioaves in overcoming in someo
way tho advantnge that the 8 Statos have over the othoer 40 in tho
mattor of taxntion?

Under Socrotary Maainn, That is true. )

Mr. Trreanway. Are you prepared, during the time of this hearving,
to offor any suggostions other than what wo have provicasly had as
to tho way to accomplish this purpose?

Undor Seerotary Maaiui, T do not know whother wo havo got
anything cssontinlly differont from what was worked out in 1933 and
1034 or not. T have not beon able to go over that earvefully in tho
last 2 or 3 weoks, As I say, our net suggestion i3 that we think it
would be doesirable ovor the country as o wholo to {mwido that tho
incomos of husbands and wives living togethor should be aggrogated
and tho tax computed with respect to thoe total,

Mr, Vinson, How much would that bring?

Under Secrotary Macinn, $103,000,000, according to this figuro.

Mr, Turapway. Where do you get this $103,000,000 and the
$34,000,000? I do not quito understand, Tho $193,000,000 includes
all of tho States?

Under Seerotavy Maarm, That includes all of tho 48 States, It is
common practico, which has plenty of othoer justifieation than tax
justification, for property to be given by a hushand to his wife, or for
both of them to have proporty, or for both of thom to have incomes,
and so on,  Our general philosophy is this, that if a husband and wife
living togother have an incomo of $20,000, that whother it is a{)lit.
$10,000 and $10,000 or $15,000 and $5,000, or howsoever, that they
ought to be taxed as for o $20,000 fmmfy income,

Ir, Coorrr. Will the gontloman yield?

Mr, Treapway, Cortainly,

Tho Crammman., Mr, Coopor,

Mr, Coorin. In effeot tho suggestion simply amounts to this:
To rotquim o joint return from husband and wife, throughout the wholo
country.

Undzr Soecrotary MaaiLr, That is tho ensiost way to sny it. I do not
know that wo would aotually{ mwiro thom to fllo o joint return, If for
some rosson tho wife wanted to koop hor affairs separate from thoso of
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hor hushand and wanted to file a separate return, I take it there would
bo no objection to that, Forinstance, what I mean is this: In England
as 1 uml’oratuml it husbands and wives can filo separate returns, but
the tax-nssossing officials put the two returns togother and assess tho
tax with respoct to the net total income, and thon mail each spouse o
notice. .

Mr. Coorer. It just means ono of two things would have to be
done, undor the suggestion; First, eithor have a joint return for
husbands and wives, or second, if tf;oy filo soparate roturns, compute
thom togother, and assess the tax as if it were a joint return,

Under Seerotary Maaiun, That is it exactly, I think that is a
corroct statoment,

Mr. Cooren. And, of course, it is recognized that under coury de-
cisions we have considerablo iogul difliculties in approuching that
mothod; do we not?

Under Seeretary Magiun, That is right, You have the IHeeper
case staring you in the face, which you will romember we discussed in

Mr, Coorer, Yes.

My, Vinson, That is a case in which the State of Wisconsin tried
to do that very thing,

Under Soerotary Maarny, 1 think not that very thing, Mr, Vinson,
That is the question, .

Mr, Cooerr, Just one other question, if I may. Ias there been
any .clmmia in tho status of the logal phaso of the thing since we last
considored it? .

Undor Seerotary Maairyn, I rather think so, As you sco I presont
this rocommendation fully conscious of such diffioultios as you and
Mr. Vingon have in mind as to the Supromo Court. Mr, Kont road
you a paragraph from onoe of the decisions the other day, and I could
read you othors indicating that a majority of the Court secoms grad-
ually to have taken tho idea that economio control or socinl control
over incomo is sufliciont to justify the tax, and then in tho case of
Burnet v, Wells, an insurance-trust onse, tho Court scomed to' go
somowhat heyond that, ™ow thut was a &-to-4 docision, The ron-
son that I answered Mr, Vinson as I did & minute ago was this: Tho
Court did not discuss much in thoe ZZogper case, whothor the provisions
for tho alloontion of tho tax botwoeon tho two apouces wero applicable.
On the whole, thoy discussed the easo as if the hushand was going to
have to pry tho entire tax on the total incomo,

Mr, Vinson, Did thoy not say in the JJoepar case that there was not
any way you could make one peraon pay a tax upon Proportv or in=-
:{)mo ol’tgnothor porson? 'Thoy said that, if they said anything, did

10y no

l};«xdor Socrotary Maainn, T think thoy said that in torms, as I
romembor it, that to tax A on the incomo of B was & violation of due
prooess,

Mr, Coorrx, Has thoro been any court decleion wningo that time
that would justify the hopoe that the legal situation has changed?

Under Secrotary Macinn, 1 would think so, I am thinking of
Burnet v, Wells,

Mr, Cooren, All right, Now just one other question: Rolative
to tho estimato of $108,000,000, the basis of that is a contemplatoed
joint roturn, or computaiion of the tax the same as a joint return,

4
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throughout the entire country, not only in the 8 community-
property States, but in the whole 48 Statos of the Union?

Under Secretary Maain, That is correct.

Mr, Vinson, Did we not have before us the case of Burnet against
Wolla when the subcommittee was having its hearings? Was not
that case docided in 19347

Under Secrotary Maaiin, 1 eannot toll you ofthand.

Mr, Kenr, I think it was,

Mr, Vinson, Mr. Kent snys it was.

Mr, Kenr, 1 think it was,

Mr, VinsoN, You referred to a quotation in Mr, Kent’s testimony,
Was that the Holmoes quotation?

Under Secrotary Maann, In Lueas v, Iarl, yos,

Mr, VinsoN, What pago is that in Mr. Kent’s testimony? T would
like to read it into the record right here in connection with community
{)roport/y. To me that statoment is authority that at the presont
imo wo cannot make one porson pay u tax on another person's income,
and that at tho present timo wo eannot take the income of one indi-
vidual and add it to the income of anothor, and thereby make the
latter individual pany more taxes than ho would if you did not take the
income of the other party into consideration, Lot us takoe page 20 of
‘this atatomont,

Under Secrotary Maaiur. Perhaps T should say here, I think you
apprecinto this, 'This thing is a very nice legal question, thore is no

uestion about that, In Burnet v. Wells, whicli I would roly on
chiefly, the docision was a 8-to-4 decision in favor of constitution-
ality, so you seo where you are thore, right at thoe start.

Mr, Vinson, This is not tho quotation to which I reforred, I
wanted the quotation in Mr, Bruton's testimony, I am reading
from a statemoent made by Mr, Bruton,

The Cuairman, When was tho statoment mado?

Mr, Vinson, It was made at this hoaring yesterday,

The Cuairman, That is what I thought.

Mr, Vinaon, I thought it was to that statemont that reference had
been made,

Under Secrotary Maainn, Porhaps I got them mixed,

Mr, VingoN, No; this is a (}uomtlon from an opinion written by
Mr, Justico Holmes, Is that_the one you had in mind?

Under Secrotary Maainn, I really had the one in mind that is in
Mr, Kent's testimony ; but why not read the one you have bofore you
now by Justice Holmea?

Mr, Vinson. I quoto:

Taxation 18 not 8o much concorned with the rofinements of titio ag Is 1t with

;\otmi\ll command over the property taxed—tho aotunl honefit for which tho tax
8 pald,
(|

‘he income that Is subjoct to a man'a unfottered command wnd that ho le
froo to enjoy at his own opinion may bo taxed to him aa his income,

The situation we are up agninst is that in a communl\y-‘)m horty
State, whore under tho law of that Stato it is divided botween hushand
and wifo, the income of tho wifo is not subjeot to the husband's
“wnfettered command.”  That income is hers, Then the husband
is not freo to enjoy at his own option any income of tho wifo,

Undor Soorotary Maains, Of course, the question here is one of
duo process, Your chief question would be whether or not Congress
can rationally do what we are talking about here, and it scems to
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-mo one important bit of evidence in that connection is the fact that
England does do it, and has done it for a long time.

Mr, Vinson, I know; but England did not have California come
in undor o tronty. England did not have Texas, first a part of Mexico
and then an independent republic, and then coming into the Union,
England did not have the civil law_appertaining to Louisiana and
Toxas and California, and in thoese other States, when they came into
the Union, either,

Undor Seerotary Maainn, That is true,

Mr, Vinson, At any rate, we cannot settle it today, can we?

Undor Socrotary Maainn, I do not believe so,

Mr, T'reapway, Mr, Chairman,

The Cuamman, Mr, Trendway.

Mr. Triapway. [ heliove I yielded to both of these gentlomon,

Mr, Vinson, Thank you,

Mpr, Treapway., Wa have referred somewhat to the discussion of
this subject in 1034, to the oxtensive henrings, and to tho fact that
nothing was done at that time, If 1 vemombor rightly, among the
monsures considerod then was one that I had introduced. 1 never
like to quit or fall down on o l)roposition aftor 1 onco got started at it,
80 at the opening of this sesslon of Congress I reintroduced the same
monsure, which I would like to read to you. 1t is vory brief,

[}, 1R, 200, T8th Cong,, 18t soss,}
A DILE Relating to tho tavation of community-property incomo

Be 4t enacted by the Senate and IHouse of Representativea of the United Stales of
America tn Congreas assembled, That for the purposo of determining the income-tax
lability of any individual during nn(v taxable yoar heginning aftor Deecmber 31
1030, property of a marital community shall ho consldored as tho property of, and
Ingomo of a marital community shall be consldored as the income of, the spouse
who has the management and control thercof undor the law of tho juriadiotion {n
which the marital community oxists, and suoh spouse shall alone he entitled to the
deduetions and credits allowoed undor tho internal-revenue laws which aro properly
alloonblo to suoh proporty or income,

8r0, 2, For the first taxabloe yoar heginning aftor Docombor 31, 1036, the perlods
of limitation for axsossmont, oradis, or rofund of tacomo taxos shall ho oxtonded
for a poeriod of 1 additional yoarin tho vase of ary individual having sugh manage«
mont and control or in the case of his or hor spousoe,

I suppose you would not care to oxpress an opinjon as to whether
or not that is drafted in a way that would accomplish our purgoso in
getting at the avoidance income tax in the community-property States?

Under Seerotary Maainn, 1 do not think that partioular bill has
over come before me, I do not know,

Mr, Trrapway, No; wo have had no hearing on it at this session.
I roalize that, and probably ne reference of tho bill has been made by
the committee to the Dopartmont for an o?inion.

Undor Secrotary Maamn, I would not like to 03)]"‘053 an opinion
offhand. As I said here earlior, in the viow of the Department, we
would prefer to seo this situation dealt with for the country as a whole,

Mr. Treapway. Yes, In other words, to got at the $108,000,000
instoad of tho $34,000,000? ‘

Undor Sooretary Madaint, Exaotly,

. Mr, Treapway, I think that would be fair. Wo are looking for
mq?ro tax monoy to expond, Wo need it, do wo not, in ordor to carry
on

¢ Under Secretary Maain, Cortainly.
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Mp. Truanway, THowever, whon thia subject is really considorod,
I shall bo very glad if you will take that measure undor advisemens,

Undor Seerotary Maaiun, 1 will be very glad to.

Mr. Trravway. Thank you,

Mr, Crowrnrr. Mr, Chairman,

The Cuamrman., Mr. Crowthor,

Mr, Crowrnenr, Would thore bo any less difficulty regarding con-
stitutionnlity, in dealing with a subject conneeted with the cight
States, rather-than at large?

Under Secretary Maainn, I do not think so.  That is a question
on_which botter lawyors than [ ought to pass,

Mr. TruaDWAY., Are there any? Do not be too modest. Aro
thore botter lawyors than you?

Undor Soerotary Maairn, Oh, lots and lots of them,  For onoe thing,
I am not a community-property State lawyer, and they should be
allowad to say their own piecce on this, Thero is, as you know, of
course, Dr, Crowthoer, o sorvies of decisions which thoe court had on the
community-property situation, headed by a easo ondled Poe v, Seaborn,

Mpr, Vinson, That was from Washington, was it not?

Undor Seerotary Maainn, That was from Weashington; yes,

My, Vinson, A decision of the Supremo Court?

Under Secrotary Maaua, But I boliovy the Supreme Court has
decided the samo thing per curlam as to the other States excopt
Salifornin, T am not sure about Califernin, So thore are legnl
diflicultios whichever way you proceed, I think,

Mre, Vinson, In answor to Dr, Crowther as to which would bo
easior to meet, if you follow tho management and control theory of
trying to meet it, you would not have a Chinaman’s chance in tho
40 States that do not have community property, bacauso you do not
have management and control laws thoro,

] Under Scerotary Maaun, I tako it that Mr, Treadway drafted his
AW~

Mr, Vinson. No; T am speaking about Dr, Crowther's q'uoat,ion as
to which would bo casior or less diffioult, and in tho 40 States you
haven’t management and control laws on which to hang it.

Undor Soeretary Maaint, That is true,

Mr, Treapway, My, Chairman,

Thoe Cuamman, Mr, Treadway.,

Mr. TreEapway. 1f I may be permitted, in this connection, I think
it would he useful to the committoo to insert at this point the position
that the Treasury took in 1034—a brief paragraph. I am quoting
from the atatoment of the Acting Secrotary of the Treasury before
the Ways and Moans Committee:

The Treasury Department therefore recommenda that tho committee consldor
whothor a hushand and wife living togother should not ho roclulmd to filo a slnglo

joint roturn, each to pay tho tax attributable to his share of tho income. Such n
provision has long been in foroe in other countrios.

; fl':lmt,t ‘i?s practically along the line you have heen talking just now,
8 it not
Under Secretary Maainn, Yes, sir; it is,

Mr. Vinson. Does that only rofer to the community-proporty
States?

Mr. Treapway. No.

Mr. Vinson, That only referred to the community-proporty Statca;
is that correct?
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Undor Seere’  y Maaiun, I would have to refresh my recolloetion,
1 thought weo .sere referring to all of them, but 1 may be wrong,

Mr, ‘I'reapway, Is there such a provision as that in other countries?

Mr. Vinson, 1 did not see anything in this, referring to tho report
before me, just glancing at it hurriedly,

Mr, T'ruanway, Porhaps as you sand a few moments ago, wo cannot
sottle this quostion this morning,

Mvr, Coorenr, Lot us pass on,

The Cianeaan, All right, Without objection, we will proceed,
Mr. Magill, who is your next witness?

Undor Secrotary Maain, Mr, Kent,

Sonator HaunisoN, Mr, Chairman, at one of the recont hearings I
think Seunator La Follotto requested the Tronsury to give us certain
information with referenco to cortnin taxpayors about whom tostimony
was givon by ropresontatives of the Trensury Doepartment in executivo
sossion hoeforo the Sonato Finance Committee when the revenue bill
of 1030 was undor consideration,

Undor Seerotary Maatnn, We have the - Yis morning, and T was ox-
yoeting to presont it noxt,  If you would like it hofore Mr. Kont hogins,
t makes no differonco to us,  Wo have it available hore at any time,

The Cnamman, Very well,

Mr, Kunr, Bofore 1 presont a very brief statomont on nonresident
alions this morning, which 1 have {)t‘opam(l, 1 would like to offer for
the record supplomentary tables in connection with cortain of the
onsos which 1 presented in my statoment dn{ hofore lyostardn , that
I\;h*t. Vina:n requosted he fllod and placed in the record along with my
statoment,

Tho Cuamrman, Without objection, the tables may be incorporated
in the rocord at this point,

STATEMENT OF ARTHUR M, KENT, ASSISTANT GENERAL OOUNSEL,
TREASURY DEPARTMENT

Mr, Kenm, The prosent revenue aot imposes n fixed rate of 10 por-
ocont on nonresidont aliens, not ongaged in trado or business in the
United Statos or having an office or place of business therein, with
rospect to fixed or determinablo annnal or periodieal gains, profits and
inoomeo such ns intevest, dividends, ronts, voyalties, annuities, and
componsation from sources within the United States, In the case of

foreign corporations, not engaged in trade or husiness and not havin

an office or placo of business in tho Unitod States, o flat rato of 1
{mroont is imposed on theso sources of United Statos income, with
he exception of dividends from United States sources, where the rato
is 10 porcont, In noither of these onsocs is & tax imposed upon profits
dorived from transnotions in the Vnited Statos in atooks, securitios,
or commoditios, or those effeotod through a resident broker, commiss
sion agont, or oustodian, Thoso flat taxes aro, with a limited oxcop-
tion in tho cnso of cortnin tax~free covenant honds collectod by with-
holding at the sourco, Thoy are in offgot taxes on gross incomeo of the
onumeratod typos, Sinco the usual deductions and crodits are not
allowod, thore 18 aleo little or no occasion for making refunds, The
filing of roturns by the taxpayers, as a mechaniem of tax collection, is
nocessary only in exceptional cnses, Dotailod roturns are, of courso,
roquired from those porsons upon ‘whom the law places a duty to
LN} . f
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withhold tho tax, Nonresidont nliens carrying on o trade or business
or having an office or placo of business in the United States remain
subject to regular individual normal and surtaxes upon that portion
of their incomes, including capital gains, dorived from United States
sources and are ontitled to olaim certain statutory deductions and
oredits, including the thousand-dollar personal exemption, in arriving
ot their taxablo net incomes,  Tax withheld at the source in such casea
may be taken as a eredit ngainst the tax shown to be due on the roturn,
with a right to rofund to the extont of any overpayment. However
buying or solling upon a stock or commodity exchange in the Unitod
States through a resident brokoer, agent, or custodian does not of itself
constitute engaging in trade or business thorein, Similarly, foreign
corporations engaged in the Unitod States ave taxed upon their total
income, including capital gaing, from United States sources, but at a
flat rate of 22 percent,

The plan of the 1936 act contrasts sharply with the prior law under
which the effort was made to subject the Ameriean income of all non-
resident aliens to the normal and surtaxes imposed upon citizons and
resident aliens, ineluding the tax upon eapital gains in transnctions
consummated hore, with a personal exomption of & thousand dolinvs
allowed in ovory case,  Thore was, however, this important difference,
With minor oxcoptions, citizens and residents are taxable upon their
total incomes, from whatovor source dorived, The surtax rates are
therefore fully effoctive and the eriterion of taxation based on ability
to pay is substantially satisfied, Not 8o in the case of the nonresident
alion who devived from United States sources, only a portion of what
might have been o vory large total income, for i his casoe the maximum
surtax was govesned by the amount of that segment of his income
derived from such sources, not by his total income, In view of the
sharply graduated rates of the individual surtaxes, thoe diserimination
in favor of aliens in the taxation of that segment of their income from
United States sources undor the law as it stood prior to 1036 is ap-
parent,

My, Vinson, Mr, Chairman,

The Cuamman. My, Vinson,

Mr, Vinson. Right at that point, do T undorstand that thoso two
sontences arve oritical of the act of 1036?

Mr, Kenm, Not at all,

Mr. Vinson. That is, in that the income of a nonvesident alion from
sources other than the United States should be included with the
income from sourees within the United States, to mako them gubjoot
to the higher surtax?

Mr, Krnt, Nothing that T have said thus far, Mr, Vinson, is
intended by way of criticism, I am merely attempting to portray
the situation oxisting prior to the 1030 act, that is, that we never have:
had real equality in taxation of residents and nonresidont alions,

Mr, Vinson. I know, but you stuto:

In view of the sharply graduated rates of tho individual rurtaxes, tho digorimis
nation tn favor of alions in tho taxation of that sogmeont of thelr incomo from United
Statoa sourcea undor the law na it atood prior to 1030 ts apparent.

Mr. KenT,  Yos,

Mr. Vinson., Wo havo no power under the Constitution to tax
that segment of & nonrosident alien’s income which is derived from.
gources without the United States, ‘

Mr. Kent. I agree to that.
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er} VinsoN. There could not be any question about that, could
thore!

Mr. Kene., Thoere could not he, not to tax it directly, T agroe.

Mr. Vinson. Consequently under our systom you cmnl(lf not add
the foreign income to the domestic income in order to got the surtaxes
that are lovied upon residont taxpuyers?

Mr, Kine, T would not be wihing to concede as a mattor of con-
stitutional law that Congross could not if it so desired, and if it were
administratively foasible, detorniine the rate upon that portion of
tho incomo derived from the Unitod States sources by his total income.
I recognizo thore would be formidable difficultios in it.

Mr, VinsoN, Wait o minute,  You are backing up aplenty.

Mr, Kunr, No; I am not.

My, VinsoN., Yes;you are. Tho Treasury is, beeausoe in 1934 upon
my motion there was a section that went into that revenue aet, that

ave the President of the United States power, when foreign countries
discriminatod agninst our nationals, to make a penalty tax or to ine
erense tho tax 100 percent, upon the nationals of foreign ecountries,
when that foreign country diseriminated in the very manner to which
you rofer, namely, to choose the world income of onr nationals to
detormine the taxes paid by our nationals upon incomo derived in
that foreign country,

Undor Seeretary Maana., T think T wonld like to speak on that,
sinco I was around, in 1034,

Mur, Vinson, Well, I was, too,

Undor Seeretary Maaini, I would not contradiet you at all.  As
I recall it tho situation that we were thinking of—-and please correct
mo if I am wronj;mwns I'rance, was it not?

Mr, VinsoNn. It was France, and I'vance had passed a measure,

Undor Secrotary Maatnn, As 1 recall it, what Francoe had
threatoned to do, or had dong——

Mz, Vinson, Had done.

Under Secretary Maain (continuing), Was to attempt to tax
American firms purchasing goods in IFrunce, on their total income,

Mr, Vinson, No; American firms onuugod in business in IFranco,
And they attempted to includo the income of such American firms
hore with their income in France,

Under Seerotary Maainn, That is vight,

Mr, Vinson. It wus in the courts,

Under Seerotary Maanun, Yes,

Mr, Vinson, This particular stutute enabled them to work out an
agreement whoreby they desistod from that practice,

Under Seerotury Maaun, That is true,

M, VinsoNn, That saved the Amorican taxpayers, according to tho
ilgfm'mution T havo, in tho first year, $120,000,000 in taxos payablo to
france,

Under Seerotary Maaiun, I think your recollection complotely ne-
cords with my own as to the Fronch situation, Now as I understand
it, what Mr, Kont was talking about— which I may say if you will
wait you will find after he reads tho puper is not the recommondation
that wo are making, but the thing that he was thinking of waa this:
SuPposo that an individual has $#10,000 income from oach of a dozen
differont countries, It may bo so worked out that his total taxea are
considorably less than if he had that income all from one country, and
80 what Mr, ‘Kent had in mind I think was the doctrine which was .
applied, for instance, by the Stato of Now Jorsoy, with rospeoct to.
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inheritance taxes, and which was upheld by the Supreme Court in
Maxwell against hugbeo, to the offect that the State could tuke into
account the total property in other States in dotermining the rates
apRlicublo to the property within the taxing State,

Ir. Vinson, That is an entirely different thing, becauseo tho taxable
situs of one taxpayer is one Stato,

Under Secrotary Maainn, That is why I wanted to mako this
explanation, _

1r. Vinson, 1 did not know what my good friend Mr. Koent had in
mind. T want to say to him and to you that as far as I am concorned
T think ho is tops. T think he is fine, All T know is what ho said on
this printed page, and ho talks about discrimination against tho
domestic taxpayer beeause undor our systom wo do not include the
world income of the foreing taxpayer and add it to the income derjved
hore. Ho says that we only tax o sogmont of that nonrosidont alion’s
incomo, and of course to my mind that is all wo can tax, If wo can
ot an incomo tax upon the income derived from sources within the
nited States wo have done o protty good day’s work, and that is all
wo can do, is not that right?

Mr, KN, T again should make o resorvation on that.

Mr. Vinson, Woll, you will do that overy time. T have never seen
you fail, and it is all right because you are so cautious and so con-
soiontious that you are perfectly entitled to mako your reservations,

Mr. Kunt, Let mo say, howover, that so far as tho term “discrinninn-
tion” was used, it was not intended to ho used in any invidious sonse.
T was moroly attempting to call attention to the fact that where you
are taxing income on the theory of source rather than domicile, there
necessarily is that lnck of equality, and it scoms to mo that that is the
only point 1T was trying to make,

Mur. Treapway, Mr. Chairman,

The Cuamyan, Mr, Treadway.

My, Treapwav, Mr. Kent, this discussion with Mr, Vinson has to
do with seetion 211, has it not?

My, KNt Seetion 2117 I was thinking of the law as it oxisted
prior to the 1036 act, Mr, Treadway.

Mr, Treapway, Tamreferring to the 1930 act.

?Ir. Kenrt. Wo have section 211-a and section 211-b in the 1030
act.

Mvr. Treanpway, This is the 1036 act, containing scction 211,

Mr. KeNT, Yes, ,

Mr. Treapway. That has to do with nonresident alien individuals,
I understand that o treaty has boen ratified by Canada and is now
pending in the United States Senate making that rate definitely 6
percont, In case it is agreed to by the Sonate, will there be any
definite change or offect as to section 2117

My, Kent., Such a treaty was specifically authorized by the terms
of tho 1036 aot, That is, In the case of contiguous countrios,

. li\h" TrReADWAY., Yos; in tho caso of contiguous countries, that is
right,

Mr, Kent, Authority was given to reduco the rate to 5 percent by
re(gyrocal troaty provisions, . ‘

. VinsoN, That is, where our taxpayors received a reciprocal
benefit from a contig‘uona country?

Mr. Kent, Yeos; that is corroot.

Moraoovor, the liability for taxes on capital gains derived by non-
resident alions from transactions within the United States was largely
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theoretical by reason of administrative difficulties in the determina-
tion of such tax liabilities and the collection thereof vhich experience
haid slhown to be virtually insuperable in the form imposed by the
prior law,

It was bolieved that the changes made in 1936, which were based
upon the iden of collecting a substantial tax on nonresident aliens
at the source on_types of income which lend themselves readily to
the device of withholding, which taxes when collected would remain
in the Treasury and not be subject to claims for refund, except in
extraordinary cases, would result in a substential increase in tax
colleotions from this group of taxpayers. These expeotations have
been realized by the revenue returns under the 193¢ act. I offer for
the record a tentative analysis of fixed or determinable annual or
poriodienl income paid to nonresident alien individuals and nonresi-
dont foreign corporations and rogorted on withholding returns, form
1042, for the oculendar year 1930, These figures are based upon
5,638 withholding returns received in the Bureau of Internal Revenue
as of Juno 18, 1937, It will bo noted that the total amount of tax
8o reported is $14,050,684.21, It should be observed, hownver, that
this flgure does not include tax collections on resident forcign cor-
porations, taxable at 22 percent on their Amerioan income, with
rospect to which no figures are yot available, nor additional taxes to
be collected by returns from nonresident alions carrying on trade or
business in the United States, Nor does it represent a full yonr's
collection of withholding taxes, since tho withholding on dividends to
nonresidont alien individuals and the higher rates of withholdin% on
other sources of taxable income did not become effective until July
2, 1030, Othorwise, tho total collections at the source for the year
10356 would inevitably have exceeded the above figure by several
millions of dollars,

With your pormission, Mr, Chairman, I should like to offer this
chart for the record, ,

’1‘113 Cuamman, Without objection that may be included in the
rocord,

(The tabular statement entitled ‘“Tentative Analysis of Fixed or
Detorminable Annual or Periodical Income Paid to Nonresident
Alion Individuals and Nonresident Foreign Corporations and Ro-
ported on Withholding Returns, Form 1042, for the calondar year
1030, is ns follows:)

Tontativo analysis %ﬂxed ar determinable annual or periodical income paid lo nons
resident alien individuals and nonresident foreign corporations and roported on
withholding returns, form 1048, for the calendar year 15356

(Nwnber of withholding returns, form 1049, recelved in the Burcau as of June 18, 1037, 5,636)

Dividends Amountoftax| Rate Taxable income

1. Pald to ogrpomﬂom by payor corporationa | $340,447.60 1)41830, 029, 844,00
to July 2)

----------------------------

P
(prior .
2 'ﬁto vations by noini rlogtoJuly 8 63,412.00 | 14| 8,860,8%.00
3, §’:< tooﬁ‘\lgfvr‘guax{; A nnmﬂp b bave J ' M) 0,800,6%

corporations by payor
oop»on}tlmw after Ju r Diresensrnsngransresss 8,187,308.00 | 10 | 81,879,000,00

4. Pald to individusia and corforations by noms
lvm(nnor nl{ 1voencsneroranssesanssnssnras 2,010,801,12 | 10 | 24,708,011, 20

8. Pald by resident iofela oorporationa to indls
vldgu ] (ponr COJWY Dovrrenrnrrrnepnnsracenn 1,34.0 4 290,018, 28

0. Pald by realdent forelge oorpomﬂom {0 corpos
vations (br 3\‘ LOJUIY Deenacnuansnrrunarnsepes 1,000,371 1B 80, 409,40

2. Pald Ly realdont forelgn oorpor?i ne to indis
vidunls and corporations (nfter July 1)..seaes. 14,120,806 | 10 141, 203. 60

pommmsnnne s §147, 470, 000, 1

570G Tty Qo)
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Tentalive analyeis ng[ fived delerminable annual. or- perdodical income paid to nons
{

restdent alien individuals }and nonrestdent foreign cm;ooran'om and reporied on
withholding relurna, form 1048, for the calendar yeqr 1686-—Continued
Dividends Rate Taxable income
#IDUCLARY
8, Distributable obsm of the income
Dotero ane ot attar bty DO o1 088, 888,11
orodMor tox withheld on "
hond Interest (voported on
{0t 1013)eesncveancscecncen 46,014, 40
S ——— 10 $10, 689,881, 10
ROYALTIES :
9, Pald to {ndividuals (before July ). cacuvrennenee 4 9000, 467, 33
1. Pafg I Sk M) dhbbbaeteabpbe 10 | 1,900 117,10
1, Pald to corporations (ontiro Year) .eevavensvsvone 18 | 8,820,334,87
srosremememes (3, 300, 919, 23
INTRRRST
12, Pald ot individuals (befora July 2. .veeeereracass 4 110, 200,
13, 5‘33%’0 {nmv‘mms%nttmu yyl ) 10 607.8’38.’!’8
14, Pald to corporations (6ntire YOAr). cesessonsaseos 16 | 1,173,251, 48
1,701,341,08
BALARIES
18, Pald to Individuals, (noluding residents of Oan-
ndnau.d 1:1«) inlou?‘ B Dy e O A 4 800, 270,00
10, Pald to Individuals, exel rnv)mldonu of Gan-
ado and Mexioo (After JUIY 1)sauesssnsrcsnness 10 409, 846,00
1,070, 134.00
RENT
17, Pald to individuals (beford TUIY 8)eveeececensnee 4 80, 404, 78
AR 1 Bk MR S A e o | R
vevsorrmporpee 243,708, 40
COMMISSIONS
10, Paid to {ndividuals (bofore Ty 8) . .uecnvecranes 4 8 80
» %:sfz RN R b A deeeeon 10 szfmgo
21, Pald to oorporationa (entlro year). - .. 10 07,685,40
- 210, 884, 30
ANNUITIES
22, Pald to individuals (heforo Jnly 2. nsvenensernas 4 , 047, 28
A, gald to 'ud!vlguus alter uly‘)) 10 ;:.005 164,80, 08
NUOBLLANROUS OR UNCLASSIFIED : T
4. Pald to Individuals (before Jnly . cvnvennaveesen 4 0, 504,
H ] R i |_diihe
X YOAD) sauceerseannane , 341, 1,448, 004,18
L . S Y 169, 189, 250,03

Corparate bond interest paid io nonresident alien individuals and nonresédent foreign
corporalions as disclosed by 869,650 ownership certificates for the calendar year

1938, filed with the Bureau of Internal Revenue

Rato Taxable Incoms
Pald {vidunls and partnerships:
S w-mooomnnng....?.’................ a | 47,087, 624,46
0) With tax-fro0 COVONANE vianeessnsscersananas 4-10 | '4,071,400.30
©) Without tax-{reo cOVeNaDt. .covarnvensnacans 4-10 | 5,043,804.60
) eveeeameamtsmes $17, 073, 888, 84
Pal ocqwomtlom: .
q) W Rm-moovorusnt...................... 3 1 1,000,048, 68
8 Withous takcoos cOvOnaTG-oosooarrmaemaies | Ao
casrsannssssnasane X 4,870,678,07
TOt0) e asnsancarantnvasneesraussacnssnannonnens 91,081,764, 81

Totalamount of taxable incomo ‘°"“&.‘°‘3|?;'|‘ nv;tgmgl(‘l:no :(ww ‘f&r ;?:3“1(9!

Total amount of tax reported on withh

i

08T 1030, oeuua $101, 184,020, 84
y ok ) 084, 31

nwessussvesnne
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. Mr, Kenr, This figure may be compared with the figures represent-

ing the amount of income taxes collected in prior years from all non-

ze%ildent, aliens and all foreign corporations, as shown in the following
able: ,

1038 e e amearcmecmeme e mnm e me o mmanm e amaenan s maaeane 85, 218, 125
1984 01N TIIIIIIIIIIIIIIIIIIIIIIIIIIII I 8, 728, 854
1938, 20T Il I 8, 783, 244

This comparison suggests that the changes made in 1936 looking
to mora adequate colleotion of taxes on forei%n taxpayers represent
a substantisl improvement in a more equitable distribution of the
tax burden between citizens. and residents of this country and resi-
dents of other countries deriving income from United States sources.

The principal defect in the new system is that which is inherent
in o flat rate of tax at & oderate rate, viz, that there is
imposed on foreign, geeipienta of la omes from United States
sources & tax rese“much lower than that U
This will gepsrally be the case with indivi
income fromt’” United Statos 08 of $26,000%g)
The numper of such persons ¢s cohmidgrable, thoug

more qer year,
muoh e8s thum

those wjfose Americap/iipomedyore lessithan that figuke.
It bo seen that the reolpiente of these larger Ypcomes enjoy
measufably ang in somi onses y subsstintial tax Nenefits under

the rétes proso . g 19
ontizsve and residents r

80" nef 08 compared with Epited States
itg tho'game’ um?\lnts of in{

ineqpality could be minisgized or re vgd andsgubstantidl additional
revéhue obta;gg;ii by . dgust entuQf Me withhqlding rates
andjpr the imp ugn f to&' tax burden by wa¥ of surtax
upol the nonrgsidentmlion reciple f larger incomos, §

Int that conniction Jgwish to 8&: ! e here for thefmformation
of thé committeo ang’forrquch Mse g4 ghe corimittee may desire, two
other.gharts, onb of ‘which comtaing o lift. Thigds merely a sampling,
you wi’g understand. Lt confaing s listipf nogrosident gffons receiving*
mcometor the taxablo yoarr103564n oxcolp 0f626,000. #Mho {m 080 O
tho tabla ds to show whiit the taxiffects'would havog
10365 incof as their income-for«1030, according tgd

taxable undew scotion 211-a or seotion 211~b o
for such dispositign as the committee may sepdlt to make of it,

I have another Whapt, which contains he hames of 132 foreign cors
i)omtions and partne mdminces, deriving income from
Jnited States sources, chiefly dividend income, the names. and the

amounts of the income which these corporations received durinﬁ the
enr 1036, as shown by form 1042, which have been filed with the
‘ommissioner of Intornal Rovenue, :
Mr, VinsoN, Have you copies of that? o
Mpr, KenT, I just had this one copy. S
The CuarMAN, It is hardly necessary to put that in the record,
unless gomeone speoially requests it, S
Mr. Vingon, Let us soe if I glob this pioture. In 1933, 1034, and
10356 the total revenues derived from nonresident aliens and from
foreign corporations is $8,0007000 plus, annually? Is that correct?
Ml’. KENT- YOS. . ‘ ".‘
Mr, VinsoN. The figure of approximately $18,000,000, which has
alroady boen paid into the Treasury under the 1930 act, is the revenue
paid only by nonresident aliena?
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Mr. Kent. And  nonvesident forei corporations, nonvesident
aliens and nonresident foreign corporations, It is that tax which has
boen cnught at the sourco,

Mr, Vinson. What do you mean by a “nonresident corporation?”
-« Mr. Kent, Nonresidont foreign corporations,

Mr. Vinson. Having a place of business here, or not having a place
of business hore?

Mr, Kent, Not having a place of business hore.

Mr, Vinson, In other words, $15,000,000 is the amount of rovenues
obtainod from nonresident alions and the nonresident foreign cor-
porations not having places of business hore?

Mr. Kent, That is correot.

Mr. VinsoNn., The revenues from the resident alion or nonresident
alion having o place of business hore and the foreign corporations
having places of businoss here are not included in the $15,000,000?

Mr., Kenr, Thot is right, oxcei)t to this extent, Mr. Vinson, that
tho withholding taxvs, the withholding rates apply to all nonresident
alien individuals., Therefore there may be o few of them. There
will not be many of thom. There may bo o fow of thom who will be
filing returns because they are carrying on a trade or business in tho
United States, who will have paid that same small amount of tax at
the source.

Mr, Vinson, Is that included in the $15,000,000?

Mr. Kunr, That is included in the $15,000,000.

Mr, VinsoN. What tax then upon the foreigner, whethor he be an
individual or a _corporation, is not included in the $15,000,000?

Mr. Kunr, Thero is the income of foreign corporations carrying on
trado or business in the United States, and having an office or place
of business therein, that is taxable at the 22-percent rate.

Mr. Vinson, But that is not in the $15,000,0007

Mr. Kent. That is not in the $16,000,000,

Mr. Vinson, Can you estimate the amount of taxes that it is rea~
sonable to expeot that will be added to the $15,000,000 for the tax~
able year 1036?

Mr. Kent, 1 really cannot make an estimate on that, Mr, Vinson,
Y can give you this figure, however. I can give you a broakdown of
thoso proceding yoars showing tho amount of income collected from
foreign corporations filing returns in those yoars,

Mr. Vinson. I do not want the foreign corporation filing returns,
where that monoy is included in tho $15,000,000.

Mr. Kenm, Yes, ..

Mr, Vingon, In short, here is what I want? 1In 1034 and 1938
ou had $5,000,000 II»lue annually from non-resident aliens and
oreign corporations. I want to know how many million dollars will

be collected from those two sources under tho 10306 act.
~ Mr, Kpnr, I will %eb that for you if I can. I do not know whothor
it is possible just at this time to get oven an approximate estimato on
that, because that is information which is gathered from o statistical
analysis of the returns filed in March,

r. VinsoNn, In any event we are $10,000,000 better off annually
than wo were bofore the 1030 act?

Mr, Kenr, That is correct,

Mr, Vinson, I am wholeheartedly in agreement with you that the
foreign taxpayor who will make an income-tax return here should
pay tho sm\o rote of taxes upon the income derived within the



TAX EVASION AND AVOIDANCE 325

United States ns a domestic taxpayer, The trouble was, I think
you will agree with me, that in the case of the smaller foreign taxpayers
they were not making returns, Is that correct?

Mr, Kent, That is correct,

Mr. VinsoN, And this withholding tax picks up $10,000,000 addi-
tional, and picks up money from many nonresident aliens who were
not paying any taxes at all?

r. KXunr, That is undoubtedly true,

Mr. VinsoN. Now assume that you would take a figuro of $25,000,
which is tho fizure you used in your statement, and you would apply
the withholding tax to all income of nonresidont aliens and to non-
resident foreign corproations not having a place of business here, and
require the making of a roturn by those foreigners who have an in-
come of more than $26,000, and make applicable the domestio rates
to that income, and then credit the tax when computed with the
amount withheld, would that meet the situation you have in mind?

Mr, Kenr. Approximately; yes, .

Mr. Vinson, How many taxpayers would {all in that oategory,
who will be compelled to make the return?

Mr, Kent.' I do not have a figure on that, I think I could get
that figure for 1035, .

Mr. VinsoN, Approximately, have you got any idea?

r. Kent, There would be, I should say, a thousand or more of
them, I think a thousand would be a conservative estimage,

Mr. VingoN. And, of course, that would pick up several added
millions of dollars?

Mr, Kunt, That is true. .

Mr. Vinson., And, of course, tho foreigner who has his place of
business here is now upon the snme plune as the domestic taxpayer
and subject to the same rates and the same surtaxes?

Mr, Kunw. That is right. ) ,

Undor Secretary MaaiLr, There is ono little thing you may want
to do thore. 1 think the law now reads ‘“If he has oflice or ?lace of
business in the United States.” I vhink probably that word “office”
wants to be takon out.

Mr, VinsoN. At one time I do not believe it was in the statute.
I am not just sure about that. It scems to me as if at one time we
had “place of business’” without “office.”

Mnr, Coorrr. Mr, Chairman,

The CuairmMan. Mr, Cooper.

Mr, Coorrn. Mr, Kent, the second chart referred to by you was
not put into the publio record?

r. Kent, Yo, ,

Mr, Cooren. You spoke of it as being only a sample that you made

some reference to?
~Mr, Kena, Yes, :

Under Secrotary Maaiun, I understand that what has gone into
tho record is tho statement of the tax gained by virtue of the 1936
tax provisions, -

r. Coorrr. That is the first chart referred to?

Under Secretary Maaiun, That is the firat chart ho offered.

Mr, Coorkr, But the last two? : : ,

Undor Socretary MaciLt, The last two ave not in the publio record.

Mr, Qoorpr, That is right.

Mr. Orowrnrr, Mr, Chairman,
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The CrHarMaN, Mr, Crowther.

Mr. Crowrnir, As I undorstand, Mr. Kent, the nonresident alien
carrying on a trade or business, or foroign corporation having a busi-
ness in tho United States or a place of business, they are both subject
to the onpital-@uina tax?

Mr, Kent, Yes,

Mr. Crowrngn, But the nonresident alion is not? Ha is not sub-
jeoted to the aa&»itnl-gnins tax?

Mr. KeNm, That is right,

Mr. CrowrnEr, 1 wonder why. .

Mr. Kent, Our exporienco had been, as I have statod in my atato-
ment, that the liability was largely theorotionl; that it was extromoly
diffioult, and in many oases impossiblo, to detormino the amount of
his gain in the firat !)Imm. to looate the transaction, to identify the
nonresident alion living abroad as thoe porson who was the party to
that transaction, and after determining the liability, where that was
posgible, to colleot the tax, .

Mpr, Crowrner, Have you gentlomen given any considoration to
the ra‘mnl of tho capital gnina und loss aeotions?

Under Seoretary Maaint., Wo have boen working on this problem
off and on I syppose for 6 or 8 months, Thoe difficulty is, a8 you can
roadily apprecinte, that the cortitioates of stook in Amerioan corpora-
tiona are said to circulate freely abroud aa bearer certificatos. That
is, the certifioato ie isaued in the numo of a foroign brokerage house,
for exampls, and is by it ondorsed in blank, and then the cortificato is
sold all around in the foreign countrios,

Mr, Crowrnier, I am talking about the repenl generally of the
oapital gains and loss section,

nder Secretary Maoinn, I beg your pardon. I thought you
meant this,

Mr. Crowrner, Yes, I do not mean in reforence to this,

Under Secrotary Maatnn. Yes; that has been also a matter of major
consideration with us. That is one of the various probiems that we
expeoted to present to you in the fall when you go into the other
program.

r. VinsoN. Mr, Chairman,

The Cuammman, Mr, Vinson, ,

Mr. Vinson, Mr. Magill, if we are going to have legialation at this
session, do you not think that the question of capital gains and losses
and the question of depletion, and the ?uostion of community pro&arty
ought to he passed over for the time, for a comprehensive study

nder Secretary MaaiLt, Your judgment on that would be better
than mine as to the legislative situation.

Mr. VinsoN. You are acquainted with those three problems, and
they are ma';:or roblems in our taxing law. If wo are going to have
legislation at this session, do you think it can be gone into thoroughly
enough to tako action?

Under Secratary MagiLu, As far as capital gains are concerned,
I would quite agree with you, I do not see how you can go into that
at this time.

Mr, Vinson. When you get into depletion you have a very com-
plex situation, have you not?

Under Socretary Maginyu, Yes,
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Mr. Vinson. Of course thoe logal problems connected with com-
mum? property that wo have alroady ascertained are quite complex.

Under Secretary Maainn. Quite difficult,

The Cuairman, I think we all realize that those controversial
questions will require more time than we have at our disposal, to get
logislation on this immediate in'opoaition wo have been considoring
at this sossion of Congross, am thoroughly in accord with Mr,
Vinson in_that respoct, .

Undor Socrotary Maaint. We are anxious to got logislation on some
of theso mattors that wo have prosented at this time. That is the
reason for prosenting them, )

The Cuamrman, Havo you finished for today, Mr, Magill?

Under Seorotary Maainn, The other matter that I had in mind
hero, subject to your ploasure, is this information that Senator
Harrison spoke abhout that Sonator LaKollette wanted and asked for
at ono of the onrlier meotings, in respoect to cortain porsonal holdin
companies that were included in another iscussion which ha
ocourred bofore one of the committoes, We have that information
roady for presontation if you want it at this time,

Sonator Hannison, I would suggeat that the matorinl called for
not he filed today, but at our oxeoutive session meotmﬁ we can
determine what if anything further along that line is desired,

Mr, Coorkr. Thon, Mr, Chairman, I move that wo recess until 11
o’clock Tucsday morning, to meot at that time in executive session,

(Tho motion was agreed to; whereupon, at 11:20 a. m,, the come
mittee adjourned until Tuesday, July 0, 1037, at 11 a. m,, to meet
in exccutive session at that time.)
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