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The pending tax bill, H. Re LL73, which the Finance Committee has reported

to the Senate,is one of the most important pieces of legislation to come before the
Congress during this eventful ycar. The bill is of crucial importance to the
defense effort and to the welfare of this country, and it is therefore essential
thet the soundest possible consideration be given its provisions,

Whit are the economic facts? Congressional appropriations will amount to
about $oL/billion. Not 211 of this sum will be spent this year. For the current
fiscal year which ends June 30, 1952, expenditures will be roughly $70 billion.

In the next fiscal year, cxpenditures will be between $80 billion and $90 billion,

These are not theoretical cxpenditure figures., These are facts —- the
result of deliberate and mature action by the Gongress for which we cannot escape
responsibility. The major appropriation bills have passed both houses and the
huge sums decided upon undcrwent scrious study and debate before we acted. We
have voted large sums for our military defenscs, for new weapons, to strengthen
the free world, to run our government efficiently — and we have done so by our own
votes. Vie must now as responsible members of Congress scek to raisc the moncy to
pay the bills which we hawve incurred,

In deciding on the amount of our national bill, I believe the American
people agreced with us that the expenditurcs are necessary.

The citizens of this country are aware of the dangcrs that beset use
Communist aggression continucs to threaten our security and the sccurity of the
freec world. It can be halted in one of two ways. The first way is to stop the
aggressor when he wenturcs to attack, as he was stopped in Korea. The scscond way
i8 to arm ourselves and hclp build up the strength of our allics so that the
aggressor will know that he cannot succced. We must show our determination to
protect frecdom all over the world whercver it may be attacked,

The production program which is necussory to build the free world's
dofenses 2gainst Communism is a lorge undertaking. It is expensive,, It requires
the diversion of a large proportién of our human and physical resources from
production of pcacetime goods to the production of arms and munitions. It mcans
that we will temporarily have fewer automobiles, refrigerators and television
sets, and that our wage carncrs and farmers will have to work longer hours.
Above all, it needs all the courage and foresight which is characteristic of the
Americcn pooples

The genius of the Amcrican people to produce more in times of great stres:
is always under-rated, but it has been proved many timcse I believe we can
achicve the production goals rcquired to complcte the military program and also
to lay thc groundwork for increasing living standards, not only in this country
but also in the rest of the frece world. We necd only to harness some of the
tremendous potentials which are still untapped here and abroad to realize these
objectivise

The cold war is not a temporary phenomenon. It is one of the practical

political facts of our gencration, In the prescnt armistice talks in Korca, we
are dealing with only onc thrust of Comrunism, Even though onc thrust may be
stovped, there is no telling when a second will strike in another corncr of the
globe. We will not cope with Communism unless we face the cold, hard fact that
werust build up our strength for a long pull, We cannot arm quickly to mcot one
thrcat and then disarm as soon as it h.s been averted. Such a course of action
is wasteful and incfficicnt, More important, if we relax our guard cven oncc, we
arc likely to lose the fight against the encmics of frocdome

The fact that the cold war is likcly to last a long time makcs it
imp.rative that we plan ahcad, Our cconomic system must be based on a strong
foundation if we are to succced in our resclve to stop Commnism. Part of this
foundation must be a strong and cquitable tex system which will be adequate to
pay the cost of rearmamcnte

Now that the Conzreossional action on appropriations is complcted, it
is clcar that we must add substantially to our revenucs. The citizens of this
country are willing to undertake to pay for their defense so long as the tax
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burdcn is distributed fairly and in accordance with ability to pays The tax
structurc is a complicated meehanism of necessity. Mo:t of the tcechnical
provisions of the tax laws arc not understood by thc average citizen. The task
before the Congress in distributing the burden fairly among individuals and
corperations is thercfore especially important. It is our obligation to our
constitucnts to design tax lcgislation in the fairest manncr possible.

Wic should approach the problems of taxation on the basis of a simple
principlet our tax system should be strong ecnough to meet our commitments and
it should distribute the burden fairly among the pcople.

The legislation which is now before the Stnate docs not mect the
specifications in this simple test. It will not raise cnough revenue to balance
the budget and will therefore invite inflation through deficit financing.
liorcover, the moncy thet the tax bill does raisc is distributed unfairly. The
tax burdcn on corporations whosc profits have soared to the $50 billion level

25 been cut by almost $800 million below the House bill. Taxes of individuals
with incomcs above $5,000 have been cut by $351 million below the House bill,
Furthcrmore, sone of the most important loophole-closing provisions adopted by
the House have beecn stricken from the bill and a number of new loopholcs have
becn addeds The many excess profits tax amendments which we are asked to adopt
to "relicve hardship" give $120 million of relief, in most cascs where it is un-
warranted.

Few pcople can comprehcnd the broad scope of the loophole=-opening
provisions included in the bill. Nonetheless, I belicve thot it is the duty of
the Sencte to scrutinize those provisions carefully and to understand their
implications. My objective in bringing these matters to your attention is to
familiarize the members of the Scnate with details which they might owverlook
in the rush to complete action on this one rcmaining picce of major legzislation
during this scssion. When the tax system alrcady calls for over $60 billion a
year and when we are asking the taxpayers to pay $5 fo $7 billion more, we must
in good conscicnce examine carefully the make-up of the additional burden.

An 2nalysis of the bill before the Scnate will demonstrate that it is
defective in three rcespectss

First, the reductions made below the House bill will go largely
to corporations whose swollen profits are ample proof that they
arc able to pay thc additional taxes imposcd by the Houses

Sccond, the bill docs not close cnough loopholes in the present
lawse

Third, it cxtends unwarranted tox privileges and opens up new
loopholes which will be available to relatively few people at
the expense of many,

I. Comparison of House 2nd Senate bills

Accerding to the report by the Finance Committec on H. R. LL73, the
House bill would collect in = full year of operation about $7.2 billion of
additional revcenue., This amount would be obtained from the following sources:
$2.8 billion from changes in the individual income tax; $2,9 billion from
changes in the corporation income and cxcess profits taxes; $1.3 billion from
incresses ond revisions in the excise taxes; and a net increase of $245 million
from structural changes.

As revised and amended by theFinance Committee, the bill would raise
only $5.5 billion, Of this amount less than $2.h4 billion would be raiscd from
the individual income tax, or almost $1/2 billion less than thc House billj
$2.1 billion fron corporation toxes, or almost $800 million less than the House
bill; and $l.3 billion from excise taxes, or approximately the same incrcase
that the House bill provides in this area, Finally, the so-called "structural
changes" in the Finance Committee's bill will actually reduce revenues by $3%0
million whercas the Housc bill raised $245 million, making a difference of $635
millions

I should like to rcpeat thesc differences: almost one-half billion
dollars of thc reduction in the yield below the House bill will go to
individuals; almost $800 million will go to corporations and $635 million will
be lost beeause of the f2ilure to close locpholes recommended by the House and
because of the addition of new loopholes in the tax laws. I wonder whether the
meribers of the Senate realize thot of the total reduction of $1.7 billion below
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the Housc bill, $128 nillion will go to familics with inccomes below $5,000, The
remaining §1,565 million will go to corporations and to individuzls in the
high-income brackets who can take advantage of thc existing loopholes and the
new loopholes that were added.

In view of the one-sided nature of the reductions made in the House
bill, I believe it is worthwhile to revisw them carefullys.

A, Corporation Incomc Tax

The reduction of $800 rdillion dollars in the inercascd corporztion
taxcs possed by the House comes at a time when corporation profits are at the
highest peint in history. The story is the saime whether profits are taken
befors cr after taxes. In the period 1946 through 1949 which is the basc
period for the excess profits taxes, corperation profits averaged $29 billion
beforc taxes znd $17.6 tillion after taxes. In the first half of this yoar,
corpor:tion profits averaged $50 billicn ot an annual rate before taxes and
almost $23 billiecn after texes. Even if the increased toxes imposed by the
House were to be adoptud, corporation profits this ycar would be about $20
billion after taxes. This is higher than profits after taxes in any year of the
base pcried except the boom year 1948, and it is just ebout double the highest
profits made by corpcerations during Vorld War I,

There is every indication that corporations have the ability to pay
the taxes proposed by the House. Narkets for corpor-ations arc virtually assured
by the defense cxpenditurcs., Five yoar emortization has becn allowed on $6
billion of faturc plont cxpansion, even though a high proportion of these
facilities will be uscful to their owmers after the current emergoncy is overs
The excess profits tax providcs gencrous relief provisions for all corporabicnse
It is nct surprisiag under these circunstances, to find that the stock market
has this ycar reached the highest levels in the post two decades. To ask
cerporations to bear $2.9 billion of additional taxcs, as provided in the House
bill, is only fair in times like thesc since it will still lcave them with
record profits after taxecs,

The major part of the $800 million dollar reduction in the corporation
tax incrcase made by the Finance Gommittee is due to the eliminaticn of the
inercasc in the excess profits tax propesed by the House and the reducticn of
the ceiling rate from 70 to 69 percent. These two chonges, which cost 2bout
$600 million, will benefit the largest and meost prefitable corporations. By
contrast the purpose of the House provision was to reduce the impact of the
higher taxes cn corpor-tions whose profits have fallen substantially bslow their
average profits in the basc period,

The bill befeore us deviates in one other important rospect from the
Housc bill. The House mede the corporation tax increases effcctive January 1,
1951, As rcported to the Senate, thesc increascs are made offectiwe April 1,
1951, or one quarter later, In this monner, lizbilitius of corporstions for
celendar year 1951 will be reduced by cwr onc-half billion dollars. The

11, 1951, to nean g reduction ia the tax of United States Steel by $23 million,
O the basis of its repertcd financizl statement for the first holf of the year,
Gencral Motors will save at least as much by the change in the effective date,

Cerperstions have becn forewarncd from the beginning of this year thet
they would be subject to additicnal taxcs on all this ycar's profits. Except
for the speeial situation crcated by Korca last year, changes in corporation
tax rates -- whether up or down -~ have always becn made effeetive beginning the

the first of the year during which the legislation was cnacted. This is

hecossary beeausce corperations are not on a current tex payment basis, If

corporation tax inereases were to be prospective only, the lag in eollcetions would

postpene actusl payments of increased lisbilitics by as much as two ycars in some
caszs., The argument that inercased corporation taxcs mwade effcctive the first

of this year arc retroactive and thus undesirable is merely a pretense to cnable

corporations to cscape their fair share of this year's tax burden. I am certain

thev corporations would insist that tax reductiocns be made effective beginning

the first of the year if profits fell and they would notcall it a retrocctive

tax reducticns There is no valid reason for postponing the effective date of the
increase in taxes on corperatisns to a date later than Jamuary 1 of this ycar,

%n Eh% first quarter of this year cor oratiog rofits were tge hi ggsthin hisgoigs
y delayir he ¢ - e Se T
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For these reasons, I will join with 2 number of my colleagues in urging
the Senate to restore the increase in excess profits tax made in the House bill
and alsc to make these chonges effective beginning January 1, 1951
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B. Individual incows tox ;
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The most equitable feature of the bill as passed by the liouse s the
defense tax vhich increused everyvody's taxes by 12; per cent, with an adjustuent
in the highest brackets to limit the topriost rate to a maximum of 94.5 per cent.
This nmethod of increasing taxes for lover ané widdle-bracket taxpayers has been
retained in the amended bill before you, but the increase is reduced from 12 ; to
11 per cent. In the higher brackets, hovever, the tux increcse vas limdted to
8 per cent after nresent taxes. The eflect of these changes at di.ferent levels of
incone for o married person with tvo dependents is showm in the following toble:

s Tex increase 3 Reduction
#Het Income 3 House - finance 3 Anount - Percent
: bill sCorziittee BI1Y ¢ (1) - (2) s (3)/(2)
, TR @) e (Z)
$ 2,000 e} 15 > 13 i 2 &
5,000 65 57 8 12
10,000 199 174 25 13
25,000 764 655 96 12
50,000 2,361 2,08 281 12
100,000 6,489 3,680 2,809 43
500,000 29,571 7,757 23,5124, 4
1,000,000 42,544 11,287 Skl ik

s

# et income aiter deductions but belfore exeumvtions.

The revisions mede by the Finence Corridtice reduced the ilouse tax increcse by 12

or 13 per cent for 21l levels of incone up to {,50,000. Fouvever, the recuction was
43 per cent at the 100,000 level =nd 74 per cent sbove the 500,000 level. Stated
in other terms, the tax bill was reduced for the 36 million texpeyers with adjusted
gross incomes of less thum 5,000 by a total of 5126 million; but for the O willion
taxpayers it incomes above 5,000 the reduction wes 5351 million.

These figures deonstrate the veal purpose behind the revisions uade in
the tex incresses for individuals. They were desired to soften the limpact ol the
tex bill on low-incoue recipients by a fewr dolilars in owier to woke noxc palatable
the very lerze redvctions made in the texes of the weclthy. The O per cent liudite-
tion 1rill benefit only single persons vith taxeble incones 2bove {27,000 ond
married persons with texable incomes above 154,000, Those with lover incomes will
not save a single cent fro:: this lindtation.

The staif of the Joint Coumittee on the Economic Report iecently published
the latest study of the distribution of total Federal, State, onc local toxes by
incore levels. These fipures ore no less thon stortling and it is unfortunute that
they heve not been given wore wicespread _ublicity. The facts arve th.t in 1948,
individuale and fanilies with incones under 51,000 paid 23.6 per cent of their
income in taxes to all levels of govermment. This compares with 20.35 per cent
between 1,000 and [2,000; aluost 22 per cent betieen (2,000 and ,5,000; 23.1
per cent betiween $5,000 and (7,500; and 31,7 in the classes above 7,500. Thus,
the peopls :-ith incomes below ;1,000 actually bear o heavier tax load, ihen all
taxes ayve token into account, than any group up to the 7,500 level.

The nced for revenue is urgent and ve sust iwnose hijher toxes even on
1086 in the lower incoms groups vho o.e alveady heavily burdsned, Dut e cannot
give aiey a half-billion of taxes ot this tine, egpeciclly lwen the major showe
soes to the wealthy. I, thevefore, urge 11y collecgues Lo reconsider the reductions
nade by the Finance Committee in the louse bill end to restore the oviginel individ-
wal income tex increases passed by the House,

C. Gapitel fains

The conitel gains rate is now limitecd to a macrirma oi 25 pex ceut and
profits frow the sale of essets held for six vonths or Loxe cre given tuis pre-
Terentisl trectient, So for as I have been able to determins, the six-uonth lLiolding
veriod accomplishes nothing except to reduce the taxes ol speculators ho ill be
able in one way or another to hold their gains for =t le.st 6 womths in order to
obt.in preferential the rote on long-tern copitel gains.

The low vete of tax on capital gains singles out for speecial trec iment
incomes which hive no less obility to pay than other types oi incores. Indeced ot
one time, earned incoie w5 considered to be entitled to a speciel credit for tax
purposes. Avparently, speculating and coupon-clipping hove attainod o uore
preferential status than income earmed by wage ecimers and ever salaried executives.
Capital gains aie heavily concentrated in the high~income braciets and the
preferential trectinent accorded them will e especially fevorsble to the wealthy.



At the 3,000 level, capitcl goins aownted to less than one-half of ome per cent
of totol income in 1948; but they amountsd to 25 ner cent at the 500,000 level.
Preferential treatizent Jor capital geins is, therefore, nothing less then class
legislation--legislation yhich recduces the tax burden of the wealthy classes.

Tiie Secretory of the Treasury urged that the canital gains tesx be in-~
crecsec. He pointed out that the starting rate on ordinery incomes oné the rate on
long-tera eapitel gains for individuals not subject to tiwe alternotive tax veve
increased substontielly under the Revenue Act of 1950 and ill also be increwvsed
egain under this bill. His reco.mendcotion was thot the alternative tax rote be
inecrecsed froii 25 to 37% par cent. I would suggest a 35 per cent rate to accord
amrroxinstely with the rate increase in the Revenue Act of 1950 and in this bill.

hie House bill increased the capital gains rate to 26 per cent for cor-
porations an¢ individuals, or by only one-fifth oi tlie inerease proposec by the
Secretary. The bill before you does not contain even tihis snall increcse.

Thy does the Finance Cormittee not believe in inecrecsing tax buvdens of
of recipients oi capital gains even in the slighltest degree? Tae reason given is
thot an inerease of 3 percentage poiants will discoureze the realizcotion ol geins
and preswicbly would rcduce rather than ineresse revenue. On Pages 62 and 63 of
the report of the Uays and lleans Committee, you will find, hovever, that (87
nitlion will be lost os a result of thie elimination of thwe capital gains tax in-
crecse provided by the House. Appavently, those vho made the estiisates foxr the
House do not agree witih the Finance Cormittee in its analysis oi the efiects of the
capital gains tax.

The fact of the matter is that the yield from capital geins hes not
cenended on the capitnl gains rate. Capital geins reported on tex returans have
inere.sged and deecrsised s the stock mariet hiis gone up and dowm. Lorge capital
gains wiere reported then the rates were high and low; and conversely, varving
amounts oi ecanital gains vere renorted ihen the rate has remainecd unchansed rfor a
nuaber of years. The basic forces oi the market are more controlling then the tax
rote, and it is erronecus to suprose that a relatively suall change ia the capital
gains tax can upset tle narlet.

According to the record of the open hearings belore tiie Minance Co.:iitlee,
pages 119 and 234, 2 report in canitel geins taxation was subwitted by the Treasury
Departiient. I shouwid like to ask the Chairman, or any othzy :embsr of the Cormittee,
vhether this report substaatiates the conclusion that a 2 pser cent iners.se in the
capital geins will discourage realization. T1ill the Cheirien nal:e this renort
available to the Senate todar so thol we can all zive this matter the cureiul study
it cdezerves?

The feilure of both the House and the Finance Couisittee to lengthien thie
holding period from six ronths to one year is also unwerrantec. The holding period
was originally desiined to prevent taxation of capitcl goins :lich accrue over
many vears from being taxed cs o lump swi in the yecr then the geins are vealized.
The holding period was originally tuo years, but it wes gradually vhittled domn
mtil, in 1942, it '2s reduced to six nonths.

There is ro justification for taxing e profit fror: an asset held Tor less
than one year ot & preferenticl rate, any iore then to giwve such trestment to a
jeuveler ov soiie other merchant hio turns over his stocl of goods only tiwvice a year.
Our incone tax is on an annual bosis and theve is no herdshin irposed on nrofits if
assets are held for less then a year. The six months holding neriod benefits mainly
the speculator; the genuine investor vho holis his stoel: for long periods for
investnent purioses derives no benefit fro. a sliort holding period.

An increase in the capitcl geins tax is re:uired not only on the ground
that zll other incomes have beei subject to hisher tex rotes since Norea, but also
on the ground thot it is needed to protect the basic equity of the individual income
tax. ‘hen tax rates aie high and one type ol incone is subject to a low rate, it is
notural thet individuals will try to convert ordinary incone into the type of iacomne
vhich is given preferential treatment. The courts heve for years wrestled with
this wreblen but the cases of tax avoidance keep inerecsings. Thot is orxe imdortont,
ordinary incoies are converted into cepiteld gains by legislative action. This bill
is one of tlie best exauples. 1Liile the taxes on owdinory incomes of incivicusls
and corporations .re imerecused by aliost (4.5 billion, the wjustiifisd capital gains
treatuent for proiits frow the salas of depreciable dropert)” hos been exttended to
other ordinzry incones in this bill., I shall nave iore Yo say cbout these nevw
loopholes later. It is suificient to note at this point that, ilien ve fail to nove
up the capitel gains tix as the tax on ordinery incomes inereases, ve run the zisk
of unieriiining the indivicdual income tax.
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I should like to ask the distinguished Chairmen o: the 'inence Committze
vhether he is not concernsd cbout the givdual srocess by vaich the incoue tax bese
is being whittled awey through the conversion of orCinzry income into capitel
gains and by legislating canital goins treatient for the ordinury incones of
specicl groups.

Lengthening the holding period to six months end incre.sins the capital
grins rate for individuals aud corvorations to 35 nar cent vould vroduce 300
nillion of revenue. In times lilte thisse, we camnot aifort To give ur this nwuch
revenue hen the case for the tex increcse is go strong.

II. Sugpested loophole-closing orovisions

The chanres in the bill which I have suggestel this fer rwould raise a
totil of alwost 1.4 billion, and would increase the yield of tiie ill to
56,9 billion. This still fulls for short of thz auount of revenue nceded to
balence thes budpet. I submit thet biliions more couvld be raised by & deternined
effort to close loopholes.

I believe you will agrse with ne that the men in the streelt, howvever

o g2 2
unsophigticated he may be, endorses a pay-as-iie-go nolicy. Le is willing to be
toxed to pdy for lids own deicnse. But he dnsistes thit toxes be levied fairl

o ;]
that eveiyhody shoulder the burden according to his ability to nay.

.3 A =) o S

I vent to eaphasize this point because I believe it is iuportunt. then
we incrense thie tux burden of a marvied man vith tvo children and with an income
of {60 a wveel by 1 a weel, e are denying hin ths use of a dollax which would
otheriise go for fool, clothing, or lodging. Theve is little roo. for anything
else in his budget. This sacrifice con anc will be borne by our wge earmers
and formers if tuey arve assured thot othurs cve paying thelr fair shave,

/e cannot in goed faith asl: the roniz and file %o ke a substantislly
large: tax contribution for tie defonse eiflort vhen a chogen few ccn take
advantane of gloving loophiolss in the tex laws. IU would violote every test
of evual gacrifice to ask the man in the street to pay hirher excise cnd income
texes vhien the rich becorme richer through our fuiluve to close loopholies.

That are tiie cost important loopholes?
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First, the unbelievably generous depletion provisions hand the oil
and mining interests about three quarters of a billion dollars each year, last
year, the President called this loophole the most glaring in the tax laws,
Congress did nothing about it, This year with tax rates going still higher,
this loophole becomes more intolerable,

Second, the income.-splitting provisions enacted by the 80th Congress
confer unwarranted tax benefits on the well-to-do, People in the lowest tax
bracket gained nothing from this provision, At the $K00,000 level, it reduced
taxes of a married person by $25,000, We cannot afford to give such large tax
reductions to the higher income classes in times like these.

Third, at the same time that wage earners are paying every last cent of
their taxes because it is withheld from their pay envelopes, billions of dollars
of interest and dividends are evading taxes, This critical evasicn must be stopped.
The best way to do this is to withhold the tax from interest and dividends just
like we do on wages end salaries.

Fourth, the estate and gift taxes are in a pitiful state, It is un-
believable that, in a couniry as wealthy as ours, these taxes raise little more
than three-quarters of a billion dollars. The Secretary of the Treasury presented
a plan to the Congress last year for tightening up these taxes but nothing was
done, The estate and gift tares should be made to contribute substantially more
than they do now, A tax bill of the size being considered here would be de~
ficient without a thorough revision of these taxes.

These four items alone add up to almost ‘)l billion, I have not mentioned
others, such as the loopholes in the capital gains provisions, the weak tax pro-
visions for life insurance companies, and the vax hand-outs to the large corpor—
ations through the accelerated amortization provisions., A determined effort to
close all the loopholes could therecfore be made to yield billions more, I realize
that the need for speed will preclude the adoption of all of these loophole~
closing provisions, Nonetheless, there is more than enough to choose from to
raise the yield in the bill now before you substantially, and I expect to offer
some of them as amendments to the bill before you,

Again, I should like to ask the distinguished Chaimman of the Finance
Committee why it is that the Committee has not seen fit to rsise revenue by
closing some or all of these loopholes, and how much money has been raised since
the invasion of Korea by a loophole closing program?

A, Percentage depletion

The first and most important loophole which should be corrected is
percentage depletion., At present rates and income levels, percentage depletion
saves oil and mining interests at least $750 million a year and 85¢ out of every
$1 goes to an oil company, Such tax relief cannot be justified either on equity
grounds or on economic grounds, It is no wonder that the profits of the oil
industry are expected to exceed £2 billion this year and that the stocks of oil
companies have been in the lead of this year's bull stock market,

Real depletion to an oil well or mine is simnly what depreciation is to
machinery or buildings used in a business, The theory is that oil wells are
exhausted in the process of working them and producing income, Consequently
part of every dollar received is not taxed because it is only a return of the
money originally invested. This kind of depleticn, however, is already fully
covered by Section 23 of the Internal Revemue Code,

Percentage depletim of oil and gas wells was first allowed in 1925,
The Treasury has been pointing out the inequity and pointlessness of this subsidy
to the oil industry for at least thirteen years, -

Percentage depletion, as applied to oil and gas, simply means an
income tax deduction of 27% percent -- over one-fourth — of the gross income
from the property, or one-half of the net income, whichever is smaller,

This bonus has nothing to do with the cost the owmer is entitled to
recover, and continues as long as the oil or gas well is in operation, The
owner may recover the cost of his investment a hundredfold, throuzh these so~
called depletion allowances,
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Still more taxes are lost through excessive depletion deductions of
individual oil well owners, The Treasury recently cited a number of cases
where wealthy individuals, with annual incomes averaging over a million dollars
a year, paid an average income tax of only 22% percent, (See page 59 of hearings
before Committee on Ways and leans, Revenue Revision 1950,)

Again the Treasury has shown that in 1947 the oil companies worth over
a $100 million dollars claimed percentage depletion of more than 13 times actual
depletion on an original cost basis, In plain language, that is practically
equivalent to allowing a businessman to recover the cost of his plant 13 times
through tax-free "depletion" or depreciation deductions, As long as we are going
to play that game I suppose it is only fair to allow taxicab drivers to deduct
the cost of their cab 13 times for income tax purposes, The cab drivers certainly
need it and probably deserve it just as much as the oil companies,

Percentage depletion doesn't end there. Special provisions allow oil
companies to deduct development costs, costs of a kind that can't currently be
deducted by other businesses for tax purposes. Their percentage depletion is
allowed on the same expenses in the same year. As the Secretary of the Treasury
has said, this is "a double deduction for the same costs, once when they are
incurred,and again under percentage depletion,"

The following statement of President Truman is of interest here,
In his 1950 tax message, he said, "I know of no loophole in the tax laws so
inequitable as the excessive depletion exemptions now enjoyed by oil and mining
interests." And the President documented his charges as follows:

"For example, during the five years 19L3-L7, during which it was -
necessary to collect an ircome tax from people earning less than £20 a week,
one oil operator was able, because of these loopholes, to develop properties
yielding nearly 45,000,000 in a single year without payment of any income tax.
In addition to escaping the payment of tax on his large income from oil opera-
tions, he was also able through the use of his oil-tax exemptions to eéscape
payment of tax on most of his income from other sources. For the § years his
income taxes totaled ‘less than £100,000 although his income from non-oil sources
alone averaged almost £1,000,000 each year,

"This is a shocking example of how present tax loopholes permit a few
to gain enormous wealth without paying their fair share of taxes,

"T am well aware that these tax privileges are sometimes defended on
the ground that they encourage the production of strategic minerals, It is
true that we wish to encourage such nroduction. But the tax bounties distri-
buted under the present law bear only a haphazard relationship to our real need
for proper incentives to encourage the exploration, development, and conservation
of our mineral resources. A forward-looking resources program does not require
that we give hundreds of millions of dollars annually in the tax exemptions to
a favored few at the expense of the manys"

The examples given above could and have been repeated and expanded
indefinitely., Presidents, Secretaries of the Treasury, General Counsels of the
Treasury, and dozens of others have given you the real facts time and time again,
Unchallengeable statements against percentage depletion in the printed reports
of many hearings before the House and Senate would fill volumes,

All the arguments for percentage depletion have been refuted again
and again, while the arguments against it remain almost unanswered and un-—
answerable,

A dean of tax experts and former Counsel of the Treasury has well
summed up the case against percentage depletion and oil and gas: " (subsidies)
are inexcusable when they serve no public purpose and indiscriminately favor
entire industries which are in an established financial position far beyond
need of special government help, For then their effect is to shift part of the
tax burden to the shoulders of others who are less able to bear that burden, A
sound tax system will permit no cne segment of business to ride roughshed over
others, " }/y

1/ Randolph Paul ~ Taxation for Prosperity (1947) pe 307
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I sincerely and devoutly hope that this Chamber will find the
conscience -- and the courage = to dispense equal justice to the oil company
and the taxicab driver,

The Secretary of the Treasury outlines, during the hearings on the
Revenue Act of 1950, the adjustments which can be made as a first step toward
eliminating this loophole, His proposal was to reduce percentage depletion for
0il, gas, and sulfur to 15 percent of gross income and for non-metallic minerals
to 5 percent, He also proposed that oil and gas operators who elect to expense
intangible drilling and development costs be required to reduce income from the
property by the amount of such expensed costs in computing their depletion
allowance, These changes would increase revenues by ¢350 million, and I intend
to offer them as amendments to this bill,

Bs Income-splitting

The income-splitting provision which was adopted in 1918 was intended
to equalize the tax burdens of married persons throughout the lation, but it
gave very substantial tax reductions to wealthy taxpayers., A married man with
two children receiving wages of {4,000 gains absolutely nothing from this pro-
visione If he receives %5,000, he gains all of %2, If he receives ¢10,000, he
gains {168, However, a married taxpayer receiving a salary of %500,000 gains
25,000,

To put it another way, 974 of the tax relief from this provision went
to people under $5,000, No wonder President Truman so successfully stumped the
country in 1948 with the Republican rich~relief tax bill as his theme, And I
predict that he will go to the country with equal success in 1952 with this tax
bill as his text unless it is substantially amended before final passage.

This discriminatory provision was adopted because residents of
community-property States were enjoying the privilege of splitting their incomes
by virtue of local property lawse The tax advantages of these laws were so great
that a number of States adopted them to obtainthe benefits for their citizens,
The solution devised by the 80th Congress was to universalize income splitting
for the residents of non-community property States, lore equitable solutions
were considered for many years by the Congress, but they were never adopted
because of the determined opposition of representatives and Senators from com-
munity-property Statese It is noteworthy that all of the States that had adopted
community=-property laws to get their tax advantages repealed them soon after the
Revenue Act of 1948 was enacted, -

Aside from the fact that income=-splitting benefits only high-income
people, it can be criticized on the ground that it discriminates against all
single people, The Bill before you will actually raise the taxes of some single
people in the upper brackets above Vorld War II levels, but married couples in
these brackets will pay substantially lower taxes because of the advantage of
income splitting, He Rs LL73 not only does not remove this inequality but
actually increases the tax differential between single persons and married personsy

The House was well aware of these inequalities, In order to relieve
hardship for widows and widowers who are denied income splitting after the death
of the husbands or wives, 1t extended half of the advantage of income splitting
to single persons who are "heads of households®, "Heads of households" are defined
in the bill as single persons who maintain in their household children or their
descendents whether or not they can support themselves, or who maintain any
relative for whom they claim an exemption under present law, The Finance Com-
mittee adopted the principle of head-of-household, but gave them only one-quarter
rather than one~half the benefit of income splitting,

Extending a small part of the benefits of income splitting to heads of
households does not cure the disease, It merely adds another group of favored
taxpayers precisely at a time when the burdens of all other taxpayers are being
increased in the interest of the defense effort, It is my conviction that the
differential in tax liabilities between married persons and single persons should
be reduced not by extending the regressive feature of income splitting to a new
category of taxpayers but on the contrary by eliminating this privilege for all
the high-bracket taxpayers, '}

The splitting of income in community and non-community property States
now costs about 2,5 billion, All of this revenue could be raised by adjusting
the rates for married couples, If the Senate had the courage to adopt this
suggestion, it could eliminate all of the individual income tax rate increases

from the bill and still raise some 200 million more than the bill as it is now
written,
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y I shoulq like to submit for the record a table which compares the
House bill), the Finance Committee bill and my proposal to eliminate the benefits
of income splittinge.

The table shows that fo: everybody with incomes up to about 10,000,
my proposal would recuire a smaller contribution in increased taxes than the
bill before you. Stated differently, eliminating the benefits of income splitting
will raise more revenue than the Finance Committee bill and yet would require ;
practically no increase on the farilies with incomes below 5,000, and would be
much less o a burcden on families with incomes between {5,000 and ¢10,000.

omparison of the Tax Increases If Income Splitting ‘lere
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C. Wi HOLOING ON DIVIDEUDS AND COI PORATE S0ND INTETEST

ihen tax rates are high and burdens on all groups of taxpayers must
e increased, it is necessary to provide the Bureau of Internal Nevenue with the
means to enforce the tax laws in the best possible manner. It is acknowledged
that in many areas of tax enforcement the cost of collecting all of the addi-
tional taxes due from recalcitrant taxpayers would be exorbitant. For this
reason the Treasury Department has been recommending for the past two years that
a withholding system be adopted on dividends in order to assist the Bureau of
Internal Revenue in its tax enforcement efforts.

last year, the House adopted a dividend withholding provision which was
eliminated in the Senate primarily on the ground that it would have created sub-
stantial compliance problems for corporations, since it would Iave reqguired
corporations to submit to every stockholder a statement showing the amount of
dividends paid and the tax withheld. This year the provision adopted by the
House is much simpler and it is my understanding that it would involve relatively
little additional work on the part of corporations, All the corporations would
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be required to do is to withhold 20% from each dividend payment and to pay this
total amount guarterly to the Bureau of Internazl Revenue. No statement would be
required to be submitted to the stockholder. The stockholder would be able to
take credit for the tax withheld on his tax return as in the cases of wages and
salaries.

I cannot understand why a simple provision like this one, which involves
very little additional paper work on the part of the corporaticns and which is
estimated to raise over .300 million in revenue, can be objectionable., As I
pointed out to the Jenate last year, the amount of underreporting of dividends on

individual income tax returns is substantisl. For the calendar year 1951, under-
reporting of dividends will amount to over 1 billion. In view of these facts, it
is clear that evasion is widespread whether it is due to inadvertence or careless=-
ness or willful failure on the part of the taxpayer to evade taxes.,

It is, of course, argued that the dividend withholding system is not
needed. It is said that the Bureau of Internal Hevenue should use the information
returns supplied by corporations on dividends paid to stockholders to check the
indivicdual income tax returns. However, the Treasury Tepartment last year stated
that the cost of collecting the additional revenue from dividends without a with-
holding system would be prohibitive.

Another argument that is often leveled against a dividend withholding
system is that there would be over-withholding on nontaxable individuals. Tears
are shed for those who would be eligible for refunis for taxes withheld on
dividends but nothing is said about the present over-withholding on wages. In
1948, nontaxable income recipients received tax refunds amounting to over :560
million. ‘/age earners have considered this as necessary and they have not complaine
ed. There is no reason why there should be any more complaints from dividend
recipients.

"xperience with the wage withholding system indicates conclusively that
individuals prefer to have their taxes collected currently. Familiarity with
withholding on wages will make the transition to the new dividend withholding
system relatively simple. I should like to sk tie distinguished Chairman of the

Finance tvomrittee the following auestion: “‘ould not the majority of the people
who receive dividends prefer to have a withholding system than to allow the
minority who escape their fair share of taxes to continue to get away with it?
Then income tax rates are increased, must we not make every effort to collect the
taxes which are due at a minimum of cost?

The reasons for adopting a withholding syvstem on dividends apply also
to corporate bond interest. The withholding system devised by the IHouse can be
applied in this area as well as in the area of dividends without any adcditional
complications. I will, tlerefore, join with a number of my colle azues in proposing
an amendment to the bill which would restore withholding on dividends and corporate
bond interest.

De ILSTuTE ANU GIFT TaXLS

Except for the estate and gift splitting provisions which were enacted
in 1948, the estate and gift taxes have remained untouched since 1942. The
opportunities to avoid hizh transfer taxes by placing property in trust or making
gifts still remain open for t:ose who have skilled legal counsel. The 1948 pro-
visions, moreover, urdercut substantially the effectiveness of the already weakened
rate structures of these taxes. In their present state, the estate and gift taxes
are no more tiran a mere appendage of the tax system -- they raise less than a
billion dollars out of a total of $61 billion this year during a period when income
taxes have increased 18 fold since 1939.

The weakness of the present estate taxes is due to the fact tht, while
all other taxes were increased very substantially in the 1940's, the estate and
gift tax rates and exemptions remained the same. The exemption for estates re-
mains 60,000 and the lifetime exemption for gifts remains | 30,000. In addition,
the 1948 amendments permitted married persons to exclude one-half of their gifts
from the tax base and the estates of decedents who were married at death are al-
lowed deductions for one-half of the total estate if it is transferred to a
spouse, thus in effect doubling the exemption. These splitting provisions gutted
whatever effectiveness the estate tax may have had even at the low rates that
applied at that time. Their effect was to decrease the total estate tax yield by
a third. Before the 1948 amendments a $10-million estate of a decedent who was
married at death paid an estate tax of §5 million., #£s a result of the 1948 amend-
ments that tax was reduced to 12 million if one-half the estate was transferred to
the spouse, a reduction of 60 percent.
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Keeping the estate and gift taxes ineffective at a time when we must
increase the burdens on low and fixed income groups who are barely able to make
ends meet is unconscionable. The primary objective of the gift and death taxes is
to prevent accumulation of vast estates and to reduce the tremendous ineguality of
wealth. Although we have had an estate tax since 1916 and a gift tax since 1932,
there has been little apparent reduction in the vast fortunes and in the concentra-
tion of control of private wealth in the United States. This demonstrates how
ineffective a tax can be when loopholes are provided to escape from it.

It is disappointing that the Finance Uommittee did not see fit to look
into the estete and gift taxes as a means of raising revenue at this time. I be-
lieve that we should not allow a tax bill to go through without an adjustment in
this areas I intend to introduce amendments which would (a) repeal amendments of
the Hevenue nct of 1948; (b) increase the tax on estates and gifts by 15 percent;

and (c) cut the exemptions in one half. In total these amendments would raise
w600 million which are vitally needed at this time to pay for defense commitments.

This figure is about half of the reserve which the Committee has recom-
mended be raised by excise taxes-— burdens which fall mainly on low and moderate
income groups. Closing these loopholes would more than make up for the {482 million
to be raised through manufacturer excise taxes.

I ask tiat a table Zund on page 96 of Senste Tinance Committee Report
No. 7€l be incorporated at this point in the record. It describes the effect of
the manuiacturers excise tax in specifics. I likewise bring to the attention of
Senate that included in the consumer items onwhich additional excise taxes are to
be levied under the Committee bill are the following 18 items:

1, Electric vacuum cleaners.

2. Electric washing machines.

3+ Electric garbapge disvosal units.

4+ Exhaust blowers

5. Electric belt-driven fans.

6s Llectric or gas clothes driers.

7. Electric door-chimes.

8+ Electric dehumigifiers.

©. Ilectric dishweshers.
1C. Electric floor polishers and waxers.
1l. Electric focd choppers and grinders.
12. Electric hedge trirmers.
13. Electric ice cream freezers.

14. Electric mangles.
15, Electric motion- or still-picture projectors.
1l6. Electric pants pressers.
17. Power lavm mowers.
16, Electric sheets and spreads.

I again repeat, lir. President, that at a time when the .merican Congress
is placing heavier tax burdens on the fmerican consumer tlrough heavy excise taxes
and on the ‘merican working man, farmer and small business man, the bill before us
would grant special tax wnrivileces to the few in the form of estate and gift tax
leopholes. I see no justice in this.

E., MULTIPL} EXEFTIONS FOU MULTIPLC CCRFPORATIONS

In order to tax individuels and corporations on thc basis of their ability
to pay, the income tax laws have always made some exemptions for people and corpora-
tions with very small or relatively small incomes. Each individual is sxempt from
tax on the first {600 of his income. Thus, a person whose income is only {600 pays
no tax. This is simple equity.

The same principle of alleviating the tax on the very small corporation
from tax has always been followed urder the income tax laws. .1l corporations are
subject to a normal tax of 25 percent, but those with profits of less than ..25,000
are exempt from the surtax of 22 percent. The purpose is to avoid malking small and
new corporations pay the general rate of 47 percent which is applicable to large
corporations. In addition, a minimum of {25,000 of the income of each corporation
is exempt from the excess profits tax.

Suppose, however, that a corporation earning ;250,000 wants to escape
the income and excess profits tax, If the corporation's business can be subdivided
into ten components, the corporation can divide like an amoeba, into ten new
corporations. Zach of the new corporations then has an
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income of only $25,000, ¥one of the complex of cornorations pays any surtax
or excoss profits tax.

To take an example, I imagine that the Atlantic and Pacific Tea Company
has 5,000 different stores throughout the country. Under existing law, A& P
might be able to incorporate into separate subsidiaries each of its stores.
After all, a grocery store is a separate entity in a sense. Many individual
grocery stores are separate corporations. A & P might be able to make a good
case for the provosition that it was entitled to incorporate each of the 5,000
stores. And thereby A & P could multiply the $25,000 exemption 5,000 times and
theoretically at least exempt income of $125,000,000 from the surtax and excess
profits tax,

I Xnow that under existing law, vassed in 1944 (Section 129 of the Internal
Revenue Code), the Congress has authorized the Commissioner to disallow exemptions
where corporations are spawned purely for tax avoidance purposes. However,
vhere the business can show even some minor business purnose or reasonable
Justification for splitting its business into several corporations, the Zax
Court has stonmped the Commissioner from disallowing these exemntions. JAlcorn
Wholesale Commany et al. v. Commissioner, 16 T.C. Wo. 10 (1951); (grocery chain
onerating in five different tovms in Mississipni split into five different
corporations);_Berland's Ine. of South Bend, 16 T.C. Wo. 24 (1951), (chain of
retail shoe stores congisting of 51 existing bmanches; twenty-two of the branches
were se??rately incorporated and twenty-two senarate exemptions were thereby ob-
tained.

I understand that a number of these maltiple corporations were created for
good business reasons, and have existed in divided form for a long time. Tong
before there was any tax advantage in dividing a business into a vast network
of senarate cornorations, I kmow that we have had the problem of giant chains
and giant interlocking cornorations. I do not say that the tax laws should be
invoked to nrohibit such cornorations from spawning new corporati - All 1 say
is that the tax laws should be corrected to the extent that they/encourage or’
give enormous tax advantage to these multinle, multi-headed giants. Among the
principal beneficiaries of this practice will be the tax lawyer who can split
corporations at the drop of a fee. .

The House has recommended and adopted a provision whereby only one exemp-
tion would be allowed to a chain of corporations where they were all controlled
to the extent of 95 percent by the same parent company, or the same individuals.

The House bill does not prevent the multiplication of corporations. It
merely makes the tax system neutral as to whether the corporation should or
should not solit up. As a matter of fact, as the law exists now, I don't see how
a business can resist the temptation to multiply itself into as many semarate
corporations as there is any basis for forming, in terms of business functions.
I recommend that the Senate apnrove the House provision. I do not think that we
should sanction the existing loovhole, and I believe particularly in the context
of this bill which contains so many statutory loopholes anyway, that we should
endeavor at least to close this one,

F. CAPITAL GAIVS OF SATES TO RETATED TAXPAYERS

Section 310 of the House bill was directed against an abuse of the capital
gains rules which has gained considerable ponularity during the past decade of
rising prices. This is the realization of a capital gain on a technical transfer
of depreciable pronerties in order to enjoy increased depreciation allowances
against ordinary income. The House proposed to prevent the continuation of this
practice, The Committee on Finance voted to ignore it, and struck this section
from the bill,

Let me state an example of the type of thing which the Finance Committee
action condones. Suvpose John Smith constructed an apartment house in 1931 at
the cost of $1,000,000. We will say that this building is subject to denrecia-
tion over a forty year period, so that in the intervening 20 years, half the
cost has been written off against Smith's income and half remains to be deducted
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in the next twenty years. But this system of amortization for tax purposes
doesn't reflect what has actually hapnened to the value of that building.
Rather than having been reduced in half, its actual value is now double the
original cost -- or $2,000,000. So John Smith, after seeing a tax lawyer,
decides that he will sell the building to his wife. She borrows most of the
purchase price, and the deal is consummated.

The result: first, the Smiths still have the apartment house; second,
even considering them senarately, neither Mr. Smith nor Mrs. Smith is any richer
or poorer then before the transfer —-- the sale was at current market value;
third, Mr, Smith must pay a capital gains tax at a 25 percent rate, and this
would amount to $375,000; fourth, Mrs. Smith has a $2,000,000 basis to deduct
over the next twenty years instead of a $500,000 basis, which means a $75,000
a year greanter deduction against ordinary income -- this means (in the Smith's
tax bracket) income tax savings of $50,000 a year for twenty years, or $1,000,000;
and, finelly, at the end of the twenty years, they can sell the property with
its steowned-up basis at much less tax cost than if the transfer to Mrs,Smith had
not occurred,

This sort of thing is possible for two reasons, One is that a husband
can sell to hisg wife, or to his wholly-owned corporation without parting with
his investment in a nractical sense, This reason was recognized by the Congress
as far back as 1934, when it denied deductions for losses on such sales. Condi-
tions have changed somevhat since the early thirties, and fortunately we are now
called on to legislate with respect to gains rather than losses, but we should
be no less redlistic in our assumntions than were our brethren 17 years ago.

The other reason is that capital gains tax rates have been allowed to
continue at a level so far out of line with the rates anplicable to ordinary
income., This is the root of the evil, If it is not to be dealt . with directly,
the least we can do would be to accept the House measure which cures one of
its worst manifestations,

G. IOOPHOLTS CLOSED BY THE BILL

I would be remiss if I dicd not call attention to the fact that this
bill does close two irmortant loopholes in the tax bill.

The most immortant of these is the elimination of the so-called "two-for-
one" effset of short—term canital losses against long-term capital gains, In
non~-technical terms, the problem is this: If an individual makes a loss on an
asset held for less than six months, he is given a full deduction for that
loss; on the other hand, if he makes a gain on an asset held for more than six
months, that gain is cut in half before it is taken into account for tax pur-
poses., The result is that an individual with a §$1,000 short-term canital loss
can ofset completely a long-term canital gain of $2,000, Thus, even though he
makes $1,000 in a given year, he would not be subject under nresent law to
any tax,

The closing of this loophole will be esnecially important in keecping
sneculators from avoiding their fair share of the tax and I should like to
congratulate the Senate Finance Committee for the courage it has displayed
in closing this loonhole.

Another avenue of tax avoidance that the Finance Committee closed was
the loonhole by which dealers in securities shift securities from their own
account to their business account and vice versa in order to obtain the
maximum tax benefits, If the dealer makes a capital gain on the investment,
he reports it as his own income and gets the preferential capital gains
treatment, which means that he is subject to 2 meximum rate of 25 vercent,



If he makes a loss on the investment, he reports it as his business loss and
gets full deduction for it, the value of which may be as high as 91 percent

if he is in the top most surtax bracket, To forestall this practice, the bill
provides that in the case of a dealer in sureties, capital gains treatment
will be available only under certain restricted conditions which will prevent
them from shifting their assets from their own accounts to business accounts.

In total these two items will not raise a great deal of revenue.
However, even though it is a small amount, it is nonetheless a good start.
Unfortunately the Committee has more than made up for this revenue gain by
including in the bill a large number of new loopholes which cost much more
thon the revemue raised by these new provisions,

I should like to turn now to 2n examination of these new loovhole-~opening
provisions.

III, N@W IOOPEQL™S ADDZP BY THY BILL YHICH SHOUID BE TLITIINATED

The bill vefore you is 349 pages long and contains 131 different
sections., OFf these, 52 sections relate to the changes in rates of individual,
corporation and excise taxes, The remaining 79 sections are technically worded
provigsions which cannot be understood without diligent and intensive study.

I do not claim to understand all of them, nor do I intend to bore you with
all of the minutiae, I do want to state, however, that behind the facade of
legzl language, a mumber of important loopholes have been opened, These new
loopholes cannot be tolerated and I propose to join my colleagues in offering
amendments to eliminate them from the bill

The loophole-opening provisions are of two kinds, First, there are
several wvhich expand the scope of two important loopholes already in the
present tax laws -- the capital gains grovisions and nercentage depletion,

As I have already indicated, these provisions are not of the "peanut” variety --
they cost the taxnayer hundreds of millions of dollars, Unless they are
eliminated, taxpayers who do not now benefit from them can argue on the

basis of equity that they are being discriminated against or are put in a

bad competitive position relative to those who do benefit, The danger of ex-
tending these loonholes is that the structure of the income and excess profits
taxes becomes punched full of holes through which the chosen few can avoid

the high tax rates while the many who work on the farms or in the factories

will have to nay for the cost of running the government,

The second tyve of provision which is objectionable is the variety
which are obviously designed to give relief to .individual tazvayers. 1In
the 2600 pages of testimony telzen by the Senate Finance Committee on this
bill, you will find hundreds of requests that these taxes be reduced, Every-
body's taxes are high and the load is admittedly burdensome, But there is no
justification for pinvointing relief tailored to one taxpayer, The relief
accorded to individual firms in this bill under the excess profits tax bill
exemmt many corvorations from taxes on profits which this Congress, at the
insistence of the people, defined as excess profits. The fact that a firm
is required to pay a large excess profits tax is usually evidence that that
firm is earning exorbitant profits, not that the law is defective, The
relief vnrovisions in the original law are overly generous and we should be
now engaged in tightening them rather than extending them,
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The provisions which are objectionable can be spotted easily in the bill
even by the layman. Where a section refers to capital gains, percentage depletion
or exemptions, the likelihood is that one taxpayer or a small group of taxpayers
is veing allowdd to convert ordinary inccme into capital gains, or is being
permitted a double deduction for depletion, or is being exempt from his fair
share of the tax load., We cannot afford to indulge in this practice. Experience
in foreign countries provides ample evidence that a tax system will quickly
become discredited and wholesale non-compliance and tax evasion will be invited,
This is the road to inflation and national bankruptcy,

Ao CAPITAL GAINS FOR COAL ROYALTIES

One example of the special relief provisions is scction 325 of the
bill. The demonds of the private owners of che of the country's natural resources
was made in the name of the divine right of capital gains, and this combination,
of course, was irresistible -~ even in the House of Representatives. The result
was a provision which would somewhat lighten the tax burden of some of our
people = not of wage earners, to be sure; not even of those who direct the
development of the rescurce in question. In this case the beneficiarics would be
the recipients of royalties. The provision is one to tax at capital gains
rates royaltics received on coal production,

In recommending this provision, the Ways and Means Committee offered
the explanaticn that timber owners now have capital gain treatment on their
cutting cntracts, and hove had since 1943« How could one justify denying to
ceal what is accepted in the case of timber?

This, of course, is always the argument made on behalf of one special
interest from a privilege granted to another, Instead of demanding that the
hole be closed, the cry is to open it a little wider so we can get through toos
It was opened for timber partly because timber gets no percentage deplebion. Now
that is forgotten, anxd the only thought is not to discriminate in favor of
timber and against coal., If this measure passes, next year we will be asked to
do the same for other mineral interest, partiecularly oil and gas, and then our
defeonses agnainst the in-oil payment provisions, thrown ocut in conference last
year, will be down, and an entire major segment of our economy will have squecezed
itself into the capital gain arca. One year ago, my colleagues and I stood on
the Senate floor exposing a similar provision with regard to "in-cil" payments
with the result that it was rejected in Conference., In truth, if this measure
is to pass for coal, how can any of the other minerals -- oil, gas, iron, or
limestone -- bec denied it, and how can writers, compcscrs, and inventors any
longer be taxed at ordinary rates?

I wish I could say that ocur own Finance Committee had alerted us to this
problem. On the contrary, it not only approved the House action; it extended
its ©So that no royalty vwners will be denied the benefit, it virtually knocked
cut the six-months holding pericd requirement by permitting the holding pericd to
be computed by reference to the date the timber or mineral is cut or mined,
rather thap tc the date of the cutting or mining contracte

This is an example of the type of relief provision which cannot be
tolerated in these times,

B. MINE DEVELOPMENT AND EXPLORATICN EXPENDITURES

Existing law permits mining companies to capitalize expenditurcs for
development and exploration purposcs, and write them off against income as the
mincral is produced and sold. After the development stage is passed, further
development expenditures are similarly "spread" and charged against subsequent,
benefitted production, but these latter expenditures are not deemed to be
capitalized, and therefore are not charged to the cost depletion account,
Thereforc, they can be deducted even if the company clects to use percentage
instead of cost depleticn. Now, the companies want to treat pre-production
development and exploration expenditures in the same way, so that for them, as
for the later expenditures, perecentage depletion becomes not a substitute
allowance, but substantially a free and clear subsidy on top of most of the
cost deductions for which cost depletion is traditionally allowable,

The House agreed that this should be permitted for development expendi-
tures and the Finance Committee has both approved this proposal (Section 309)
and a further proposal to give an option as to when the deduction for development
expenditurcs should be taken. It also added a deduction for exploration
expenditures up to $75,000 (Section 341).
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These actions raise two questions. One is provoked by the fact that the
ordinary business concern is strictly supervised as te the ycar in vhich its
depreciation deductions and its expense deductiuvns may be taken. Perhaps this
supervision is more strict than it should be, but if it did not exist to some
extent, taxpayecrs would acquire a great control over the degree to which increases
in tax rates would be effective against them on the date enacteds But it is hard
to sec why a conmpany which puts its money into plants and machinery should be
subjected to a more rigid tax amortization system than mining companies.

But c¢ven if this discrimination in favor of the mining companies is
justified, the double deduction is nots The importance of the proposal really
lies in the "expensing" of costs as a means of enhancing the value of the
percentage deplotion allowances.

It is true that the deduction for development costs would give to mining
companics only what was long ago given to oil and gas concerns., But that criterion
wauld justify amendments which would leave little in the way of an income base
for the tax rates to apply toe

It moy be argued that these provisions are necessary tc give the little
fellow a2 bresk and to provide him with additional incentives to explore and develop
mines, However, no limitatian on the double deduction for development expenses
was placed in the bill. The double deduction for exploraticn expenses is limited
to $75,000. If these provisicns are not entirely eliminated, I shall move to
place the $75,000 limitatin on development expens.s as well as exploration
eXpenses.

C. EXTESSION OF PERCEHTAGE DEPLETION

Over and over again both President Roosevelt and President Truman have
directed attention at percentage deplction as the most costly and most unjustifi-
able tax subsidy in the Revenue @ode, Over and over again the Congress has
responded by enlorging the privilege, making it more costly and less justifiable
than it was before. Once percentage depletion was the prerogative of oil and
gas, supposedly an allowance to cope with the hazards of exploration and drillinge
Befcre the war it was extended to ccal, sulphur, and the metallic minerals,

During the wiur it was extended to many non-metallics. In Section 319 of the
present bill, besides raising the rate of several mincrals already in the law,

it is proposed to add about 25 new minerals, If there is any substanec found in
a notural state which has becn omitted from this most recent listy, I cannot think
of it. If there is one, I cannot conceive of why it should be denied a privilege
which is to be granted sand, gravel, stone, clay, oyster and clam shell, and salte

Iet me read a list of the new mincrals to which percentage depletion is
applicable. Both Section 319 of the committce's bill and section 30L of the
House bill set up a new group of mincrals to which porcentage depletion is avail-
sble at the rate of 5 percent. Both bills extend this rate to sand, gravel,
slate, stone (including pumice and scoria), brick and tile clay, shale, oyster
shell, clam shell, granite, and marble,

In sddition, the committee added to this category entitled to the 5-
percent rate: sodium chloride, and, if from brine wells, calcium chloride,
magnesium chloride, potassium chloride, and bromine.

The House bill also included asbestos at the new S-percent rate. The
Senate committee allowed asbestos a 10-percent rate. Both bills increase coal
from its present S5-percent rate to 10 percent.

The House bill added to the list of nonmetallic minerals, te which
percentage depletion is available at a 15-pcrcent rate, borax, fuller's ecarth,
tripoli, refractory and fire clay, quartzite, perlite, diatomaceous carth, and
metallurgical and chemical grade limestones. The committee's bill, on the other
hand, provides that these items added by the House are to receive percentage
depletion at the same 10-percent rate accorded coal and asbestos. In addition
to these items, the committee added a 10~percent rate for wollastonite, which is
impertant as an insulating and fireproofing material and thus competitive with
other itens presently accorded simila trecatment, and the magnesium compounds
nagnesite, dolomite, and brucite.

The committec's bill adds to the nonmetallic mincrals presently receive
ing 15-percent depletion, arlite. This makrial is closely related to feldspar,
which already rec.ives a 15-pcrcent depleticn,
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Again, as before, the ¢ .ntention is that these new minerals are 2ll
competitive with some alrcady enjoying the privilege. I am not prepared to
confirm or deny this assertion. I do know that it is a contention which must
eventually lead, if accepted, to percentage depletion for every element and
compound known to the chemical laboratory.

As I hcve indicated, the annual rcvenue cost of percentage depletion
for oil and gas alone has been estimated at three-quarters cof a billicn. The
increases ~nd additions in this bill would ccst another $77 million each year.

Those figures do not account for the cost as to sulphur, coal, the
metals, and the non-m:ctallices which are already in the law, The changes reco=
mmended by the Finance Committee altered the result of the Hcuse action but
little. Another half-dozen minerals, more or less, would be added, but the
rates on a few added by the House would be somewhat reduced.

Again and again, various excuses are made for percentage depletion,
and as scon as one is run duwn and exposed, another has been prepared. If
this debate could lead to a full understonding of the percentage depletion
issue, this body would be amply rewarded for the entire time devoted to the bill,
but I will assure you that much time would be required.

The latest excuse is the necessity of stimulating exploration for
and development of minerols of strategic importance. This sounds fine for
0il and gas. What it nmecans for sand, gravel, stone, and oyster shells, I do
not know, FYor coal, evirybody knows thot it is nonsense, so the argument is
turned upside down and coal is said to be a depressed industry, and requires
the stimulus of the depleticn subsidy. If subsidization is the real
justification of the privilege, we could not only eliminate half of those
minerals entitled to it -- we could take the program entirely out of the tax
laws and put it where an administrator could handle it so as teo get the maximum
results for the cost to the government. I am sure thot it won't be
difficult to find an administrator who could stimulate a great deal of
exploration with a fund of three-quarters cf a billion to a billion a year.

Percentage depletion is already overdone in present law, It should
not be extended,

D. FAMILY PARTNERSHIPS

A special provision for family partnerships was adopted by the
Senabe last year with a clause which made it retroactive back to 1939 but it
fell by the wayside in the conference.

It is back again in this bill in Section 339. The House bill
includes the provision, but makes it effective only for the future; the bill
as reported to the Senate was amended to include last year!s retroactive
feature,

The bill allows a father who runs a business to reduce his taxes
by making gifts to each of his children of an interest in his business. The
children need not work, An infant 6 months or 6 days old can be a partner,
If the father wants to be technical, he can cfeate a trust for his
children, make himsclf trustee, and in that capacity become his own partner.

Ordinarily a man would not seriously consider making his infant
children partners in his business or becoming an imaginary partner with
himself as trustee. For the past ten years, howevcr, our country has lived
in mortal peril. To mcet that peril Congress has reluctantly felt
obliged to raise everybody's taxes. Wec have tried gencrally to impose
those incresscd taxes on the principal of each income producer's ability
to pay. Persons making a larger amount of money have been called upon
toc pay taxes at higher rates than those who make lesse
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I believe that many of the family partnerships fermed during World
War II were motivated and used primarily, if not entirely, by high bracket
taxpayers — many of whose incomes are directly or indirectly multiplied by
war-connected inflation -~ to escape paying what the Congress has decided is
a fair share of the tax burden to be borne by people receiving a certain amount
of income, lMost of the family partnerships which would be sanctioned by the
bill would be motivated in the same way.

If a man's business earns a net income of $100,000, he should pay the
tax at the rates the Congress has prescribed for $100,000 incomes, If he wanks
tc give some of his money to his children, or set it aside in trust for their
benefit, that is fine, That is what a man should dos But first he ought to pay
his taxes on money that he earns and continues to control, He should not be al~
lowed to take his two children into partnership with him, and pay a reduced tax
on part of his income as if the children or the children's capital earned a half
or a third of his income,

Without income splitting a married man with two children e arning
$100,000 net would pay an income tax of $65,232, As the law is now his tax is
$51,912, By the fiction of income splitting, he saves in taxes $13,320 —~ almost
the amount of a Senator's entire salary. ¢

Now let our $100,000 income man take advantage of the new bill and
form a partnership with his two babies, Let us assume that he keeps one-half
of the income himself because he does all the work, and that he gives each of
his children a one-quarter interest in his business, Then the taxable income
of the husband and wife is artificially reduced to $50,000, The income of the
child partners is assumed to be $25,000, The family tax bill is reduced still
further, The husband-father files a joint return with his wife and pays a tax
of $19,592, FKach baby has a tax paid for him of $9,796. The family tax bill
on sxactly the same income of $100,000 earned in exactly the same way as before
is $39,184, Our gnerosity by first giving split income in 1948 and now by
legalizing family partnerships would save our $100,000 businessman $26,048 in
taxes.

If the increased rates become law, the tax saving from split income
and family partnerships will be even greater -~ in dollars and percentage-wise,
I don't s¢e how anybody running a business as an individual could afford not to
take advantage of the loophole here proposed. I wish that the times were such
that we could reduce everybody!s taxes that much., I see no reason why a man in
a position to take his children into his partnership should be singled out for
specially privileged treatment, :

That is what the House bill does., That is bad enough if only for the
future. But there arc & lot of people who tried this tax avoidance scheme during
World War II when taxes were also pretty high for the same reason they are now -
because we were trying to pay for our defense by taxing people according to their
ability to pay. This bill would fix those World War II cases. The bill goes
back to 1939.

During all that time many businessmen and high-bracket taxpayers suc-
cumbed to the suggestion of smart lawyers and accountants, or figured out for
themselves, that they might aveid a lot of taxes by taking their wives and
children into so~called partnership. To get the tax advantage under the law
as it is now and was then, they had to claim that the wives and children were
real partners in the legal sense that they intended to work togcther and invest
their moncy together as bona fide partners,

Those who formed valid partnerships in a bona fide way have been
allowed to split their incomes by the Bureau of Internal Revenue and the Courts,
Many had a little, but not enough, ovidence that their wives or children contri-
buted money of their own which didn't come straight from papa, er who could
prove that they did some work for the income they claimed was theirs for tax
purposes. They have generally settled their cases and gotten seme tax advantage
not all they claimed,

But there are obviously many cases in which nothing happened except
that the husband purported to make a gift to his wife and children. These
cases the Government refused to settle, The people invelved in these classes
of cases are trying te make the new loophole which the House has opcned for
the future retroactive to minor cases all the way back to 1939.
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There was a time when the Congress was making a studious effort to close
loopholes =~ to make people pay taxes on their real income at the rates the
Congress purported to fix.

An alarming tendency is developing to open loopholes for the future
principally by letting people split incomes and enlarging and extending the
privilege of payfng capital gain rates on half of the income a person gets from
certain kinds of transactions. It is bad enough to create a loophole by act
of Congress, This partnership provision reaches a new high - or low, It opens
a leophole —~ of dubious merit — for the future, retroactively extending that
loophole back thirteen years into the past,

I recommend that the Senate delete the family partncrship provision.
The Treasury estimates that it will cost $100 million annually in the future
and $200 million for past refunds, We cannot afford to give tax handouts like
theses 1 strenuously urge that the Senate refuse to cnact a bill for the
private and unwarranted relief of unnamed and unnumbered individuals who
formed family partnerships in the past thirteen years for tax avoidance purposes.

If the Bureau of Internal. Kevenue has taken tax moncy from some of
the people -- for example, where soldiers were made partners and then went
away to war — perhaps a private bill for their relicf might be in order.

Even if some of. these pecople have lest their cases in court, they can be helped
by a private bill, I suspect that some of the most deserving cases involve
pedple who believed in the bona fide nature of their partnership, took their
cases to court and lost, This bill weuld give them no relief. The measure
before the Senate is a comprehensive revenue bill — it is a war measure, The
procedures and safeguards which we have established for private bills have not
been followed where we have focused on the complex and difficult fiscal and
legal problems involved in a revenue measure,

Let us not enact private relief measures for high bracket taxpayers
in a bill like this,

On this provision I should like to obtain some information from the
distinguished members of the Committee,

(1) Would it be of any benefit to taxpayers under $5,0007 If so,
how much?

(2) Is it true that the principal support for this provision comes
from tax lawyers who gave bad advice to clients that they could set up tax
avoidance schemes to duck the higher income tax rates during World War II and
then had them upset by the Courts?

(3) Does it appear reasonable that at a time when we are raieing
taxes for the many to meet the costs of an emergency, we should enact a provi-
sion which loses revenue for the benefit of a few?

E. Tax-free redemption of stock to pay estate tax

In the Revenue Act of 1950 the House proposed to permit the tax-~free
redemption of the stock of a closcly held corporation where the proceeds of
the r edemption were needed to pay the estate tax of a stockholder. The House
bill limited the privilege of tax-free redemption to cases where stock of the
closely~held corporation constituted 70 percent of the decedent!s taxable
estate,

The Finance Committee amended the House bill to delete the 70 per-
cent limitation therein, We debated the provision on the floor last year.
Thereafter the conference committee limited the provision to those cases where s
stock of a closcly-held corporation constituted 50 percent of a decedent's
estate,

The Finance Committee has now come forward with a prepesal in
Section 339 of the bill to reduce the 50 percent limitation to a 25 percent
limitation,
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As we pointed out in last yearls debate, the problom for which the taxe
free redemption feature was enacted would not arise in cases where a closely held
corporation regularly distributed its profits in dividends, instead of constantly
accumulating those profits. The reason these closely held corporations accumulated
the profits was usually in order to protect the stockholders from the ordinary
income tax imposed on dividends,

This purposeful failure to declare dividends means that vhen theprincipal ovmer of
a closely held corporation d es, he has no cash outside of his corporation with
vhich his estate can pay the estate taxe The only way the estate can withdraw the
cash necessary to pay the estate tax is by liquidating a portion of the stock=
holderst intorest in his corporation, And a partial liquidation of a stockholder's
interest is taxed as it should be, asa dividend at ordinary income tax ratos.

Stockholders of closed corporations having put themselves into this jam, came to
Conzress last year, andare back this year, to get relief from it,

There may te some justification for tax-free redemption vhere an individual stocke
holder has all of his property tied up in a single corporation, There is some, but
less, justification for allowing tax=frge redemption vhere the stockholder o a
closely held corporation has half of his property tied up in a ¢losed corporation,
e sce no justification for giving tax-frece redemption reclief to those estates of
those wio have only one=fourth of their property tied up in a closely held corpora=-
tion, If they have to pay an income tax on the distributions necessary to pay the
estate tax, thot is only because they have escaped the tax on dividends by cutting
close to the corner of section 102 of the Internal Revenue Code,

The Senate should reject the Senate Finance Committeec'!s request and leave the quali-
fying pe rcentage at 50,

F. Section 117(j)

The bill contains another chapter in the old story about conferring capital gains
treatment on property used in a business,

The story started in 1942~ the first year that capital gains on this type of pro=-
perty was ever allowed = vith the enactment of section 117(j) of the Codce Section
117(j) was not only unprecedented in that it allowed capital gain treatment on the
sie of land, buildings, a nd other poperties used in a business, It was also the
first provision of law ever to declare as to certain properties that if sold at a
gain would be capitdl gain, Wt if sold at a loss would be ordinary loss, In other
words, heads I win, tails you losee No wonder Uncle Sasm comes out on the short end
and doesn't have enough left to pay his bills,

Ho'r many members of this body have ever thousht of the fantastic consequences of
this provision? Take the case of two firms operating fleets of delivery trucks
which have been fully depreciated against ordinary business income, but vhich are
still in use., They sell thdr trucks to each other. Iach pays a capital ga n, but
each also acquires a new cost basis to write off ageinst ardinary business income,
once more, <Ihis is merely one illustration of the résult of making capital gains
treatment a vailable for ordinary business properties, whose cost is of course
charged against ordnaxyy income as long as they are in usc,.

The livestock problem was inevitable, once this irrational section 117(3) system
vas adoptcd., The question whether taxpayers vho ovmed draft, breeding, or dairy
animals, and who fiom time to time make sales from the herd, wers disposing of
property used in the business, or rather of property held for sale, which was not
entitled to section 117(j) treatment, was a difficult one in many cascs, After an-
testing many of these cases wmith no success, the Bureair of Internal Revenue earlier
this year issued a ruling that section 117(j) treatment would be accorded such
animals vhere sold after their full period of usefulness for draft, breccing or
dairy purposcs. The House hasproposed to substitute for the Burecau's rule merely
the requirement that the animals sold shall have been held for 12 months or more in
order to come within section 117(j)e In section 324 of the bill, the Committeo

on Finance approved this mroposal, recommended that it be mede regroactive to
January 1, 1942, and included turkeys along with draft, brecding and dairy animals,
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OQur basic problem in taxation is equality of treatment of those
similarly situated. The farmer who disposes of property used in his business
should not be taxed differently from the manufacturer or the merchant who does
the same thing,. There is no doubt that draft, breeding, and dairy animals are
property used in the business of the farmer.

But this does not justify the retention of section 117(3) as a wholes
Special capital gains treatment, if proper at all, is proper for investment
properties and investment properties only. Properties used in the business nust
regularly be acquired, regularly used, and regularly sold or junked in order for
the business to continue. There is not the same problem of the "bunching" of
income, nor the same problem of discouraging the conversion of investments,
which arise in connection with investment properties.

Unless the rate structure for ordinary income is to be junked by
moking capital gains rates of universal application, section 117(J) should be
repealed and we are offering an amendment to that effect.

Gs Corporatc Spin-offs

Section 317 of the bill deals with the tax free distribution of common
stock in connection with a reorganization, This is commonly referred to as
the "spin-off" provision, Its general effecct is to allow the business conducted
by one corporation to be conducted by two. And unless strictly safeguarded it
can result in a loophole which will enable a corporation to distribute earnings
and profits to - stockholders without payment of the usual income taxes, This
provision was in last year's bill, but was eliminated in conference.

As I indicated in my statement last year, if corporation A conducts
a lock and key business it may, under this provision, transfer the key business
to new corporation X in exchange for X's common stock and then distribute to
the Corporation A stockholders all the stock of X, free of tax, At present
the Treasury would attempt to impose a tax upon the stockholders of A based
upon the receipt of X stock, The value of the X stock would ordinarily be
taxed as dividend.,

If the A stockholders merely wish to divide the two businesses for
good business reasons and operate them by means of two corporations, the provi-
sions of section 317 allowing the tax free distribution of the X stock do not
result in tax avoidance; the stockholders merely continue to operate the same
business through two rather than ong entity.

Clauses (A) and (B) of Section 317 provide very important safeguards
agzinst the tax avoidance which wouldb e possiblec if Section 317 were adopted
without Clauses (A) and (B)e To illustrate — assume that Corporation A has a
factory and a very large amount of cash and government bonds which it does not
particularly require in its business., If the corporation declares a dividend
af the cash and bonds, the shareholders are taxable on the full value of the
cash and bonds at ordinary surtax rates. However, if the protection afforded
the revenue by paragraphs A and B were removed, the stockholders might obtain
the cash and bonds at low capital gain rates in the following manner. Corpora-—
tion A, cleiming some trumped-up business purpose, would transfer the cash and
bonds to new Corporation X in exchange of X's stock and distribute X's stock
to the stockholders of Corporation A. After permitting a decent interval to
elapse, Corporation X would be liquidated.. The stockholders would receive the
cash and bonds in liquidation ~~ which transaction gives rise to capital gain
rather than ordinary income —- or the stockholders could merely sell their
stock and "cash in" on their dividend at capital gain rates,.

Paragraphs (A) and (B) prevent this type of avoidance by requiring
that in order for the distribution of stock in Corporation X to be tax free,.
both Corporations A and X are intended to carry on active business after the
reorganization and by providing that Corporation X was not used as a device to
distribute the earnings and profits of either corporation,.

There is one type of tax avoidance possible under the spin-off which
is not prevented by paragraphs (A) and (B), namely, a corporaste tax on appre-
ciated nssets and a tax upon the proceeds of a sale of these assets., Going
back to the lock and key business owned by Corporation A, let us assume that
Corporation A wants to get out of the lock business and receives a very advan—
tagoous offer for the lock assets,. If Corporation A sells the lock assets the
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profit will be taxable income to Corporation A and then when t he profit is dis-
tributed as dividends to the stockholders, the dividend is taxable to them as
ordinary income, Under Section 317 as it now stands it might be possible for
Corporation 4 to transfer the lock assets to Corporation X in exchange for X's
stock and then distribute X's stock to the A stockholders, (In all these
corporate exchanges no gain or loss is recognized or taxed under the recrganiza-
tion sections,) '

The stockholders would then se¢ll the stock of X Corporation and would
receive the proceeds as capital gain, Accordingly, both the corporate tax and
the tax upon the distribution as a dividend eould be avoided if the transaction
were properly handled.

If the section is to remain -- and the provision is not without merit
in effectuating bona fide business adjustments -- a further safeguard should be
added to meet the last exemple., This safeguard might be a provision to the
effect that the distribution of X Corporation stock (in the example) would be
tax free only if there were no intention to sell the stock at the time of its
distribution and if there were in fact no sale for a period of three years
thereafter, Without this safeguard, I believe the provision is undesirsble and
should be eliminated.

Now, I ask the distinguished Chairman of the Finance Committee, if
the purpose of this amendment isnot to afford capital gain treatment for an
otherwise taxable dividend, what objecction can there be to the safeguard I
propose?

He Other Income Tax Loopholes

Let us turn now to the minor loophole provisions, Overall, they are
much too involved, and too numerous, to warrant a detailed analysis here. It
is important, however, that we be able to identify some of these sections and
know what in general they do. You will recall the earlier simple tests I men-
tioneds The most favorable result that can be attained by a taxpayer is to have
his income exempted from tax - and sections 302 and 303 do that - for those tax—
payers lucky enough to fit the specifications, The next best thing tax-wise is
to turn ordinary income into capital gains, taxable at a maximum rate of 25 per-
cent, and sections 323, 324, 328 and 330 do that - again, not for you, or for me,
or for the factory worker, but for a particular taxpayer, or a narrow group of
taxpayers., Another desirable achievement is to cut down the amounts of certain
penalty taxes, and sections 315 and 316 do that - again, not for you or the man
next door, but for those corporations improperly accumulating surpluses and for
taxpayers owning personal holding companies,

A1l these special provisions should be considered in their proper
context, This bill is not the Internal Revenue Code = to understand the full
effcet of loopholes you need to look not only at this bill, but at the Internal
Revenue Code, as it has been amended in the past few years, A host of loopholes
in this bill, others added last year, several the year before that - together,
they mean that in a few short years perhaps, the only person who will be affected
by the generzl provisions without a special relief gadget will be the wage earner,
For the wage earner, this bill raises his taxes -~ with the only generous gadget
one which will let him agree with his employer to withhold more taxes from his
pey envelope. It must be possible to reverse this trend, to resist the pleas
for special treatment to subject one and all to taxes which are really equal,
not just deceptively so in a rate schedule,

Take, for example, section 323. That section provides that where land
is sold with an unharvested crop, the gain attributable to the crops is to be
trecated as a capital gain and that expenses attributable to raising the crop are
to be added to basis. Now you might suppose that a working farmer selling his
crops, with & profit of $5,000, would be taxed the same as a fruit grower selling
his orchard for a profit of $5,000, Not so, if this provision is enacted, for
whatever part of that $5,000 profit of the working farmer is taxed to him as ordi-
nary income — while the same type of profit attributable to growing crops is
taxsble 25 capital gains., This is directly contrary to present law, which properly
says that growing crops are produced for sale to customers in the ordinary course
of business and so are not capital assets or assets used in the trade or business.
Moreover, many fancy schemes might be rigged up and atbempted under this provision,
There would be many sales in name only, for example, a "traveling" fruit grower
might secll land and a crop each year to a willing canner, with a purchase back
of land on the other side of town, The Bureau cannot possibly catch up with
all the schemes,
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Or take section 328, That provision would provide capital gains treat-
ment for amounts received by an employee upon termination of employment in
exchonge for his release of a right to receive a percentage of future profits,
if -~ the taxpayer had been an employee for more than 20 years and has held the
rights to future profits for 12 years. Now, this is a patently discriminatory and
unjustifisble provision. The particular conditions of 20 and 12 years attached
to the scction cbviously have no relation to any general principle —- except the
facts of a particular case undoubtedly in the mind of the U, S. Chamber of
Cormerce repr.sentative, Mr. Alvord, who suggested it on page 1478 of the
hcarings, along with 2 number of other suggestions found in the bill. The
anounts to be received are of ccurse sums paid in lieu of compensaticn taxable
at ordinary rates. This is not a profit on the sale of a capital asset,
because the taxpayer here had no asset — merely a contractual right to future

incume. The provisions of section 165(b) of the Code are far frem a precedent,
' since that section deals with a broad group of exempt pension plans which must
be nondiseriminatory and cover a high percentage of all employces. This
proposal in the bill has neither restriction, How many persons can possibly
benefit from this provision -- how many can there be who today fit its
particular limitations? I know of none -- but there must be at least one, or
Mr. Alvord wculd not have suggested it. I wonder if the committee can tell
us how meny taxpayers are affected by this end how many taxpayers under $25,000
would be affected by it? Averaging of income for all persons might in theory
be desirable, but its cost would be prohibitive. There is no special merit
for this cne exceptione

Then thore is section 330. This provision would, for the purpose of
determining whether a particul r stock option met the requirements for receiving
the special capital gains treatment provided in the 1950 Act, treat the option as
granted when approved by the Board of Directors even though a later ratification
by stockholders is required.

The provisicns of the 1950 Act provided a loocphole whereby corporate
executives might receive compensation at capital gains rates. The amendment'
while not highly important by itself, illustrates how loopholcs grow by treating
for tax purposes as being legally grantcd that which cannot be lawfully granted
without stockholders a proval, My predictions of last year are coming true
when I opposed the stock option proposal. One loophole leads to another and
this one is being enlarged., Furthermore, as I warned, it hasproved inflationary,
as evidenced by recent action of the Salary Stabilization Bcard.

It would be possible to spend hours analyzing the language of these
technical provisions and showing how each of them grants special relief in
narrow instances for the benefit of 2 special few, However, it is necessary to
pass cn = but in passing I must comment on one other, which in the bill's
technical language is at best confusing,

Notice section 315 on page 1L8 of the bill. Its heading reads "Surtax
on corporotions not properly accurmlating surplus" —— and the rest of the
section rclates to long-ternm capital gains, Now you might suppose that this
provision possibly has some effect in tightening up on ccrporations which
accurmlate surplus in order to avoid paying dividends to their stockholders,
which would be subject to the ordinary perscnal income tax rates, Just the
cpposite -- as we might guess from the fact that this is another U. S¢ Chamber
of Commerce suggestion appearing on page 1477 of the hearings. This provision
of the bill would cxempt -- I r.peat -~ exempt capital gains for incomec subject
to the penalty tax on unrcascnable corporate accumulationse

There is a provision in the Internal Revenue Code (Section 102) which
is designed to penalize the failure to distribute busincss profits to the share-
holders. The nature of a ccrporation's income is immeterial insofar as
avoidance of surtax on its sharehclders is concerned -- its character is lost
in its dividends which are taxable at ordinary rates. Moreover, capital gains
of busincss corperations are usually from sales of property used in the
business and thus are closely akin to its rcgular business profits. Thus,
an sccumulation of capital gains has the same effect of aveiding a shareholder's
dividend tax as any other accumulation of business profits.

These provisions and others should be climinated from the bill, and I
will S0 MOVEe
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I. Estate and Gift Tax loopholes

he bill contains eight anendhnents to the estate and gift taxes. One of
these, section 602, closes n loophole by texing United States Covernment bonds
held by non-resident aliens if situated within the United States. Three othiers,
sections 602, 604, end 605 heve apparent merit, providing a credit ageinst the
estate tax for foreigm estute taxes, exemuting vorks of art loaned to Auerican
mmseun by non-resident aliens and exeupting frou tax estotes of zrned force
menmbers dyiang in ssrvice.

The othor four sections, 606 through 609, inclusive, scea objectionible
eribloc. Tiithout analyzing each in detail, they all decl with the proble: ou
tronsfers intended to toke effeect at deatl:, including life insurnnce, viieh in
general have been always includible in the gross estate. Ancl each sesction attenpts
to get its narticular bit of such transfers out of tire gross estate, thus freeing
it from the estate tax, each section epparently for o particulor case. To the
extent thot the estete tax has any umerit, these amenduents are without aerit.

I ask ths Pinance Co.uiittee: Hor nany individusls will benefit from this
provision? Vill it ralse revenue at a time then we need revenue? Vhot xight do
we have to give snecial rebates to the fev, vhile e inere se the load on the bulk
of the American people???

J. Excess Profits Tax Relief

The bill contains 20-some provisions amending the excess profits tux,
enacted less th-n a year cgo. The cost of these provisions is ;120 :dillion. It
was generally agreed last year that anenduents would have to bie iade after sulfi-
cient actunl experience had shoim the problems. IHere, nine nonths alter enact-
ment of the basic low, before nost of the regulstions hive becone finel, before
most of the returns have been filed and befoie ony sizeable collections uncer the
tax have been nade, amenduents ae to go into efiect vhicl ir the main ave desipgned
to relieve payments vnder the teax and to bhenefit particular tarpayers.

Here, agoin, ve find techniques for arrenging to relieve poriticular tox-
payers froi: evcess profits tax. Since thot tax is annlied only to ecrnings vhich
are in excess of a credit besed on avercore earnings, or on 2 certrin return on
investsd eapitol, it is possible to lover excess proiits toxes simply by increasing
the cradit in one vay or another, since that vill give hin less profits subject to
the excess profits tax. Or, you cen loiier evcess Hrofits tox by enenpting certain
incone fro: excess »rofits income or by granting special ceductions. Both general
tecinicques ars found in this bill.

Glencing through the smendnents .o £ind speeial relief wrovisions tailored
to ~articulor cases--such as sections 518 and 519, vhich gront discrininatory
benefite to television and racdio and broadeasting snd the publishing industries.
There the aveiage corporate taypayer hos several different tpes ol business onpera-
tions, onz or tio of which overaie at & losz, his earnin s credit is bised on the
average earnines of all his operciious. Section 519 for particulor seguents oi the
television :nd radio broadecsting industry which: ecan qualify, allows thel in
effect to ignore the locs parts of their business in coupubing the average earnings
credit.,

TLhis special grous of tuxpayers iz given twe fovorable alternatives for
covnuting its averaze ecxrnings cwedit. The first altermative is arrived at by
applying to the total of both television nd radio zssets the favorable rate of
return on r:dio asscts clone, ipnoring coirletely the fact that theie wis a loss
on the television business. The second alterncotive gives to .enbers of this
industr alone o industyry rrte of return on the totcl of ail assets, even though
thev do not othe:ridse Tit th: genercl categories of teugpayers nor entitled to use
an industry rote of return viren it is jore favorable tlcn their ovm zetuid overall
earnings credit.

This is the most disciminotory type of approach to building u» a crodii,
a patchuorl: quilt of (1) ecinings wmreduced by losses, and (2) a speclal reliel
industry rote, vith the taxpoyer nicking the particuler sguare mosth fuvorablie to
hi. L0 this anoroach reve applied generally, the excess prolits tax would be
a toex in nvse only.



Section 503 is a similar e::ample of discxd mination on a broader and more
expensive scle. Certain fiscal ycar corporations contended they were discriminated
against because computation of their earnings cr,dit required use of low cuarters
in 1915 and 1946. However this may be, the cure proposed in the bill causes
greater discrimination than it set out to cure, since it vill not allow these taxe
payers to be among the favored fewr vwho may use the highly profitable early months
of 1950 in computing the crgit, while the great mass of taxpayers must ignore 1950,

Another amendment, Section 517, apparently is designed to give special
relicf to the multi-million dollar llonsanto Chemical Company for the s ituation des-
cribed on page 1652 and ff. of the hearings, The present law provides a method
of relief for taxpayers in géneral suffering "abnormalities", such as fires, stirikes
etc., during the base periods These taxpayers, in lieu of theactual earnings
credit for thoperiod covercd by the abnormality, may use the industry rate of re-
turn as applied to the average total assets of the taxpayer during such years.
Monsanto suffered an explosion in 1947 which affected its production, It clearly
comes within the abnormality provision = but is not satisfi_d with the relief
generally available to other taxpayers; since that would only give it a (28,5
million tax=free excess profits credit, when it should have = so the company
states = what it would have made if the explosion had not occurred. The bill
gives a sort of compromise, which is still higher than the relief available to
other taxpayers with zbnormalities, It gives lionsanto for each month of the abe
normality year, the monthly average of its earnings for the preceding years.

Discussion of one more section appears warranted before leaving the exe
cess profits tax sections, The Committee bill decides that purchasers in taxable
exchanges should be allowed to carry over the earnings experience of predecessors.
Perhaps this is a corrget decision, at least vhere the permission is generally
available, where it is limited to cases involving the sale of all the assets, there
the old corporation is liquidated and goes out of business, where new money of the
purchaser (i.e., assets not previously in the business) is used to make the pur-
chase, and vhere only purchases prior to the excess profits law come within the
privilege-

Section 50, on p, 526, would grant to a purchasing corporation the carne
ings base of its predecéssor even though an important source of earnings of the
r edecessor corporation, a franchisc, had to be obtained from another source, This
provision violates two of theabove concepts: first, it is tailored to a particu-
lar case, and second, it grants a full crodit even though all the earming assets
were not purchased, The particular case the provision is apparently drafted for
appears on page 1615 of Vol. 3 of the hearings = a Cadillac dealer who wants a
credit of (247,000 when his credit under present law is 30,000, His problem is
that he could not buy the most important earning asset of the preceding company =
its sale franchise =~ but vants its full earnings credit despite that, Without
that franchise the other assets arc a shell, usable only for a garage, If the
prior company had been able to sell its franchise (vhich vas not transferable)
the purchase price of its assets would have been much higher., The purpose of the
excess profits ¢éredit in such cases is to allow a fair return on the investment
of the taxpayer, Under this section the taxpayer will receive many times more
than a fair return on his investment prior to being subject to c¢.:.ess profits
and it is likely that he will recceive each year without paying anything in excess
profits tax a 100% return on his investment, (Cross sales, $3 million; 10%
profits, $300,000; credit, ..2L7 ,000,)
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1t is my belief that the foregoing discussion illustrates that we are
moving too ranidly to amend the technical workings of the excess profits law.
1f there sre difficulties in the relief provisions, if computations of the
credit produce anomalous results, if taxpayers as a group find particular pro-
visions burdensome, then let us approach the problem with a view to finding
satisfactory changes which will grant the relief to all taxpayers -- not by
tailoring = special provision to z particular taxpayer vhich leaves others out
in the cold. It seems unreasonable to suppose that in thes? brief months since
enactment of the law we could kmow enough of its operations to make changes
which cut ecuitably across the board., As the distinguished Chairman of the
Finance Committee said, in guiding the Act through this Chamber in December
of 1950, '

M, . ,we have taken the extraordinary sten of providing for the
reyriting of this bill by the end of D ber, 1952, in order

that we moy meet the problems which, through experience (and I
emphasize these two words, through experience) are then presented
to us in a clearer light..." (Comgr. Rec. Dec. 20, 1950, p. 16944).

I remind the members of the Senate that we are now being asked to hand $120
million of relief 14 months before we were to have gained the experience
necessary to anpraise the operation of the excess profits tax law.

FTor each excess profits tax relief »rovision, I should like to reguest
the distinguished Chairman of the Finance Committee to supply the following
information: (1) how many tax payers are involved; (2) what will be the cost
of each nrovision: (3) why is it necessary to enact these provisions before
we have the results of the study of 1950 excess profits tax returns,

IV _SOMMARY

Mr. President, I have taken the time to analyze this tax bill -- not
out of any particular love or talents that I have for the subject — but
because the bill determines who shall pay the cost of running the Government
and how much., This vitally affects every man, woman, and child in this
country. .

Workers find their cost of living increases overshadowed by the impact
of higher income and excise taxes, Those who haven't received such increases
wlll be hit both by inflation and higher taxes.

For mony families this cuts into the bacon, eggs, and milk on the break-
fast table.

It's 21l right to say that everyone must sacrifice for the defense effort.
But let's see that everyone pays his fair share of the additional tax load.

At the very least, let's not increase the load on taxpayers in the
bottom bracikets by shifting to them the cost of legalizing the loopholes which
the bill now provides, as well as the relatively higher increase in tax rates
under the Committee bill!

The bill does not raise enough money for a sound fiscal program. It
imposes the higher taxes without nrovwer regard for consideration of ability to
pay. It increases the inequities of existing law by widening existing loopholes
and adding new ones.

lir, President, this is another tax bill for the greedy -~ not for the
needy. It should not pass without drastic revision.



I want to talk to you today about taxes and how they affect
‘the small businessman. In the past two years, I have made a special
effort to understand a few of the intricacies of our tax laws. This
is not an easy job for a person who is not a technician. I have tackled
this difficnlt subject because it became apparent to me within a short
time after I entered the Senate that lmowledge about how our tax system
works is essential for an understanding of what makes our economy ticik.
This has been a difficult job end I want to assure you that there is
still a great deal to learn. Nonetheless, my experience in the debates

over three tax bills has been invaluable and I believe that I am
beginning to see through some of the rest. .




PRINCIPLES OF TAXATION

The requirements of a good tax system are easy to state. First
and foremost, taxes ghould be high enough to pay for the cost of Govern-
ment services. There may be differences of opinion about the scope and
nature of'Government activities. However, once the people, through
their duly elected representatives in Congress, have decided on a given
amount of expenditures, it is our duty to provide the revenues to finance
those expenditures. Only in this way can we hope to keep the economy on an
even keel. Continuing large deficits  will inevitably lead to inflation
and all its terrible consequences. Inflation is a tax, but it is one of the
worst taxes man has contrived. It strikes hardest at people and businesses
that need the most help; it distorts management decisions, it reduces
productivity and must inevitably lead to lower standards of living. We
must levy sufficient taxes to pay for government expenditures in order to
avoid unbalanced budgets and inflation.

The second reguirement of a good tax system is that the structure
mast be designed to interfere as little as possible with economic growth
and stability. It cannot be denied that taxation is intended to reduce
incomes in the hands of private individuais and businesses. They are
levied for that purpose. However, a properly designed tax system will
minimize restraints on the economy and will maximize, So far as possible,

the opportunities for growth and achievement.
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The third requirement is that texes must be levied equitably.
We must be sure that everybody shares the burden of paying for the
cost of govermment in proportion t6 his ability to pay. These are
not empty words. There are numerous instences in history when the
wrong kind of taxes have not only hindered growth, but also created
revolutionary upheavas which have ripped apart the very foundations
of society. Inadequate taxes can result in such upheavals by bringing
on inflation, Inequiteble and oppressive taxes can do the same thing.

There is no easy way to design a tax system which will conform
with all of these requirements. The tax structure is a delicate
instrunent; it balances many different elements, any one of which may
upset the equilibrium of the economy. As times change, as the economy
grows, as new industries are formed and other industries disappear,
we must be alert to change the tax gystem to meet the needs of changing
conditions. A democracy makes such changes and even experimentetion
possible. When there is free interchange of opinion and public aware-
ness of the issues at stake, there the correct decisions will be made.
Progress may appear to be slow, but progress is inevitable if the
people have a voice in the making of economic policy.

Let me illustrate this by the recent history of the tax bills
to finance the defense ﬁrogram. As soon as it became clear that the
country was to embark on a vastly expanded security program, there
was immediate recognition on the part of the public that effective

stabilization policies would be needed.




Part of this stabilization program, which the country approved,
wes a tax system which would be adequate to finance these increased
expenditures. In the space of aboul a year, Congress approved
higher taxes amounting to almost $16 billion in a full year. There
is no question that these higher taxes meant sacrifices to us all.
But there is also no question that these higher taxes are one of
the major reasons for the stability of prices during the past
twelve months. Common Eenss_.&ietated that we follow the prudent,
sound course of financing the defense program on a current basis.
The people demanded prompt action on texes and they got it. We
need have no fear about the stability of our political and economic
institutions if the people continue to exercise such sound judgement.
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EVIDENCE OF ECONOMIC PROGRESS

There are, of course, defestists eamong us who deny these basic
principles. They argue that the country is going to ruin, that the
end is in sight. What are the facts? Have our economic policies helped
or hindered progress? Has the standard of living increased or decreased?
Have profits of business risen or fallen? Is our productive capacity
larger or smeller?

The figures are, of course, well lmown to all of you.

Production has risen to peace time records since the end of the
war. In 1939, the Federal Reserve Board index stood st 109; now it is
around 220.

Despite higher taxes, the per capita income left after direct tax—
es have risen in resl terms —- that is, after correction for price changesw—
by over 40 per cent since 1939.

Corporate profits after taxes have risen by 260 per cent since 1939;
there is no good index to correct this figure for price changes, but I
have no doubt that the incresse is at least 50 per cent in terms of con-
stant dollars.

Finelly, our productive capacity is at an all-time high. Since the
end of the war, industry has invested over $100 billion in plant and equip-
ment, and it is continuing to invest at record rates even now. To me,
this is proof positive that business has faith in the future of our econ-
omy.

In the midst of all this progress, all segments of our society have
prospered. We are now better equipped, better-fed, better-housed than

ever before. And we still look forwsrd to greater prosperity.
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The small businessmen has also shared in this prosperity. There
is no group in the community whose economic health and vigor is more
vital to contirnued progress. The history of our country is the history
of the small businessman, who starts with modest means, and creates large
end successful enterprises. Without the stimulation, the drive and the
competition of the small businessman, our economy would quickly lose its
forwerd motion. Are we sure that small business has grown along with the
rest of the economy. I believe that the facts show that it has.

In 1939, the income of non-farm entrepreneurs smounted to only $7
Billion; in 1951, it waa‘ 2/ Billion. Figures on the smell corporation
demonstrate the same growth. In 1939, 172,000 corporations with assets
of less than $1,000,000 reported profits. In 1948, the latest year for
vhich data are asvailable, 336,000 corporations with assets of $1,000,000
or less reported profits. The net income after corporate taxes of corp-
prations with assets under $1,000,000 increased from $435 million in 1939

to $3.3 Billion in 1948, a seven-fold increase.
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Cong ressional Interest'lg_&ziall Bu.si_nqss.

I do not exaggerate when I say that every Congressman,
regardless of party affiliation, is keenly aware of the impor tance
of the small businessman in the economy and of the need to design
policies which will help him not only to exist, but also to expand.
Few pieces of legislation involving economic policies pass through
the Congress before a searching inquiry is made by the committees to
make certain that the interest of the small businessman will be pro-
tected. Whether the legislation involves price controls s appropria-
tions, regulatioh of interstate commerce, defense production, or
taxes, the role of the small businessman is never forgotten. To be
sure, more needs to be done, ba;rb I believe the record indicates
conclusively that Congress is detemined to provide all the

protection and encouragement that it is practical for the small

businessman.

Tax Pmnsi ons for Small Business

Taxation is an example of the kind of protection that I
have in mind. ¥ew people realize how much of the basic structure of
our tax system is designed specifically to aid the small businessman.

From the time our income tax was adopted, Eoi_;gress has sought to

write provisions into the tax laws to mitigate the effect of the ordinary

tax rates on small business. Now, after almost forty years of experience

with income taxation, the Internal Revenue Code is liberally sprirkled
with such helpful provisions. We may take them for granted now, but
they represent solid progress in a field which is fraught with diffi-

culties. It is to the credit of the Congress, the tax writing




(e

committees, the Treasury Department, and the; Joint Committee on
Internal Revenue Taxation that these provisions have been devised,
énacted and“put into effect with a minimum of controversy and
with little or no fanfare and publicity.

I should like to discuss some of these provisions briefly
and to indicate the reasons for their enactment.

The "Notch"rate

The first and most obvious concession to small business
is the elim'nation of the so-called "notch" rate under the
corporation incore tax. Now that the "notch" rate is no longer in
the law, we may wonder how it was ever_pemitt_e'd to c¢reep in. The
history of it is relatively simple.

When the corporation income tax rate was increased during
the early 1930's, 'Gong-rgas_ attempted to provide a lower rate for
small mrpbra;t'iens. However, graduation in the sense that we know
it under the individual income tax cannot be applied in the
corporation area. While we can be sure that an individual with an
income of $50,000 has more ability to pay tham another individual
with $5,000, we cannot be sure that a corporation with a $500,000

income has more ability to pay than one with a §50,000 incone.
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The $500,000 income may represent & return on an invest-
ment made by 20 stockholders, while the $50,000 income may
represent the income of only one stockholder. In the first case
the average income per stockholder is only $25,000; in the second
case it is $50,000. I believe there are good reasons for levying
a separate corporate tax, but the case for graduation is weak.

Despite this theoretical weakness, Congress felt that
the small corporation, espeeially if it is new and growing,
deserves special treatment. To square the two objectives, it was
decided to levy a flat rate on the most profitable corporations
but to provide a lower rate on those with profits below $50,000.
Technically, it is impossible to levy a flat rate sbove a certain
level if there is full gradustion below that level. This can be
easily demonstrated by simple arithmetic, but it can perhaps best
be understood by explaining the "notch" rate.

Under the rates which were levied in the years 1946 through
1949, there were five bracikets and the retes in these brackets were

es follows:

Bracket Rate Cumulbive Tax
Under $5,000 21% $1,050
5,000 - 20,000 23 44500
20,000 - 25,000 25 5,750
25,000 - 50,000 53 19,000
50,000 and over 38

The so-called "notch" was the $25,000-$50,000 bracket where the rate

Jjumped from 25 to 53 percent. What did this accomplish? The purpose
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wes to make the transition from the 1) percent rate at the $25,000
level to the 38 percent rate which was desired exactly at the
$50,000 level. (As can be seen from the above table, it was
necessary to make up $13,250 in tax -- $19,250 less $5,750 — over
a $25,000 income range, which gave 53 percent.) The 53 percent
rate was the only rate which would do this exaetly.

It was soon found, however, that while we eecomplished
our objective of levying a flat rate of tax on most corporation
profits, we had put a very heavy penalty on any business which was
in the $25,000-$50,000 bracket. As soon as any corporation earned
a dollar of profits above $25,000, it was "socked" by a 53 percent
rate on that dollsr of income. By contrast, the largest corporations
were subject only to a 38 percent rate on each dollar of additional
profits. Instead of helping smell business, the "notch" provision
actuslly penelized it. Small companies had great diffieculty
getting through the $25,000-$50,000 bracket. Once beyond $50,000,
they had the advantage of a lower rate.

A1l of this wes changed by the Revenue Act of 1950. We
forgot about our quelms over graduation and adopted a simple two-
rate system: one rate for profits up to $25,000 and another for
the amount of profits over $25,000. The rate up to $25,000 is now
30 percent, and above $25,000, 52 percent. This is one of the most
outstanding examples of tex revision made specifically to ease the

tax burden on small business.
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Averaging of profits and losses

Another important provision which is of assistance to small
business is the allowance in the Internal Revenue Code for
business losses. Under ouwr annual income accounting concept, if
it were strictly followed, a business would be taxed during those
years when it earned profits but would not be permitted to deduct
any losses from such profits when it incurred them. As a result
it is conceivable that without an allowance for losses a business
could break even over 5 years and yet pay Federal income tex. The
method used in the tex laws to prevent this from happening is
called carry beck and carry forward of business losses. Thus,
if a business makes a loss in one year it can carry back that loss
against profits in the preceding years or, if there were no profits
in the preceding years, carry it forward against profits in the
succeeding years. In this way profits and losses are averaged
out for tax purposes.

Before the Revenue Act of 1950, businesses were allowed to
carry back losses to the two preceding years or to the two succeeding
years. Including the current year, this provided in effect a five-

year averaging period for business incomes. In the post war period,
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many representatives of business, especially those from the small
business sector, pointed out that a five-year period is not
sufficient to average out profits and losses. Consequently, in the
Revenue Act of 1950, the averaging period was changed to seven

years and the method of computing the carry-back and carry-forward
was altered to be especially beneficial to new and growing businesses.

The 1950 provision permits business to carry back losses in any
year against the income of the prior year and against income in
the five succeeding years. Emphasis was placed on the carry-forward

-
rather than the carry-back because it was found that the carry-forward
is of greater assistance to the expanding firm. Ordinarily when
a firmm starts operations it takes several years before the business
is profitable. For such fimms the carry-backs are not very useful,
because there is no income history in the past against which losses
can be offset. The carry-forward on the other hand gives the business
a five-year opportunity to offset losses against profits.

We have not yet had a good opportunity to determine how this
provision is working out. In the first place the provision became
effective first for calendar year 1950 incomes and we do not yet
have any statistics for that year. In the second place, incomes
since the adoption of the provision have been generally high and
losses relatively infrequent. I have no doubt that the Congress

will adjust these provisions further if they prove to be inadeguate.
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Excess Profits Tax Relief

The excess profits tax passed in 1950 is an excellent
example of legislation which protects small business. Most of the
provisions in the law are of a technical nature and are too detailed
to discuss here. However, three of these provisions are worth
mentioning.

First is the minimm credit which exempts all corporations
with profits of less than $25,000 from excess profits tax. Excess
profits are computed by subtracting from current income a credit which
is based either on average earnings in the three best years of the
base period, 1946-49, or/%ge basis of a predetermined rate of return
on capital. However, corporations with profits of less than $25,000
are not required to pay excess profits tax even though their current
income exceeds the "earnings" or "invested capital" credits.

Second, for those corporations whose earnings are in
excess of $25,000, the law provides what is known as the "growth™"
formula in computing the earnings credit. This formula beases the
credit not on the average of the three best years in the base period,
but on either (1) the average of profits in 1948 and 1949, (2) 1949
profits, or (3) a weighed average of profits in 1949 and 1950. Not
all corporations can qualify for this formula. It is restricted only
to corporations with assets of less than $20,000,000 at the beginning
of 1946 which had substantial increases in sales and payrolls between
1946 and 1949. In effect, this provision recognizes that small
corporations grow. Accordingly, part of the increase in their profits

since the base period is not considered "excess", but is attributable

L
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to growth and is, therefore, tax exempt.

Third, businesses which started operating some time in
the base period are allowed to compute their credit on the basis of
‘the growth formula; or, if they started after ihe base period on the
basis of the average rate of return of the other established firms in
the same industry during the base period.

These and other provisions in the law exempt the large
bulk of corporations from excess profits tax. Over 600,000 corporations
file returns at the present time, and it has been estimated that only
75,000 pay excess profits tax. Most of the exempt corporations are,
of course, the smaller ones. This is appropriate because the excess
profits tex is not intended to impede the growth of the smaller

corporations.
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A PROGRAM FOR SMALL BUSINESS

As I indicated earlier, the provisions I have outlined are only
a few examples of the protection afforded to the small businessman via the
tax laws. We intend to do more, if that is possible. I believe that
there are at least two important considerations which we must keep in
mind in discussing further protective measures.

First, the most important protection we can give to small business
is a full-employment, growing economy. No matter how many gadgets we add
to the tax laws, they will be insufficient unless we provide the environ-
ment for the combined expansion of business. History proves that the fate
of small business depends on the health and vigor of our econcmy .

Second, small business has a vital steke in the development of
tax laws which are fair and eguitable for all. Aé you know, I have
devoted a great deal of my energies to uncovering loopholes in the tax
laws vhich are costing billions of dollars of tax revenue. The benefit
of many of these provisions are not shared by all, but are restricted to a
few special groups. When these special groups get tax relief, all other
groups —— the laborer, the farmer, and the small businessman -- are taxed
more to make up the difference. Elimination of loopholes is a measure which
can eventually provide the basis for easing the tax burden on the majority
of taxpayers and businessmen. I wonder how many small business men realize
that the excessive percentage depletion allowances which are now costing
the government about three-guarters of a billion dollars in tax revenue

actually exéeeds last year's entire tax inerease on all corporations with




net incomes below $100,000. I believe it is unconscionable to require

small corporations to pay taxes on their entire income at the same time

that the giant oil companies are handed tax benefits of these magnitudes.
Many tax proposals for assisting small business have been made.

They range from outright exemptions to technical provisions regarding

‘depreciastion allowances and the treatment of dividends. Most of these

proposals raise difficult equity, revenue, and economic issues. Nonethe-
less, I have no doubt that we will continue to find ways and means to refine
our tax structure, as we have in the past, so that the interests of small
business will be protected. Members of Congress cen be guided in meking
these decisions only if they kmow what the problamof small business are.

I, for one, would welcome any suggestions you may have on legislative

matters relating to }t_-._mtion_ or any other economic policies which affect

the operation of your business.
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