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REPORT OF THE JOINT COMMITTEE ON INTERNAL REVENUE TAXATION TO THE COMMITTEE
ON WAYS AND MEANS OF THE HOUSE OF
REPRESENTATIVES AND THE COMMITTEE ON
FINANCE OF THE SENATE
WASHINGTON, D. C., Nove111,ber 15, 192'7.
The Joint Committee on Internal Revenue Taxation was established under section 1203 of the Revenue Act of 1926. The committee is composed of 10 members, 5 of whom are members of the
Committee on Ways and Means of the House of Representatives
and 5 of the Committee on Finance of the Senate. The principal
duties of the joint committee are to investigate the operation and
effects of the Federal system of internal-revenue taxes; to investigate
the administration of such taxes by the Bureau of Internal Revenue
or any executive department, establishment, or agency charged with
their administration; to make such other in yestigations in respect
of such system of taxes as the committee may deem necessary and
to investigate measures and methods for the simplification of internalrevenue taxes, particularly the income tax.
The committee organized by electing a chairman and vice chairman and providing for a staff, to consist of two divisions, a division
of simplification and a division of investigation.
L. H. Parker was appointed chief of the division of investigation
on August 2, 1926. The personnel of the division of investigation
was later increased by the appointment of G. D. Chesteen, assistant
chief, an engineer, and three auditors.
Charles D. Hamel was appointed counsel for the committee and
chief of the division of simplification in April, 1927. Edward H.
McDermott was appointed assistant counsel. The personnel of the
division of simplification consists of the chief of the division and two
assistants. It was not possible to establish the division of simplification at an earlier date than that mentioned, due to difficulties encountered in obtaining the services of individuals qualified to perform the
work required.
The division of investigation has functioned since August, 1926,
though until recently with a considerably smaller force than it has
now. The work of the division of simplification began in April of
this year.
An advisory committee was appointed in April, consisting of Dr.
T. S. Adams, A. A. Ballantine, George E. Holmes, George O. May,
and Dr. Thomas Walker Page, the committee serving without compensation. Charles D. Hamel acted as ,chairman of the advisory
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committee. The advisory committee has cooperated closely with the
staff of both divisions of the joint committee in carrying out the
work assigned to each. Acknowledgment is also made of cooperation and helpful suggestions from Middleton Beaman, Esq., House
legislative counsel; Frederic P. Lee, Esq., Senate legislative counsel,
and members of their staffs; Mr. Charles R. Nash, assistant to th('
Commissioner of Internal Revenue; E. C. Al vord, Esq., special assistant to the Secretary of the Treasury; and to other officials and
employees of the Treasury Department.
The committee has dispensed with formal hearings, but informal
conferences have been accorded. Constructive criticism of the internal-revenue tax system, particularly the income tax, was solicited
through the press and by communications to business organizations t
bar associations, societies of accountants and engineers, and others
interested.
The income tax seemed to merit first consideration, since it is more
important than the other internal-revenue taxes in point of revenue
produced and taxpayers directly affected.
To this report of the joint committee, submitted pursuant to section
1203 of the Revenue Act of 1926, are annexed three volumes" under
one cover, as follows:
Volume I is a report prepared by the staff of the joint committee
and concurred in by the advisory committee. The joint committee
approves in principle the recommendations in Volume I except those
relating to section 220, which it neither approves nor disapproves;
and the provision relating to the expense of transfers in the field
service, which it disapproves.
Volume II is a proposed rearrangement of the income-tax provisions of the Revenue Act of 1926, prepared by the staff of the joint
committee, the House and Senate legoislative counsel, and the special
assistant to the Secretary of the Treasury and approved by the
advisory committee. The joint committee approves the proposed
rearrangement.
Volume III is a survey of the administration of the income and
profits tax laws, prepared for the joint committee by the Treasury
Department.
Respectfully submitted.
WILLIAM R. GREEN, Ohairman ..

VOLUME I
REPORT OJ.1-' THE STAFF OF THE JOINT
COMMITTEE ON INTERNAL
REVENUE TAXATION
(CONCURRED IN BY THE ADVISORY COMMITTEE)
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REPORT ON INTERNAL REVENUE:
TAXATION
PART I. GENERAL SUMlVIARY
Consideration has been given to the simplification of the law and
its administration and to the modification of provisions in the last
act which appear to operate harshly or unfairly. A complete investigation into the operation, effects, and administration of the income
tax and the working out in detail of satisfactory measures of simplification is an undertaking of large proportions. The conclusions
thus far formulated are not offered as a complete program for legislation but as important steps which may properly be taken at this
time.
For convenience the contents of this report are summarized below:
SIMPLIFICATION

In aRproaching the simplification of the income tax, two essentially different aspects of its operation must be recognized and each
measure of relief must be tested from both viewpoints. Relatively
small sums are collected from a great many taxpayers whose sources
of income are few and simple. On the other hand, relatively large
sums are collected from a smaller group whose incomes often result
from the highly complicated operations of modern business. It
mJU8t be recognized that while a degree of simplification is possible,
a simple income tam for complex business is not. The task is to
simplify the law and the administration for all taxpayers so far· as
possible, without causing real hardship to those with complex sources
of income and varied business enterprises who can not be taxed
justly under a simple, elementary law.
The act itself may be simplified by two principal methods. The
first is to simplify the underlying policies or 'principles; the second to
simplify the arrangement, phraseology, and other matters of form·.
Both are indispensible. It is convenient first to discuss simplification
of form.
The arrangement of sections in the act is not satisfactory. A taxpayer can not find at anyone place, a simple statement of the basic
principles of the income tax. A complete rearrangement, published
in Volume II of this report, is recommended, a principal feature
or which is that all provisions of general interest to the great body
of taxpayers are collected in 16 pages at the beginning of the act.
In its present form the act embraces several complicated provisions relating solely to taxes under earJ.ier laws. The Bureau of
5
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Internal Revenue 'is almost c'urrent with its work and these provisions
no longer have the importance they once had. They should be
omitted from future revenue acts. Accordingly, it is recommended
that the revenue act of 1926 be continued in force for the adjustment of old cases and that the sections above referred to be
entirely omitted from the next revenue act. Similarly it is recommended that the estate tax and miscellaneous tax titles of the
1926 act be omitted from the next act. This will result in an inC0111,e
tam act, less bulky and more simple than the present law.
Typographical improvements, such as the use of varied types in
printing the law, catchwords, headnotes, indentations, and the like,
simplify the form of the statute, and these are incorporated in the
proposed rearrangement .
.L~ code of Federal tax administration appears desirable.
Its
"Compilation is discussed in Part II of this report. It will result.
in collecting the administrative provisions relating to all kinds of
Internal-revenue taxes in one act. At the present time, some are in
the revenue acts and some in the general statutes. Most taxpayers
have no great interest in these provisions and they seriously compiicate the successive revenue laws. Simplification, uniformity, and
other advantages will result from the compilation recommended.
The substance of the act is so complicated that simplification of
form alone will not afford an adequate measure of relief. There
should be a thorough reexamination of the entire statute for the
purpose of developing simpler basic policies. This is the fundamental need in statutory simplification.
Some complicated policies may be mentioned as illustrating the
need for simplifying the substance of the law. The act abounds
in formulrn and mathematical ratios; there are something like a
dozen different bases for determining gain or loss; there is a long
list of technical deductions to be mastered by all taxpayers, including
the large group of wage earners who have few deductible items; the
double structure of a graduated surtax on net income and a flat
normal tax on net income less certain credits, in itself is inherently
.=omplicated; the bewildering complexity of sections 201, 202, 203, and
204, dealing with corporate distributions and the basis for and the
determination and recognition of gain 0'r loss, is universally recognized. Many of these and other similar provisions were placed in
the law to alleviate intolerable hardships and to prevent injustice
during a period when the income-tax system was growing rapidly
and in the midst of great financial stress incident to war. The outstanding need to-day is to reexamine and simplify the substance of
what has come into the act in the past 10 years. This large undertaking is a major element in any plan of simplification. Recommendations will be found in this report for simplification of certain
provisions in the law, including the earned-income credit, the interest
provisions, section 1106 (a), and consolidated returns.
Simplified administration, the second branch of the general problem, centers to a large degree on the element of personnel within the
bureau and it presupposes simplification of the act itself. The
recommendations with respect to the earned-income credit are calculated to simplify administrat~on. Revenue agents are agreed
that in its present form it is a prolific cause of mistakes, cost, and
delay in handling returns, all of which complicate administration.
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Delay in the disposition of cases, including accumulations on the
docket of the Board of Tax Appeals, is the subject of recommendations in this report, and delay is undoubtedly one of the most complicating factors in administration. Changes in section 220 relating to
evasion of surtaxes are recommended which should simplify the
administration of that section. Recommendations are made for simplifying releasing of Federal tax liens. Recommendations with
respect to section 280 will tend to simplify procedure in collecting
taxes from transferees of property.
The Bureau of Internal Revenue, during the past years, has maderapid strides toward the improvement and simplification of administrative procedure, particularly in the prompt closing of the smaller
cases, decentralization of assessment and review, final settlement of
cases under section 1106 (b), and the creation of a special advisory
committee to reduce the volume of appeals. In Volume III will be
found a survey of administration, prepared for the committee by the
Treasury Department.
The field organization which to-day is charged with a very large
measure of responsibility in tax determination, should be designed,
first, to encourage efficient collection of taxes; second, to make the
collection and adjustment of taxes as little burdensome to taxpayers
as is possible; third, to harmonize with the system of admjnistration
at headquarters; and fourth, subject to the foregoing requirements,
to keep the cost of administration at a minimum.
At present there is a dual organization consisting of 64 collectors'
offices and 36 offices of revenue agents in charge with which the taxpayers must deal and which the administrative authorities of the
Bureau of Internal Revenue must keep in harmony.
The collectors of internal revenue are charged by the statutes with
the responsibility for collecting taxes and for canvassing their respective districts for delinquent taxpayers. To the internal-revenue
agents has been assigned the task of auditing the more intricate individual returns and all corporation returns. However, in order to
bring the audit work current, collectors of internal revenue have been
assigned the task of auditing all the smaller individual returns, and
during the past few years have also audited a majority of the larger
individual returns. It is frequently necessary during the progress of
the audit, to make a field examination of the taxpayers' accounts and
the law specifies that but one examination of a taxpayer's account
may be made each year. It is obvious that constant vigilance is required to avoid a duplicate examination, as a taxpayer may file a
return one year that is to be audited by the collector's office and the
next year he will file on a different form and the return will be
audited by the internal-revenue agent. A single organization would
avoid this duplication.
It is recommended that serious consideration be given to the consolidation of the offices of the collectors of internal reyenue and the
offices of the internal-revenue agents.
A single organization will promote efficiency and convenience to
taxpayers in the collection of taxes for the following reasons :
(a.) Better service will be rendered to the taxpayers since there
would be one directing head and one office in each collection district
to which a taxpayer would correspond or personally visit in connec-
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tion with the assessment, collection of his taxes and audit of his
return.
The following incident illustrates what happens under the present plan of organization. An interna.l-reyenue agent makes an
examination of the return of a taxpayer residing in Des ~Ioines,
Iowa. The taxpayer appeals from the recommendation of the
internal-reyenne agent, and it is then usually necessary for the taxpayer to make a trip to Omaha, Nebr., where the internal-reyenue
agent in charge is located. During the conference with the internalreyenue agent in charge, it develops tha t a settlement can not be
reached until first-hand information is obtained, which is available
only at the office of the collector of internal reyenne at Dubuqne,
Iowa, where the taxpayer originally filed his return and paid his
taxes. There is delay, expense, and annoyance, dne to snch situations,
in numerous districts throughout the country.
This sitnation exists because it would be economically unsound to
establish the office of an internal-reyenuc agent in charge in eyery
district where we now have a collector's office.
(b) The central office at 'Vashington will be in closer and more
harmonions tonch with its field organization, due to the Iact that
there will be one c1irec6ng head in each field district with whom to
<conduct correspondence and to whom the bnrean can look for settlement of any question that may arise. One snperyisory organization
()perating from 'Yashington could maintain n proper inspection of
these offices. Two exist to-day. At present it is necessary to deal
both with the reyenue agent in charge and the collector of internal
reyenue before final action can be taken in the bureau. This is especially true in connection with bankrnptcy cases: fraud cases, and
claims for refund.
'( c) A very careful study of the present organization bas been
made, and compared with the organization plan as recommended,
and there is no doubt but that a saying of approximately $2~000,000
per annum can be effected. At present there are 100 administratiye
offices in existence, and it is believed that all of the field work can be
effectiyely performed and executed in not more than 60 consolidated
offices. There is a duplication of work in the mathematical yerification of tax returns. There is a duplication in the numerOllS records
that are required to be nlaintn.ined. There is duplication in the correspondence and files. Other important elements on which sayings will
be effected are rentals of office space, telephones, consolidation of
mechanical equipment, and trayeling expense.
To accomplish this purpose it will be necessary that all employees
in the field sel'yice be under the civil sen'ice. It is recommended
that arrangements be made to continne in the service those employees
"'ho are noy,' rendering efficient seryice to the Government regardless
of their age. ~Iany employees have rendered sen'ice for years w'ithout a civil-sen'ice status, and it is not believed wise to take any action
by ,,,hich the Goyernment would lose the benefit of the experience
already gained by these employees. The~T should be giyen a favorable oppol'tnnity to secure the proper civil-service statns. The present turnover in the seryice is sufficient to take care of this situation
'\ithout throwing out ~f employment n number of people who have
gn'en years to the serVIce.
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The reorganization, to be fully effective, should be carefully and
tactfully worked out, and the numerous problems involved sympathetically considered and solved. As the result of our examinatIOn
of the subject, in which we have been assisted by a collector detailed
by the Treasury for the purpose, we are convinced that the consolidation is desirable, and we recommend that the Treasury be requested
to submit detailed plans for carrying it into effect.
EARNED INCOME

(Section 209)
The present revenue act provides, in section 209, for a tax credit
within certain limits and subject to certain requirements, amounting
to 25 per cent of the tax which would be payable on the taxpayer's
earned net income if such earned net income constituted his entire
net income.
Investigation discloses that at least 10 per cent of all taxable returns filed by individuals are in error on account of this provision,
showing that many taxpayers fail to understand the principle of the
credit or the method of its computation. As a consequence, taxpayers
are obliged to pay for professional advice, administration is delayed,
and expense increased.
A lowered rate of tax on earned income appears expedient and
proper and, therefore, a means of simplifying the present complicated method is desirable. After a study of several proposals the
following is suggested in lieu of the present method:
In computing tamable net income allow a deduction equal to 10 per
cent of tIle ammtnt of tlw earned net incmne, subject to 1nami1nwn and
minimru171 limits equivalent to those fimed by the present act.
The advantages of this method are as follows:
1. It is simple, reqniring but four entries on the general form of
tax return.
2. It eliminates 13 separate entries from the present general form
of return, and does away with much of the present complexity in
computation.
.
3. It does not substantially increase, in any case, the tax which
would be payable under the present method.
4. It slightly decreases the tax in some cases, generally to the
advantage of the married man with dependents.
5. It is practical, for a similar method has been in use for some
years in Great Britain.
6. Finally, it does not seriously affect the revenue. The present
reduction in tax by the earned income credit amounts in round figures
to $25,000,000 per annum. It is estimated that the reduction by the
proposed method will not be increased by more than $4,000,000. 1
The above proposal is, it is believed, as effective a step toward
simplification as is possible while preserving both the principle and
the limitations of the existing credit.
It should be recognized that even with the present credit, earned
income bears a greater burden than does income from capital. The
opportunities for distributing capital among members of a family
or among corporations and for determining just when gain shall be
1 A later ffitimate, based on more accurate information, shows these figures to be too
small. The correct Q.mount is about $14,000.000.
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realized, the reduced rate of taxing capital gains, the allowance for
depreciation and depletion are all important factors in making the
effective rate of tax on income from capital less than the effective rate
on earned income.
There are thus strong reasons for removing the limit on the earned
income to which the credit is to be applied. It may be, that for reasons of policy or on account of practical difficulties of administration,
this course is not feasible. In that case, there is much to be said on
the ground of simplicity for the elimination of the earned income
credit and a compensatory modification of the rate of tax on income
between $5,000 and $20,000.
CAPITAL GAINS AND LOSSES

(Section 208)
The taxation of gains from capital transactions has long been the
subject of discussion, although snch gains have been taxable in all
our income tax laws since 1913. The constitutionality of taxing these
gains has been upheld by the Supreme Court.
Several years ago the Congress recognized that many normal business transactions were prevented by the high tax on capital gains and,
accordingly, beginning with the taxable year 1922, a maximum tax
of 121h per cent was provided on such gains as were realized on
the sale of assets held for over two years. Since 1924, tax reduction
on account of capital net losses has been limited to 121h per cent.
Suggestions f or the entire elimination of the tax on capital gai.ns
and the credit for losses have been numerous. Arguments for this
change h ave been based on economic grounds and on grounds of
simplification. A careful investigation of the question has therefore
been made. This study shows that no change in the existing law
relating to this subject should be recommended at present for the
following reasons :
1. The capital net-gains tax produces a very considerable revenue
over the credit allowed for capital net losses as shown by the following figures:
Net revenue from 12% per cent tax, 1!)24______ _____ _____ ________ $39,567,328
Net revenue from 12% per cent tax, 1925 _______ _________________ 109,912,033
Total for the 2 years ____ ___ ____ __________________________ 149,479,361

2. To eliminate the tax on capital transactions would shift the tax
burden from those realizing gains to those sustaining losses; in other
words, it would put the burden on those less able to pay. .
3. The flat 12Y2 per cent tax, while not operating, perhaps, in
accordance with the principle of ability to pay, has nevertheless
justified its place in the revenue acts, for it appears to have resulted
in more tax, at least during the high-surtax years, than 'would have
been collected if the regular rates had been applicable. This comes
about through the encouragement given to profit taking.
Studies already made show t hat the elimination from tax computation of capital gains and losses would remove some complications but would create new ones, and it is doubtful if, on balance,
there would be any material gain in simplicity.
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EVASION OF SURTAXES BY INCORPORATION

(Section 220)
The Congress has recognized since 1913 that corporations could be
:formed, or availed of, lor the purpose of avoiding surtaxes on the
stockholders of such corporations. If a corporation perinits its earnings to accumulate instead of declal'ing dividends, which are subject
to surtax, the stockholders will esea pe sHch surtax as would htl ve been
payable if a distrilmtioll had been made.
In order to prevent avoidance, the present revenue act in section 220
provides for a tax of 50 pel' cent on the net income (including di vi·
dends received) of a corporation ·whieh permits its gains and profits
to accumulate for the purpose of preventing the imposition of the
s'urtax upon its stockholders. It is further provided that" the fact
tbat any corporation is a mere holding 01' investment company, or
t.hat the gains and profits are permitted to accumulate beyond the
reasonable needs of the business, shall be prima facie evidence of a
purpose to escape the surtax."
A carefnl investigation of this subject and of individual cases
which appeal' to come within the scope of the provision has been
made, resulting in the conclnsion that the present statute is obscnre
and difficult of administration. The provision has been effective only
in so far as it has deterred the formation of personal holding companies or has stimulated distribntions.
The two greatest difficulties :facing the administration in applr,ing
the present provision consist, first~ in proving the "purpose' to
evade, and, second, in proving wllat constitutes "the reasonable
needs of the business." The evidence necessary to prove the first
point is almost always unobtainable, and the definition of the reasonable needs of a business, required in the second case, is generally
beyond the power of the bureau, at least, in the case of operating
companies.
The incentive to incorporate in order to avoid surtaxes has largely
disappeared. In fact, there is now noted a tendency to disincorporate. To-day a resident of New York, snbject to the maximum surtax, who holds property through a corporation, pays in Federal and
State taxes on the corporate income 10 per cent more than he would
pay in State tax and normal Federal tax as an individual; this is
one-half of the SUl'h.tx he would pay as an individual and he remains
liable to that surtax on the amounts distributed by the corporation as
di viden !s.
A pro\rision is suggested which will tend to give some incentive to
corporations to make reasonable distl'ibutions, without going to the
extent of forcing unwise distributions. The principle ~an be stated
as :follows:
AlloW' the corporation a deduction, in computing net inC01}W equal
to, say, ,OJO per cent of the excess of dividends paid ove?> dividends
?'eceived, the deduction in. no case to be 1}Wre than, say, 25 per cent
of the corporatiO?1J's taxable net income before such ded'uctio'n. In
the c01nputation, no account slwtdd be taken of stocle dividends.
Another very impol'innt advlllltage of this methOll cOllsists jn the
fact that the full benefit of the deduct ion could be se~lIl'c(l by 8mall
D4500-28-vOLI--2
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corporations, which are now at a distinct disadvantage in comparison
with partnerships.
If such a deduction in respect of distributed income in approved,
we recommend the repeal of section 220.
INSTALLMENT SALES

The present law provides that a taxpayer may report his income on
t,he installment basis) at his option, and include in income the "proportion of the installment payments actually received in that year
which the total profit realized or to be realIzed when the payment
is completed bears to the total contract price." The regulations, based
_on the law and its legisla't ive history, provide that in the period
subsequent to the change from the accrual basis to the installment
basis, all installment payments must be included in income regardless of the fact that such payments may have been previously reported
on the accrual basis and have been subjected to tax. The law also
provides that in the case of sale of real property the installment
basis can not be used unless the initial payments received in the
taxable year do not exceed 25 per cent of the selling price. This limitation is not applied to sales of personal property, except in the case
of casual sales.
An investigation of the operation and effect of the installment
sales provisions has been made, since many objections have been
raised by taxpayers, especially in regard to the features of alleged
double taxation and the 25 per cent limitation mentioned above.
",Vhenever a change of method is made, one of two alternative
courses must be adopted. If profits already reported are excluded,
the tax in the year of change will be seriously subnormal. If the
profit is not excluded there is a certain measure of double taxation,
but so long as the business remains stable 01' increases, the tax will
still be less than if no change had been made. The burden is felt
only where the business seriously declines or is abandoned. A provision which necessarily subjected taxpayers to double taxation
would ordinarily be objectionable, but this objection does not seem
to us to apply to an optional method which will probably not be
adopted unless the advantage to the taxpayer offsets any incidental
disadvantages. On the otber hand, there is no substantial ground
in equity for making the payment of a low rate of tax in a previous
year a ground for permitting a taxpayer to return an altogether
subnormal amount of income in a later high-tax year.
The double-taxation feature in the past has not, in our opinion,
imposed any seriously unjust burden. This conclusion is strongly
supported by the fact that the original regulations embodied this
feature, yet the option was freely availed of under those regulations.
The adoption of the method has always been optional. The substance
of the grievance of complaining taxpayers in regard to the past in
reality seems to be that under amended regulations, for a time in
force, other taxpayers of the same class received much more favorable
treatment. It does not, however, seem that this inequity as between
taxpayers In the same class should be remedied by a further concession to the class at the expense of the general body of taxpayers.
Where, however, returns have been filed and accepted on the basis
of regulations more favorable than the original regulations or the
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present lav, no additional tax should, in our opinion, now be assessed
by reason of the subsequent change of regulations or law.
An arbitrary limitation on real property sales similar to the 25
per cent limitation is necessary, because there is a fundamental difference between the business of a real property dealer and a personal
property dealer.
There are exceptional classes of cases where the receipt of 25 per
cent cash in a real-estate sale clearly does not create a substantial assurance of the subsequent recovery of the deferred purchase money an~
some relief in such cases is called for. Such relief might be governed
by the application of the principle of article 46 of regulations 69,
which provides thatIf tbe obligations received by the vendor have no fair market value, the payments in cash or other property baving a fair market value shall be applied
against and reduce tbe basis of tbe property sold, and, if in excess of such basis,
sball be taxable to tbe extent of the excess. Gain 01' loss is realized ,,,hen the
obligations are disposed of or satisfied, the amount being the difference between
the reduced basis as provided aboye and the amount realized therefor.

It seems desirable, however, that specific authority should be given
to the commissioner to apply article 46 to cases to which it is not now
being applied. It is suggested that there be added to section 212 a
clause, embodying the rule above quoted from article 46 and authorizing its application wherever the obligations received by the vendor
had no fair 1?w1'ket value determinable with reasonable certainty by
the application of standards customarily accepted in business p1?actice.
CONSOLIDATED RETURNS

It is not uncommon in this country to find one corporation owning
all or substantially all of the stock of one or more subsidiary corporations. In other cases the same group of individuals own
the stock of several corporations in substantially the same proportions. Prior to the war period, at least in the first case, consolidated
balance sheets were recognized as properly reflecting the position of
the affiliated corporations, but no standard accounting method was
generally recognized. Largely 011 account of invested capital computations and the danger of artificial intercompany transactions, the
regulations of 1917 and the revenue acts since 1918 have recognized
the principle of affiliation.
.
This section of the law has given trouble in the way of interpretation and administration.
While the excess-profits tax was in force, the consolidated return
,vas indispensable as a method of preventing avoidance and evasion.
Under the income tax the consolidated return renders the important
service of permitting a loss sustained by one corporation to be
charged against profit or net income realized by another corporation
affiliated with it. Where one corporation owns 95 per cent or more
of the stock of another corporation it is in accordance with both
equity and sound policy to charge the loss of one against the profit
or gain of the other. This beneficial feature, however, can be preserved without retaining the manifold complications and difficulties
of consolidated returns and accounting. 'Ve, therefore, recommend:
1. That the consolidated return as such be discontinued or
abandoned.
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2. In any case in which an affiliated corporation sllstains a loss for a
given ta xable year, snch loss, with the written consent of the corporation sustaining it, may be offset or charged against the net income of
any othor corporation 01' corporations with which it is affiliated, provided tha t snch loss be not thereafter carried forwHrd to any subsequent yoar 01' otherwise availod of.
3. Thnt a1ll1iation be confined to so-called class A afliliations by
repealing clause (2) of sedion 240(cl)~ which provi(les that two 01'
more domestic corporations slmll be deemed to be amliatecl if at least
95 PCl' cent of the stock of two 01' more cOl'pol'atinns is o"Tnecl by the
samo interests.
4. Thnt a reasonable iutervnl of time be given affiliated corporations to a.djust themselves to this change. It is suggested that these
amendments should not take effect before January 1, 1929.
FEDERAL TAX LIENS

The law to-day has no provision for releasing a tax lien on the
giving of a bond. There is difficulty in selling or mortgaging property subject to a Federal tax lien. If the taxpayer has no other
resonrces frQm which to pay the tax, the lien may tend to detelJ'
9.uiek collection. 1\10reove1', in the case of real-estate dealers the
hen practically stops the taxpayer's business. The general situation
is objectionable particularly in certain areas which at the present time
are suffering from business depression. Legislation is recommended
authori zing the release of a (ax lien on the giving of a surety bond
sati sfactory to the commissioner in an amonnt not more than twice
the tax dnc.
" Therc an cstate-tax lien is released the commissioner may issue
a certificate to that cffect. The certificate facilitates proof of titles
anel is desirable for other reasons. It is recommended that provision be made for the iss'nance of a similnr certificate where an
income-tax lien is released. It is believed that· there is ample
authority for such a certificate at the present time; bnt in view of the
3pocific flllthority for estat.e-tax cases in section 315 (a), a similar
provision relating to income-tax cases is recommended.
The law now provides that the lien shall extend to all property and
ri~hts in property owned by the taxpayer, and it does not in terms
authori ze the filin g of a lien against specific property. It seems desirable in some r ases to permit filing the lien against a particnlar
parcol or parcels of pl'operty. If a taxpayer owns five lots of land
each clearly worth $10.000, there seems to be no reason for filing a
sm all $1,000 ta x lien against all parcels. One wonld afford ample
seclIl'ity. The commi ssioner should be authorized. where he is satisfied as'to the s(,C11l'it~r, to file the lien against specific parcels of real
esta te Ol' othel' property. ' Vhere there is r easonable doubt as to
t he secllri ty, the commissioner should be allowed to file a general lien
against n 11 pro perty as uncleI' the present law.
TRANSFEREES OF PROPERTY

(Section 280)
If a t axpayer transfers his p roperty (other than by a bona fide
sale) and tlms is unable to pay a proposed additional tax, it becomes
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n OCOSSlll 'Y t o l)!'OL'{,pd ngni n s t I h o (l'ilIl S fel'ee, whoso IiI! bili Ly t O l ' I he tllX
js ba sed ol'(lilllll'il y on t ho SO-l'l1 l1 c(l ~' t ,l' lI s L- l'lInd" dod I'irw, S lIell
trallsfers cOIlllll onl y OCClII' in the evoryday di ssoi ll tio ll of ('o l'pOI'nt. iOlls
nnd di slriblltiolls of (ls1u1 0s, thollgh ocensioll l111y p l'opel't,y ll'a nsf Ol's
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ha ve the ri g ht to co m p el tho tra ns i'ero l' 01' :r ny cll stodi a n o f Il w
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transferor's books, records, and documents to produce such evidence prior to the trial for inspection by the transferee, the board
to be first satisfied that the evidence is necessary and that it would
not be an undue burden to the transferor or custodian to produce the
evidence at a time and place designated.
Section 280 is capable of harsh application, and many complaints
have been received about it. Properly employed, it serves a useful
purpose, particularly in cases of colorable transfers. Nevertheless,
it deprives the transferee of important advantages which he would
have as a defendant in the Federal courts. Chief among these is the
right by appropriate process to bring the transferor and other transferees before the court so that orders and decrees as to proportional
liability, contribution, and the like may be made in the one proceeding. It is recommended that careful consideration also be given
to possible methods of giving these rights to the transferee before
the board, and further investigation is being made as to specific
methods of accomplishing this end, the results of ·which will be
incorporated in a supplemental report.
There are certain technical matters, such as the statute of limitations in its application to section 280, which are discussed in Part III.
THE BAR OF THE STATUTE OF LIMITATIONS

(Section 1106 (a»
Prior to the enactment of the 1926 Act there was doubt as to the
legal effect of the bar of the statute of limitations. ",Vas the taxpayer entitled to recover amounts paid after the statutory period if
prior thereto he owed that amount of additional tax? ",Vas it important whether the payment after the period was made freely or
under duress? These and related questions were the subject of section 1106 (a). Unfortunately the section appears to contain elements
of doubt which should be clarified. The principal results of the
recommendations submitted is that the bar of the statute, whether
against the Government or the taxpayer, shall have the same general
effect as though the barred obligation had been satisfied (so far as
collecting it after the expiration of the period is concerned), and that
payments by either after the period shall be deemed to be overpayments to be recovered in the same general manner as an ordinary
overpayment within the period. Another feature of the recommendations may be illustrated: If, within the proper time the taxpayer files a claim for refund of $300, because of a non-taxable item
included in his return and if after the statute has barred additional
assessments it is found that he owes $500 because of excessive depreciation, neither party should be permitted to enforce any payment
from the other. This is subject to the qualifications stated under the
next heading.
It is thought unwise, for administrative reasons, to distinguish
between payments under duress and voluntary payments. For a
more complete statement of the general problem and the recommendations, reference may be had to Part III of the report.
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THE PERIODS OF LIMITATION

Under the present law it not infrequently happens that a given
case is barred as to a refund or credit, though open for additional
assessments or, conversely, that it is barred as to additional assessments but open for a refund or credit. It is recommended that if
a case is before the Board of Tax Appeals for the determination of a
deficiency (the assessment of which, if found to be due, is not barred
by limitation) the taxpayer ought not to be barred from any refund
or credit determined by the board in place of the proposed deficiency.
Similarly, if the taxpayer, after paying the tax, brings suit in court
within the limitation period for a refund, the commissioner ought
to be able, as an offset, to obtain judgment for any deficiency proved
by him.
Section 277 (a) (4) permits an executor or administrator to file a
request for the determinatjon cf income taxes based on income received by the decedent during his life, and that the final determination of such taxes must be made within one year after the request
was filed. The same privilege should be extended to the determination of taxes on income of the estate. Moreover, it is recommended
that a similar privilege be extended to the principal classes of transferees within the meaning of section 280, particularly corporations
about to dissolve. Much of the harshness of that section would be
eliminated if the transferor's tax liability were definitely determinable
one year after a request to that effect.
Section 1106 (a) of the 1926 Act, as well as that section as proposed
herein to be amended, raises certain questions with respect to the
effect to be given to waivers executed after the running of the limitation periods on assessment or collection. It is recommended that
such waivers be not effective if executed after the running . of such
limitation periods.
BASIS FOR GAIN OR LOSS ON SALES BY AN EXECUTOR

Until recently gain or loss on an executor's sale was measured by
the value at the decedent's death of what was sold. As a result of
the decision by the Court of Claims in ~fcI{inney v. United States, and
the denial of certiorari by the United States Supreme Court, the rule
was changed so as to provide that gain or loss on such a sale would be
measured as though the decedent had sold the property during his
life.
The rule of the McKinney case is inconvenient, for it is often impossible to determine the decedent's cost or other basis. Moreover, as
a practical matter, it results in taxing the value of bequests, devises,
and inheritances as income. The old rule seems preferable, and it is
recommended that it be 'set forth in the statute.
Section 204(a) (5) prescribes the basis when the beneficiary sells
the property as the value at the time of "acquisition." Some doubt
has arisen as to what is meant by the date of acquisition. The ,. date
of death" is recommended to make the basis certain and definite.
INTEREST ON OVERPAYMENTS AND UNDERPAYMENTS

Prior to the Revenue Act of 1921 no interest was paid on overpayments and none was collected on unaerpayments, except in the
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nature of a penalty. Provisions for compen~atory interest are found
in the last three revenue acts. The Revenue Act of 1921 was retroactive with respect to interest on overpayments. The Revenue Act
of 1926 was the first to make provision for interest on underpayments
relating to years prior to 1921 (even in this case to run only from
t he date of the enactment of the Revenue Act of 1926).
Many controversies over the interest provisions have arisen from
the dependence of the interest period upon circumstances which have
no natural association with it. If there are provisions in the law
which should be subject to definite and exact mathematical computation, the interest provisions should come within that classification.
This has been the primary object of the investigation made of this
~ubject.

The t r end of internal-revenue legislation has been toward the
payment of interest on an overpayment for the period the overpayment actually existed. The existing act ends the interest period on
,a n overpayment refunded at the date of allowance; on an overpayment credited (unless credited against an additional assessment
made under one of the last three revenue acts) the interest period is
t erminated with the due date of the amount against which the credit
is taken.
It is recommended that the date to which interest is to run on a
refund be a date determined by the date of repayment rather than
the date of allowance. For reasons of Government bookkeeping and
accounting, it is recommended that the Government be permitted to
stop interest on a refund 30 days (but not more) prior to the date of
the refund check. It is believed that this is more certain and more
equitable than the present method. In some cases taxpayers now 'lose
interest on refunds for as much as eight months.
CONGESTION AND DELAY IN SETTLEMENT OF CASES

Notwithstanding the efforts of the bureau to which reference has
already been made, there still remains a substantial number of cases
f or the earlier years, as indicated below:
Income Ta x Unit and fi eld cases on hand October 7, 1927
In
Income
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Tax U nit

Y ea r

Total

----------------------,-------------------1----------- ---1917 __________________________ _____ ___ ___ ___________ ___ ___ __________ _____ _
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There is a relatively more serious accumulation of cases on the
docket of the Board of Tax Appeals. Of 29,u25 cases docketed prior
to June 30, 1927, IG,7G1 were undisposed of on that date. Appeals
are coming to the board at the average r3te of about 600 a month,
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the average rate of disposal being not ~nc~ !n excess of 350 appeals
per month and the average nnmber of opllllOns promulgated about
75 a month. The board does not have it within its power to dispose
of 600 cases a month. The remedy lies in settling more cases within
the bureau.
The good effect of the bureau's accomplishments in bringing the
work of more recent years up to date, as already referred to, is
largely impaired in the eyes of the public by the existence of the
accumnlation of old and important cases. This is a problem which
we are convinced can be satisfactorily disposed of only by a special
effort of a thoroughly competent group created preferably from
within, but, if necessary, from without, the bureau.
The essentials to the effectiveness of snch a group arc:
1. That some of the ablest of the personnel of the bureau should
be members of it or at its disposal.
2. That it should approach the cases with a desire to put an end
to disputes rather than with a disposition to decide all doubtful
points in favor of the Government, even though it is probable that
luany such decisions would be reversed on appeal.
3. If the group is to be within the burean, it mnst be assured of
the fullest support of the administratiye officers and of Congress.
There is every reason to believe that delay in final disposition of
cases results on balance in substantial loss to the Government and
that, therefore, the Government wonld gain by a prompt disposition
of pending cases ani!. the avoidance of the delay, expense, and uncertainty of litigation. The same considerations of delay, expense, and
uncertainty are powerful incentives to induce taxpayers to accept a
reasonable disposition of cases. 'Ve believe, therefore, that a competent body acting in the spirit we have indicated could successfully
dispose of a large proportion of the pending cases without any
sacrifice of revenue and with great advantage to the tax administration as a whole. In this connection it may be pointed out that there
is added reason for the Government endeavoring to settle cases without litigation where it is reasonably possible to do so, since the
collection of tax is postponed while cases are pending before the
, Board of Tax Appeals.
A special advisory committee bas recently been created within
the bureau to deal with these problems, but it has not been operating
long enough to enable judgment to be reached on its effectiveness.
It is clearly preferable that the emergency should be met by the
bureau and every assistance jn the form of ablest personnel and
otherwise and every encouragement should be given to the committee. 'Vith such support the committee should be able to deal
with the situation effectively, and no necessity should arise for the
creation of an outside" clean up " commission such as has frequently
been suggested.
CLOSING AGREEMENTS

Section 1106 (b) provides for the definite closing of tax cases by
the execution of a written agreement making a given tax determination final and conclusive, except on a showing of fraud, malfeasance,
or material misrepresentation of fact. The making of these closing
agreements is hampered by a requirement in the statute that any
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additional tax found to be due must be assessed and paid, and any
abatement, credit, or refund must be formally accepted before the
agreement can be exec·uted. Thc actual settlement is often reached
in conference with the bureau and these formal steps require considerable additional time. As a practical result this delay tends to
prevent the execution of the agreement.
The fullest possible use of closing agreements constitutes an important means of terminating tax disputes. It is recommended
that the commissioner, with the approval of the Secretary, be authorized to execute the agreement as soon as the settlement is
actually reached with the taxpayer, without awaiting the formal steps
above mentioned. It would then be possible to establish a system by
which agreements would be reached in the field, subject to proper
confirmation or rejection by the commissioner, with the approval of
the Secretary, within a specified or limited time. Another factor in
preventing the execution of these agreements in the past has been a
feeling on th.e part of taxpayers, which perhaps has been justified,
that cases were subjecteo. to intensive reaudit when closing agreements were requested. Practically every tax case contains certain
elements which cnn be made the subject of difference of opinion on an
intensive rcexamination. The raising of fresh conll'oversy was not,
of course , a purpose of section 1106 (b) and the practice no longer
of course, a purpose of section 1106 (b) and the department has stated
that the practice no longer obtains ill the bureau.
MISCELLANEOUS SUBJECTS
DEDUCTIBILITY OF ESTATE AND IXHERTTANCE TAXES

A State inheritance tax is deductible under existing law only by
the beneficiary and nn estate tax only by the executor or administrator. The distinction is troublesome and has no compensating merit.
State taxes of either kind should be deductible only by the executor,
except where the beneficiary can show that he has actually paid the
tax from his own funds, in which case the deduction should be
allowed to the beneficiary. The policy of this deduction has not been
considered.
EXTENSION OF TIME FOR PAYMENT OF DEFICIENCIES

Section 274(k) authorizes the commissioner, with the approval
of the Secretary, to extend the time for payment of any deficiency for
a period not in excess of 18 months. The above linlitation creates
hardship in occasional cases and the commissioner should be given
discretion with the approval of the Secretary to grant further
extensions of time not to exceed one year.
EXPENSE OF TRANSFERS IN THE FIELD SERVICE

UncleI' a construction of existing 1<1,,' the commissioner is denied
the rig-ht, in some circumstances. to pay the expenses of transferring
employees of the field sCl'yiee from one 10cal1ty to another. Such
transfers are desirable when congestion of work exists at a particular
locality, nud adequate pro"isioll should be made for necessary
expenses.

PART II. SIMPLIFICATION
RECOMMENDATIONS

1. A rearrangement of the act (as shown in Volume II heI'eof) is
recommended, whereby all provisions of general application and interest appear in 16 pages at the beginning of the act. More liberal
use should be made of catchwords, headlines, different types, indentations, and other typographical improvements in printing the act.
In this connection attention also is invited to the rearranged act in
Volume II. Pro\'isions relating solely to taxes under preceding
acts are no longer necessary in each revenue law and should be
omitted in the interest of simplification. The preceding act should
remain in force for the purpose of administering the small number of
cases pending for earlier years. It should be retained in force, subject to_ appropriate amendments, for the imposition and administration of t he estate tax and other internal-revenue taxes and these
titles should be omitted in the new law.
2. It is desirable to compile a code of Federal tax administration,
to contain all statutory provisions defining the powers and duties
of administrative oflicials and general administrative procedure. At
the present time some of these provisions are in the revenue acts
and some in the general statutes.
3. The root of complexity, however, is in the substance of the law . .
Simpler basic principles are needed. Simpler administration also is
vitally necessary. Provision should be made for adequate study of
both of these vital problems.
DISCUSSION OF SIMPLIFICATION RECOMMENDATIONS
Gl~NERAL

SURVEY 0'1<' THE PROBLEM

The problem of simplification is to eliminate complications without creating uncertainty or hardship. It is only just to those
responsible for the existing law to recognize that its complexities
arc dne largely to efforts to meet states of fact previously unforeseen,
to remove inequities, or to resolve doubts as to the intent of the law.
'Vhat the committee is required by section 1203 to do, is to consider
methods and measures for simplification of the income tax. This
includes more than attempting to simplify the statute. If the act
must be supplemented by complicated regulations, or if as practical
matter administration is slow and technical, little is accomplished
by a simple law. Moreover, it is self-evident that a simple law may
not mean simple returns. Simplification includes all these elements
of tax determination.
THE NATURE OF THE l'ROBLEl\[

The income tax presents two essentially different problems. The
first is the collection of tax from a large number of taxpayers whose
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sources of income are few and simple; the second, the collection of
tax from a much smaller nnmber of taxpayers whose incomes are
derived from the highly complicated operations of modern business.
It is necessary to keep this dual nature of the problem constantly in
mind in formulating policies either . of legislative or administrative
simplification and recommendations have been framed accordingly.
It is impossible to make the law as a whole simple in its application to the infinite YarietY ,of business transactions without, real hardship. It should be possible to make its application to the simpler
forms of income readily understandable and so to arrange its provisions that the great majority of taxpayers could glean from it
all that relates to their own cases without becoming involved in thevery complex provisions necessary to provide for complex business
tran~actions. Simpler means may be found in some cases for handling
the inherently complicated questions and states of fact which as a
rule appear in the larger cases, but this can only be accomplished by
inquiry and study of these matters oyer a period of' time. The
making of such inquiry and study is recommended.
Purely formal simplification of the act need not await further
investigation of the kind described. Simplification measures directed
chiefly to matters of form , snch as arrangement. of sections, phraseology, typography, etc., are discussed below.
RE.ARRANGE'l\IENT OF THE ACT

At no place in the law can the taxpayer find a simple statement of
the principles which underly the income tax. At the beginning there
are a dozen pages of definitions and special provisions. Though the
principles of the corporation and the individual tax are much alike,
they are expressed separately in Titles II and III. The elementary
provisions as to gross income, deductions, net income, credits, the
making of returns and payment of the tax are spread throughout
the first 50 pages. The basic provisions which apply to all taxpayersought to be collected together at the beginning of the act. This
involves a rearrangement of the law, which has been made and will
be found in Volume II.
The plan of rearrangement, recommended after much consideration, is to divide the provisions into two classifications: General Provisions and Supplemental Provisions. The general provisions, appearing at the outset, are intended to coyer the ordinary transactions
of the great majority of taxpayers. It is believed that about 75 per
cent of the taxpayers will find in these comparatiyely few pages of
general provisions practically all the sections of interest to them.
In the main, the 'supplemental provisions are those applicable only
to special classes of taxpayers or to occasional transactions. The
rearrangement simplifies the act for taxpayers regardless of income.
PROVI SIONS R ELATING TO TAXES UNDER PRIOR ACTS

It has been the custom with each new reyenue law to repeal preceding acts and to write into the new act provisions for the settlement of all the old cases. ~Iost of these provisions are complicated.
The bureau is practically current in its work. The Revenue Act of
1926 should remain in force to settle taxes for all years preceding
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the first year taxed by the new act. Necessary changes relating to
earlier years may be made by amendments. Th is harmonizes with
the suggestion for the compilation of a code of tax administration
which ' will embody the administrative provisions relating to all
years.
ESTA'l'E TAX, EXCISE TAXES, AND MISCELLANEOUS TAXES

It is recommended for similar reasons that all the estate and miscellaneous tax provisions of the last law be continued in force, with
necessary amendments for the purpose of imposing and settling all
such taxes. The result will be to make the next law purely an income
tax act, and it will be free of the complications due to these titles in
\v hich income taxpayers have no concern.
TYPOGRAPHICAL SIMPLIFICA'l'ION

A great deal can be accomplished by the liberal use of catchwords,
indentations, and varied types in printing the act. Though not heretofore used in the revenue laws, these aro well-known in older forms
of legislation and are effectively employed in the new United States
Code. The value of utilizing these typographical aids is demonstrated by a comparison of the act as set forth in Volume II, with
past acts. It is suggested that the Joint Committee on Printing be
requested to authorize their usc as shown in the rearrangement.
ADMINISTRATIVE CODE

About three-fourths of the current returns are accepted as filed.
Most of the remaining fOllrth are settled by the b'llreau. The average
number of appeals to tre Board of Tax Appeals is about 7,200 a year,
a small fraction of the total returns. The great body of taxpayers
have no particular interest in the procedure of the board nor in the
other administrative provisions. As a rule they become important
only where counsel have been employed to carry a case beyond the
bureau to the board or the courts.
There is m'uch to commend the compilation of a code of Federal
tax administration, apart from the revenue acts. Stability of administration will be encouraged; the act will be made less bulky and
more useful to the great number of taxpayers who are not concerned
with the legal rights and duties of the commissioner or the statutory
requirements of administrative procedure. To-day the administrative provisions are distribnted at vario'us places in the revenne acts
and the general statutes. There is lack of uniformity as between the
income tax, the estate tax, and other internal-revenue taxes. Some
provisions duplicate or overlap others. Some antiquated sections
ought to be adapted to modern conditions. This should be part of the
work in compiling the code. The great benefit would be to collect for
ready reference at one place all statutory provisions bearing on the
administration of all internal-revenue taxes.
PHRASEOLOGY AND EXPRESSION

Obviously formal simplification also implies simple langlla,ge,
economy of words, the avoidance of technical terms, and the judiciolls
.e mployment of general phrases where practicable, to replace unneces-
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sary detail. More must be done than to read the law and attempt to
express it concisely and clearly. The meaning of legislation is not in
the statute by itself. Court and board decisions, regulations, rulings,
accepted administrative practices, and prior legislation must be consulted and each section must be examined by itself and in its relation
to others. The undertaking is a large one and every precaution
should be taken to guard against fresh uncertainties and ambiguities.
SIMPLIFICATION OF THE SUBST.ANCE OF THE .ACT

Plainly, the complicated character of the body of the law operates
to limit the possibilities of simplification by merely formal measures.
Simplification of the substance of the law is the only way to get at the
root of complication. Some of these complexities of substance may
be mentioned.
The different oases for deterrnining gain or loss.-Several bases for
determining gain or loss are prescribed in section 204 of the act.
There is one rule if the property was purchased after March 1, 1913;
a second if purchased before that time; a third if it is subject to
inventory; a fourth if it was acquired by gift or transfer in trust
after December 31, 1920; a fifth if it was acquired by gift or transfer
in trust prior to December 31, 1920; a sixth if acquired by bequest,
. devise, or inheritance; a seventh if acquired by exchanges of certain
types ; an eighth if acquired by involuntary conversion and others.
Intensive reexamination of the policies underlying section 204 is
needed. It may prove possible to simplify these basic provisions.
Mere formal simplification does not resolve this kind of complexity.
Oredrit fo ,), foreign taxes.-Several readings may be required to
grasp the purport of sections 222 and 238, which deal with the
credits for foreign taxes. Each section occupies more than a page
of the act. Both involve mathematical formulre like the following
from section 238 :
* * * The amount of such credit shall in no case exceed the same proportion of the tax (computed on the basis of the taxpayer's net income without
the deduction of any income, war-profits or excess-profits taxes imposed by
any fo reign country or possession of the United States) against which such
credit is taken, which the taxpayer's net income (computed without the deduction of any such income, war-pI'ofits or excess-profits tax) from sources without
the United States bears to its entire net income (computed without such deduction) fo r the same taxable year.

There are similar passages in other sections. Formal measures will
not simplify statements of ratios and formulre like these. The
amount of credit allowable must be computed more simply or the
complication must be accepted.
The detailed lis~ of deductions.-Doubtless half the disputes between the taxpayer and the Government concern the deductions
which by sections 214 and 234 the taxpayer is allowed to . subtract
from his gross income to arrive at net income. The deductions
include interest payable, certain kinds of taxes and losses, bad debts,
depreciation, obsolescence, depletion, gifts, contributions, ordinary
and necessary expenses, and the like. The formidable list confronts
all taxpayers and each must undertake to apply the list correctly,
even though gross income may consist entirely of salary and the
deductions amount to nothing. This is the case with thousands of
small taxpayers. F ormal simplification of the deductions does not
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simplify the law for such people. Simplification must go to the
substance of the law. Perhaps those with negligible deductions
might be given a slightly lowered rate to be applied to the gross
income if all deductions are waived. It is not possible to express the
substance of sections 214 and 234 much more simply than they are
now expressed.
System) of a normal tax arnd swrtax inherently cOlnpUcated.-Individuals with net income of $10,000 or more pay not one but t wo taxes,
computed not on one but on two different bases. There is a flat
normal tax and a graduated surtax. The surtax is imposed on net
income, which is gross income less certain deductions. The normal
tax is imposed on a different figure; i. e., net income less credits.
The confusion of deductions with credits is inevitable. The system
itself must be simplified (a difficult but perhaps not impossible
undertaking) or the complexity must be viewed as inevitable.
Illustrations rhight be multiplied, including provisions relating to
interest, limitation periods, nonresident aliens, recognition of gain
or loss, procedure in case of a deficiency, and others.
SI:i\IPLIFICATION OF ADl\IINISTRATION

The determination of taxes may be complicated, though the act is
simple. Regulations may be restrictive, returns abstruse, or administration cumbersome and technical. Effective simplification means
making tax determination simple.
'Vhether or not the return is simple depends both on the statute
and on administration methods. Snch provisions as the earnedincome credit in its present form can not be accommodated to a
simple return. So long as the normal and surtax are separate taxes
on separate bases, returns for those subject to surtax will be more
complicated than the normal tax return. A certain minimum of
information is absolutely necessary to verify the correctness of any
return. The more information on the return, the less need of requesting further data or of examining books and records. The problem is
to strike a proper balance. Further examination of the law and
administration is needed to form the basis of recommendations
which will produce simpler returns.
.
The underlying factor of complication in administration is the
element of personnel. Unless employees have the requisite judg~ent,
impartiality, and executive ability, decisions become faulty, the disposition of cases is delayed, appeals to the board are multiplied, and
there is great loss to the Government and taxpayers alike. The improvement of burean personnel is indispensable to the solution of
difficulties of the kind described.
Inquiry into methods of simplifying the administration of the tax
laws has not been completed. A considerable amount of mat,e rial is
being assembled bearing on this difficult problem, and this will be
analyzed for the purpose of making recommendations for improvement. Attention is invited to a survey of administration prepared
by the Treasury Department for the. joint committee and published
herewith as Volume III. The recommendations with respect to
earned income, section 1106 (b), section 280, and other subjects will
tend to simplify administration.
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CONSOLIDATION OF FIELD FORC;ES

It is recommended that serious consideration be given to the consolidation of the offices of the collectors of internal revenue and the
offices of the internal-revenue agents.
A single organization will promote efficiency and convenience to
taxpayers in the collection of taxes for the following reasons:
Better service.-Better service will be rendered to the taxpayers
since there would be one directing head and one office in each collection district to which a taxpayer would correspond or personally
visit in connection with the assessment, collection of his taxes, and
audit of his return.
Under the present arrangement it is the exception rather than the
rule when the office of the internal-revenue agent in charge and the
collector of internal revenue both being in the same city are located
in the same building. In many instances the collector of internal
revenue occupies space in the Federal building, while the office of
the internal-revenue agent is in rented quarters. The reverse may be
true in some instances where the Federal space is inadequate to
house the collector of internal revenue and it is occupied by the
internal-revenue agent if the requirements of the agent's office are
less than that of the collector.
It is obvious that in the same city taxpayers are confronted with
the situation of going to two offices to effect adjustments of their
taxes. In the agent's office the amount of tax due may be determined satisfactorily to the taxpayer and then he must go to the collector's office to make payment. Taxpayers, as a general rule, are
not familiar with Government procedure and can not understand
why one Government official can not determine the amount of tax
due as well .as accept payment. The situation is more complicated in
those States where there is no internal-revenue agent's office. As an
example, the States of Idaho, Montana, and Utah are combined in
one internal-revenue agent's division, with the office of the agent in
charge located at Salt Lake City, Utah. Taxpayers in Montana and
Idaho must look to the agent in charge at Salt Lake City for a settlement of their taxes and then make payment to the collector of internal revenue at Helena, Mont., or Boise, Idaho, depending upon
the residence of the taxpayer. Assessments made by the bureau are
recei ved by the collectors in Idaho and Montana and occasionally
controversies arise, in which case the taxpayer must appeal to the
internal-revenue agent in charge or to the bureau. The collector of
internal revenue, not being charged by law for the assessment of taxes,
has very little, if any, information to give to the taxpayer. Their
returns are considered either in the office of the agent in charge at
Salt Lake City or in the bureau. If there were one office in each
State, the internal-revenue official in charge would be in a position
to conduct the business of collecting the internal revenue far more
expeditiously and with more satisfaction to both the Government and
the taxpayer. The case of the agent's division, including the States
of Utah, Montana, and Idaho, is a typical one.
There are 64 offices of collectors of internal revenue and 36 offices
of internal-revenue agents in charge. Attention is invited to organization chart No.1 at the end of Volume III herein. It would be
economically unsound to establish an office of an internal-revenue
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.agent in charge ~n every collection district.wh~re there is a col~ect~r's
dne to the small number of returns receIved, but a combInatIOn
"of the two offices could easily take care of the entire situation.
The following incident illustrates fairly well what transpires under
the present plan of organization. This is a typical incident. An
internal revenue agent makes un examination of the return of a taxpayer residing in Des 1\10ines, Iowa. The taxpayer appeals from the
recommendation of the internal revenue agent, and it is then usually
necessary for the taxpayer to make a trip to Omaha, Nebr., where the
internal revenue agent in charge is located. During the conference
with the internal revenue agent in charge it develops that a settlement can not be reached until first-hand information is obtained,
which is available only at the office of the collector of internal revenue at Dubuque, Iowa, where the taxpayer originally filed his return
and paid his taxes. There is delay, expense, and annoyance dne to
such situations in numerous districts throughout the country.
Oent1'al cont1'ol.-The central office at Washington will be in closer
and in more harmonious touch with its field organization, due to the
fact that there will be one directing head in each field district with
whom to conduct correspondence and to whom the bureau can look
for settlement of any question that may arise. One supervisory
organization operating from \Vashington could maintain a proper in"'spection of these offices. Two exist to-day. At present it is necessary
to deal both with the revenue agent in charge and the collector of
internal revenue before final action can be taken in the bureau. This
is espec.ially true)n connection ,yith bankruptcy cases, fraud cases,
and claIms for refund.
Du,plication of W'ork.-Under the present plan there is much dupli,cation of work, such as1. Index cards.
2. Mathematical verification of returns.
3. Filing systems.
4. Disbursement clerks.
5. Correspondence.
As an example of the duplication of work in connection with correspondence the following is a typical case: The collector of internal
revenue may address a letter to the bureau requesting information
relative to some assessment that has been placed on his books for collection. The bureau upon receipt of the correspondence finds that
the return giving the information desired is in the files of the revenue
agent in charge. It is necessary for the bureau to address a letter
to the internal revenue agent, who replies to the bureau, and then the
bureau can intelligently answer the collector's question.
It is obvious that a substantial saving both in time and in money
would be made if there were one supervisory official in each collection district with whom the bureau could correspond to bring about
a satisfactory settlement of the various problems that arise in connection with the assessment and collection of the tax. It is difficult
to realize the loss in time and the cost to the Government that this
,duplication of work brings about, but the magnitude can be readily realized when it is considered that there are approximately
5,000,000 income-tax returns filed each year that must be mathematically verified ~s to their accuracy, in~lexed, and filed.
Better legal adrvzce to pampaye7"s.-Probably evel'Y taxpayer in the
,country knows the locatIOn of the office of the collector of internal
~office,
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revenue within his district. Each year the collector of internal
revenue gives advice to many taxpayers. Naturally when any question arises subsequently about a taxpayer's return he expects to
receive an answer from the collector of internal revenue. The features of the internal revenue laws are so intricate that it is almost
impossible for one man to master them all. The taxpayer may receive
legal advice from one of the collector's employees or from the collector, which is given in the best of faith. The return is filed accordingly and is sent to the internal-revenue agent for audit. The
internal-revenue agent assigned to the case may place an entirely
different construction on the law, and as a result either increases or
decreases the amount of tax. The matter, of course, is eventually
~ettled, but it is difficult for the Government to explain to the taxpayer why he recei ved advice from an employee of one branch of the
Government which is not sustained by another branch of the same
bureau. Under a consolidated plan of organization as herein proposed there would be assigned to each office a sufficient number of
employees to give advice to taxpayers and more consistent advice
would be given.
Personnel.-At present a large percentage of the employees in the
offices of collectors of internal revenue are not appointed through the
medium of the civil service. Deputy collectors are appointed by the
collector of internal revenue, and as a result mayor may not hold
their positions during the tenure of office of the appointing officer
and have no assurance of holding a position under a successor.
.
T he employees in the offices of the internal-revenue agents in
('harge ar e selected f rom the civil service, and as a result the positions
ar e more or less permanent; at least they are not subject to dismissal
due to change of a supervisory official.
During the past three years there was a turnover in collectors'
offices of approximately 3,000 employees, or 56 per cent of the present
nersonnel. During the same period there were 993 resignations from
internal-revenue agents' force , or 25 per cent of the present personnel.
I t is estimated that the cost of training an employee is approximately one-third of the first year's salary, and therefore the cost to
the Government in this turnover is slightly less than $500,000 per
annum.
It is believed advisable to require that all employees enter through
the medium of the civil service. If such legislation is enacted, an
undue hardship may be imposed on many employees who do not at
present have a civil-service status, unless some arrangement is made
to give them an opportunity to obtain a civil-service status by a noncompetitive examination upon recommendation made by the supervisory officials or by a competitive examination in which they will be
given due consideration for meritorious service and the special training they have received at Government expense.
It is also suggested that provjsion be made that the age limit
usually required for civil-service examinations be waived as to
applicants now in t he collection service. The present turnover in the
service is sufficient to eventually take care of the substantial reduction in personnel without throwing out of employment a number of
people who have given years to the service. It would be unwise for
the Government to lose the experience gained by these employees in
the ser vice, p roviclin2'. of course, their work has been satisfactory.
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In view of the enormous snms. of money that employees attached to
collectors' offices must handle, provision should be made for bonding
civil-service employees either to the Government or to the supervisory
officer in charge. The supervisory officer, however, should be bonded
to the Government in such sum as the Commiss~oner of Internal
Revenue may determine.
Appointrnent of the collectoJ's of internal revenue.-In considering
the appointment of collectors, attention is invited to four methods: .
1. The appointment of collectors of internal revenue by the President, with the advice and consent of the Senate.
2. The appointment of collectors of internal revenue by the President, with the adv:ce and consent of the Senate, the nomination to
be made, however, by the President as the result of selection from the
civil-service register or by the selection for promotion of an internalrevenue employee.
3. The appointment of collectors of internal revenue by the Commissioner of Internal Revenue "'ithont regard to civil service laws
and regulations.
4. The appointment of collec:tors of internal revenue by the Comm:ssioner of Internal Revenue, selection to be made from the civilservice register 01' by the selection for promotion of an internalrevenue employee.
Estimated eco?IO'7 nies.-There were in the internal-revenue field
service on September 1, 1927, 9,048 employees.
There is a chart attached to this volume which indicates an ultimate
reduction in personnel of 988 employees. This number will be composed of supervisory employees, telephone operators, janitors, disbursement clerks, messengers, file clerks, and other employees occupying positions that would be merged as a result of consolidation.
There will be a better utilization of space under a single organization, a saving in mechanical equipment, telephones, filing equipment,
and a large number of other miscellaneous items.
By taking into consideration all the various elements that will
enter into the consolidation plan, it is believed that a saving of
approximately $2,000,000 per annmll can be effected.
The proposed change would increase the efficiency by securing
unified personnel, management, and control. It would reduce turnoyer by giving employees the security of civil service and opportunity
for advancement. It would promote uniformity of administration
and procedure by placing all field forces under the Commissioner of
Internal Revenue. It would permit the transfer of employees from
one office to another to meet emergencies. It would save rent, equipment, and reduce pay roll. It would lessen clerical and supervisory
work in 'Vashington. The records would be collected in 64 cities
instead of about 100. It would eliminate a vast amount of work
necessary in two separate organizations, such as the preparation of
transcripts of returns and tax accounts and the conduct of correspondence between the two agencies. It would mean infinitely better
service to taxpayers.
There is no way to make field administration, which plays an important part in tax determination to-day, economical or reasonably
efficient so long as the present scheme is retaiped.

PART III. INVESTIGATIONS OF PARTICULAR SUBJECTS
EARNED INCOME

(Section 209)
The present Revenue Act in section 209 provides for a tax credit,
between certain limits, of 25 per cent of the tax which would be payable on the earned net income of the individual if· such earned net
income constituted his entire net income.
This provision has been investigated both as to the propriety of
taxing earned income at a lower rate than, other forms of income
and also as to the possibility of simplifying the present method of
computation.
The principal results of this investigation are set forth in the
following synopsis, and public analysis and consideration of the data
presented is invited.
SYNOPSIS

1. The principle of taxing earned income at a lower rate than other
forms of income appears to be justified in our income tax law for the
following reasons:
(a) ,Earned income is subject to more uncertainty than is the case
with income derived from capital; further, the individual expends
his energy and ultimately is worn out in the production of earned
income, while the unearned income from capital leaves such capital
unimpaired.
(b) The acquirement of earned income on the part of the individual places him in general under expenses not borne by the individual with unearned income, which expenses are not deductible
as in the case of a corporation.
.
(0) Since relief is given taxpayers from full taxation on income
from capital, through the capital gains tax and through depreciation
and depletion deductions, justice requires a proper rate reduction on
earned income.
(d) The principle of taxing earned income at a lower rate than
other forms of income is recognized by such countries as Great
Britain, France, Italy, Belgium, and Spain.
2. The earned income provision is not generally understood by the
taxpayer and causes more errors in the computation of income taxes
than any other provision of the act. Investigation reveals that at
least 10 per cent of all individual returns are in error on account of
the earned income feature, and 20 per cent of all individual returns
over $5,000 are in error from the same cause. From the above it
results(a) That the clerical work in audit is increased, with consequent
delay and expense.
(b) That many small refunds or additional collections are required.
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(c) That taxpayers are often obliged to bear the expense of technical advice in the preparation of their returns, which would otherwise be unnecessary.
3. The errors made by the taxpayers, with the consequent administrative difficulties, do not show, as has been argued, that the principle
of earned income should be eliminated. These facts do show an
urgent need for simplification in the method of computing the tax.
4. A method (called Method No. 2 in this report) is suggested
which allows 10 per cent of the earned net income as a credit from
net income in arriving at net income subject to normal and surtax
in lieu of the present 25 per cent tax credit. Earned net income is
not to be allowed in excess of $20,000 or in excess of the net income.
It may be said with respect to this method(a) That it is very much simpler than the present method, resulting in reducing the number of entries required on the return by 13
distinct items and entries.
(b) That it results in practically the same net tax to the married
man without dependents as the present law effects with the 25 per
cen t tax credit.
(c) That it results in a slight shifting of tax from the married
person with dependents to the single person without dependents, but
that this small shift in the tax burden is equitable and falls on those
most able to pay.
(d) That the method is practical, as the same method is used in
Great Britain with success.
5. The arbitrary 20 per cent limit placed on the earnings from a
business where capital is a material income producing factor, which
is assumed to represent earned income, is unjust in the case of small
business men.
RECOl\Il\IENDA TIONS

In view of the above and the discussion and facts presented later
it is recommended1. That the principle of taxing earned income at a lower rate than
other forms of income be retained in future Revenue Acts.
2. That simplification of the method of computing the tax under
a Revenue Act, retaining the earned-income principle, be effected by
the use of Method 2, described in this report, which proposes in lieu
of the 25 per cent tax credit:
A. (Yredrit aqainst net income in arrivinq a:t net incmne subject to
nor17uxl ({fnd surtax, equal to 10 pier cent of the' a17w't0it of the indiv~id'ttaZ's eCIJrned net income. If th~ e taxpavyer's net incmne is less than
$5,000, his earrned net income should not bel considered to be less than
MS net income, a!nd if his net inC017W is 17wre th:a:n $5,000 his earrned
net income shoulr1 not be considered to be less than $5,000. In no
ca,ge should the earned net income be allo'tO'ed in excess of $20,000 or
in excess of the tawpaym-'s net income.
3. That in lieu of the 20 per cent limit on earned income, provided
for in section 209 (a) (1), where capital is a material incomeproducing factor, it be provided that such limit be increased to 50
per cent.
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DISCUSSION OF RECOMMENDATIONS

The principle of allowing a reduced rate of tax on earned income
was first included in the Revenue A.ct of 1924. The total tax reduction effected by section 209, which embodies this principle in the
present act, was as follows:
Total tax credit allowed on account le5 per cent earned income
provi.sion tor year 1925 ____________________________________ $24,570, 183. 00
Average earned income credit pe>r individual taxable retm'n

1925______________________________________________________

Average net tax per lndi,vidual taxable return 19i?5____________
11 verage tax red'llction (per cent) __________________________ -_

$9.82
$293.68
3. 23

From the above it can be seen that the tax reduction allowed bv
the earned income credit does not yery seriously affect the Goverrlment revenues. In fact, it affects only about one-fourth of the reduction caused by the capital net gain tax. It must not be concluded,
however, that the relief given is of no consequence, for, as shown later,
the 2,375,995 individuals who have net incomes less than $20,000
receive a 15 per cent reduction in tax through the earned income
provision.
There are many general arguments in favor of a lower tax on
earned income than on income from capital. The acquisition of
earned income is attended with uncertainties, such as loss of health
and death, which do not affect the income from capital. Further,
the individual expends and ultimately uses up his energy in the production of earned income. The income from capital does not impair
the principal, or if it does it is subject generally to deductions for tax
purposes. One of the most practical reasons for the earned-income
principle from a tax standpoint can be stated as follows:
In the ordinary case an individual with earned income incurs
necessary expenses in the acquisition of such income which are not
borne of necessity by the individual with unearned income. lVIany
of these expenses are not deductible in the case of an individual as
they would be in the case of a corportLtion. On the basic theory of
" ability to pay" it is reasonable, therefore, to make an allowance in
the tax on earned income as distinguished from other forms, because
with the same income the expenses of the two classes are different,
and hence the net residue is greater in the unearned income class.
The propriety of the earned-income principle is recognized by such
countries as Great Britain, France, Italy, Belgium, and Spain.
While it might be argued that this does not necessarily prove its need
in our law it confirms the justice of the principle.
It is apparent that an earned-income provision of some kind has a
proper place in our income tax law, and ,ve therefore pass to a consideration of the general difficulties encountered in the administration
of the present provision.
The Treasury Department has secured for the committee the opinions of 41 internal-revenue agents and collectors in connection with
the present earned-income credit. These agents and collectors, who
are charged with the actual administration of this provision, aI'e
practically unanimous in recommending the elimination of section
209, the earned-income provision, from future Revenue Acts.
The first ground given for such recommendation is stated typically
in the following:
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Section 209 has resulted in more confusion to taxpayers ill the computation
of their income tax than any other section of the internal revenue law. It has
produced an abnormally large percentage of errors in returns, resulting in a
greatly increased amount of clerical work in the audit, and therefore a material
increase in the cost of collection of internal-revenue taxes.

After a careful study of the above and similar statements, it
appears that the above statement is correct as to the confusion in the
'minds of taxpayers as to the many errors made and as to the administrative difficulties. It is not believed, however, that the above is
necessarily an argument for the elimination of the provision uncleI'
discussion, although it is undoubtedly an argument for its simplification.
Investigation shows that at least 10 per cent of all taxable returns
filed by individuals are incorrect as a result of the earned-income
provision and that 20 per cent of all taxable returns showing a net
income in excess of $5,000 are incorrect from the same cause. Simplification is desirable.
Several of the revenue agents and collectors of internal revenue
make statements, of which the following is typical:
It would be much simpler and more economical if in lieu of the earned-income
provision a reduction was made in the normal and surtax rates.

While there is no doubt that the elimination of the earned-income
provision and a corresponding reduction in the normal and surtax
rates would be simpler, exhaustive computations reveal that it is
impossible to adopt normal and snrtax rates which . wonld give even
substantially the same result as the present carned-income cl'edit.
These computations indicate a difference of at least 15 per cent above
or below the tax computed under the present act in fairly typical
cases. In fact, such a method fails to give any weight to the present
policy of according a lower rate on earned income than on unearned
income.
One of the common objections stated in the reports from the revenue agents and collectors is quoted from one of the reports, as
follows:
Section 209 appears to discriminate between an individual with dependents
as against a single individual or married individual without dependents.

A typical case of this kind was stated as follows:
A man earning $5,000 with three dependents is allowed $1.13, while a man
earning $20,000 a year with no dependents is allowed a credit of $191.25.
NOTE.-The above figure of $191.25 is evidently slightly in error.

There is not much merit to the objection that an individual with
dependents is inequitably treated in comparison with a single person.
It is true that the amount of the credit would at first glance lead
to this conclusion, but when it is remembered that the 25 per cent
credit is superimposed on a graduated tax structure, and when a
comparison is made of the percentage reduction in tax to each class
of individuals, it will be found that no inequity of consequence exists.
Attention is drawn to a typical case quoted from a statement of a
revenue agent where inequity is said to exist between the $5,000 man
with three dependents and the $20,000 man with no dependenti. We
do not think this is an inequity, for both individuals get a 25 p€r
cent reduction in the total tax, 'as shown below:
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'l'ax comp'utation, $5,000 net income~'
all earned); married; person with.
th1'ee delJendents
Net income ________________ $5,000.00
Personal credits and exemptions ____________________ 4,700.00
Net income subject to
normal tax _______ _
Normal tax at 1112 per cenL
25credit
per __________________
cent earned-income_

Net tax_____________
Reduction in tax by
earned-income provision, 25
per cent.

300.00
4.50
1.13

3.37

Tax computation, $20,000 net income;
all earneit~· single person
Net income_______________ $20,000.od
Personal credits and exemp1,500.00
tions___________________
Net income subject to
normal tax_______ 18, 500. 00'
Normal tax at 11;1:! per cent,
3 and 5________________
705.0Q
Surtax on $20,000_________
220. 00

-----

Total______________
25 per cent earned-income,
crediL __ ._______________

925.00

Net tax____________
Reduction in tax by
earned-income provision, 25
per cent.

693.75

231. 25

It is obvious from the above that while it may appear from a
casual examination that a tax credit of $1.13 to the first taxpayer
and a tax credit of $231.25 to the second is inequitable, nevertheless;
when the final net taxes paid after these credits are, respectively;
$3.37 and $693.75, and each individual has had a 25 per cent reduc':'
tion in tax, the supposed inequity vanishes. The $5,000 man in
this case pays about one-fifteenth of a cent tax on each dollar of net
income, while the $20,000 man pays about 3V2 cents tax on each-'
dollar of his net income.
Some of the agents and collectors appear to have the opinion whicH
is quoted verbatim from one of the reports:
The earned-income credit extended to taxpayers is insignificant.

The above statement that the earned-income credit extended to
taxpayers is insignificant is not borne out by the facts, as shown bi
the following statistics for the income classes noted for the year 1925 :
Tax before
deducting
earned income credit

Earned
income tax'
credit

Up to $5,000 __________ __ ______________ _____ _____ ___ _
272, 294
$5,000 to $10,000 ____________________________________ $18,
23,523,927
$10,000 to $15,000 ________ '___________________________ ' 25,633,651
$15,000 to $20,000 ___________________________________
27,965,392

$4,364,014
4,374,750
3,214,'859
2,875,453

$13, 908, 280
19,149,177
22,418,792
25,089,939

23.9
18.6
12.5
10.3

14,829,076

80,566,188

15.5

Income classes

Total ________________________________________

95,395,264

Net ta~

Per cent
reduction

It is impossible to call the earned-income credit "insignificant"
when it effects an average tax reduction of over 15 per cent in th~
taxes of 2:375,995 individual taxpayers out of a grand total of
2,501 ,166 individual taxpayers.
It seems obvious" therefore, that the suggestions advanced by the
revenue agents and collectors, discussed briefly above, have merit in
favor of simplification of the earned-income provision but little
merit in favor of its elimination.
In view of the above, it has been recommended that the policy -of
taxing earned income at a lower rate than unearned income be re.;..
tained in some form in future revenue acts.
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It is proper, now, to turn from the consideration of the propriety
of the earned-income provision to a consideration of methods by
which the present provision may be simplified.
After testing several proposals, a method, called Method No. 2 to
distinguish it from the present method, called Method No.1, has
been devised, which meets the test of simplification and also appears
to meet the · test of equity. The principle of this method may be
stated as follows:
A credit against net income should be allowed in c01nputing net
inoome subject to norrrnal and surtax equal to 10 per cent of the
am.ount of the earned net inco17w. If the taxpayer's net Vnc01ne is
less than $5,000 his ea;rned net income should not be considered to
be less than his net inc01ne, and if his net inco17~e is 'more than
$5,000 hris earned net income should not be considered to be less
than $5,000. In no case should the earned net inC01ne be allowed in
excess of $~O,OOO or in excess of the taxpayer's net inco17w.
For purposes of comparison, the rules for computing the earned•income credit under the Revenue Act of 1926 will be summarized as
follows:
.
"1. In the case of an individual the tax shall * * * be credited ~oith ~5 per cent of the amount of taw whioh would be payable
if kis earned net income constituted his en titre net inco1?1Je. But in
110 case shall the credit alloW'ed wnder this subdivision exceed ~5 per
·cent of his tax under section ~10 plus ~5 per cent of the tax wlh ich
would be payable under secUon ~11 if his earned net income constii1ded his entire net income.
"2. If the taxpayer's net income is not more tlzan. $5,000 h'is entire
-net inc017w shall be considered to b.e earned net income, and if his
net i1wome is more than $5,000 his eaxrned net inc011w shall not be
considered to be less than $5,000. In no case shall the (}arned ne't
-income be considered to be more than $~O,OOO."
For the purpose of securing a practical understanding of these two
methods, the tax eomplltation~ requir~d in the same hypothetical
case will be set forth for each of these methods.
Hypothletical case A.-Individual A has a salary of $10,000 and
intere$t from mortgages amounting to $5,000. lA s he has no ordinary deductions, his net income under the present revenue act is
'$15,000. A is unmarried and has no dependents.
The computation of tax for this same hypothetical case is shown
·on the following pages for the purpose of comparison in regard to
.simplicity.
Tam computation ca8e A, pre8ent method (No.1)
ltem

1. Total income_..,. ______________________________________________ $15,000.00
2. Total deductions __
0.00
~__________________________________________

O.

Net income _______________________ .... ____________________

15,000.00

4. Earned net income (not over $20,000) _________________________
5. Less personal exemption and credit for dependents____________

10,000.00
1, 500.00

-6.
Balance (item 4 minus 5) ___ .__________________________ _
7. Amount taxable at IJf2 per cent (not over first $4,000 of item 6)_
8. Amount taxable at 3 per cent (not over second $4,000 of item 6)_
9. Amount taxable at S per cent (balance over '$8,000 of item 6) __

8,500.00
4,000.00
4, 000. QO
500.00

====

36

REPORT ON INTERNAL REVENUE TAXATION

Item

Normal tax (1~ per cent of item 7) --------------------------Normal tax (3 per cent of item 8) ___________________________ _
Normal tax (5 per cent of item 9) ___________________________ _
Surtax on item 4 ___________________________________________ _

10.
11.
12.
13.

$60.00
120.00
25.00
0.00

-----

14.

Tax
net income (total of items 10, 11, 12,_
andon13)earned
____________________________________________
15. Credit of 25 per cent of item 14 (not over 25 per cent of items
13, 22, 23, 24) ____________________________________________ _

205.00
51.25

====

16. Net income (item 3 above) _____________ -;- _____________________ 15,000.00
17. Personal exemption__________________________________________
1,500.00
18.
Balance (item 16 minus 17) ---------------------------- 13,500.00
19. Amount
taxable
per cent (not over the first $4,000 of_
item 18)
______at
___ 1~
________________________________________
4,000.00
20. Amount
taxable
at 3 per cent (not over second $4,000 of_
item 18)
___ ______________________________________________
4,000.00
5,500.00
21. Amount taxable at 5 per cent (balance over $8,000 of item 18) __
Normal tax (1 ~ per cent of item 19) ------------------------Normal tax (3 per cent of item 20) __________________________ _
Normal tax (5 per cent of item 21) - _________________________ _
Surtax on item 3 ___________________________________________ _

60.00
120.00
275.00
60.00

Tax on net income (total of items 22, 23, 24, and 25) ____ _
26.
27. Less credit of 25 per cent of tax on earned net income (item 15)_

515.00
51.25

Balance (net tax) ____________________________________ _

463.75

22.
23.
24.
25.

28.

Tam computation case A, Method, No. :2
Item
1. Total income ________________________________________________ $15,000.00

2. Total deductions_____________________________________________
3.

0.00

Net income ____________________________________________

15,000.00

4. Earned net income $10,000 credit 10 per cent 1_________________

1,000.00

5. Net income subject to surtax-________________________________
6. Less personal exemptions____________________________________

14, 000. 00
1,500. 00

7.
Net income subject to normal tax- ____________________ _ 12,500'.00
8. Amount taxable at 1~ per cent (not over first $4,000 of item 7)_
4,000.00
9. Amount taxable at 3 per cent (not over second $4,000 of item 7)4,000.00
10. Amount taxable at 5 per cent (balance over $8,000 of item 7) __
4,500.00
11.
12.
13.
14.

Normal tax (1~ per cent of item 8) _________________________ _
Normal tax (3 per cent of item 9) ___________________________ _
Normal t ax (5 per cent of item 10) __________________________ _
Surtax on item 5 ___________________________________________ _

60.00
120.00
225.00
40.00

15.

Net tax_______________________________________________

445.00

A comparison of the computations required by the two methods
above set forth shows the greater simplicity of Method No.2.
The "present method" required 28 separate items and entries.
T herefore 13 items are eliminated from the return and the chance
of error correspondingly reduced. A plan which will retain the
earned-income principle and be much simpler is not likely to he
found.
The following chart has been prepared, entitled "0 omparison 01
ta:n computed under present method 01 earned-income credit mnd (l8
computed by proposed Me thod No.2."
1

Not allowed in excess of $20,000 nor in excess of item No.3.
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This chart has been divided into two tables, both of which show
the tax on incomes of $2,000 up to $30,000 under the two methods
for dependents.
Table A is for individuals with 1nawiwu1n earn.ed mcome.
Table B is for individuals with earned incornes of not over $5,000.
The tables follow:
Comparison of tax computed under present method of em'ned 111come and as
cOmputed by proposed method NO. 2
TABLE A.-INDIVIDUAL S WITH MAXIMUM EARNED INCOME

Net
income
(present
act)

persons with a:
Single person (exemption, Married person (exemption, Married
dependents (exemption.
$1,500)
$3,500)
$4,700)
Earned
net
income

Tax,
Tax,
Tax,
Taxby Increase
Tax by Increase
Tax by Increase
revenue method
(+);de- revenue m ethod (+);de- revenue method (+ ) ;de-'
act of
act
of
act
of
crease
crease
crease
No.2
No.2
No.2
(-)
(-)
(-)
1926
1926
1926

------ $2,000.00
3,000.00
4,000.00
5,000.00
6,000.00
7,000.00
8,000.00
9,000.00
10,000.00
11,000.00
12,000.00
14,000.00
16,000.00
18,000.00
20,000.00
25,000.00
30,000.00

-

- ------ -

$2,000.00
$5.62
$0.00
$0. 00
$4.50 - $1.12
16.88
.00
3,000.00
18.00
.00
+1.12
4,000.00
28.12
5.62
1. 50
31. 50
+3.38
39.37
16.88
15.00
5,000.00
45.00
+5.63
56.25
28.12
28.50
6,000.00
58.50
+2.25
39.38
42.00
7,000.00
78.75
84. 00
+5.25
101. 25
56.25
55.50
8,000.00
111. 00
+9.75
78.75
78.00
9,000.00
123.75
138.00 +14.25
10,000.00
153.75
165.00 +11.25
101.25
105.00
11,000.00
198.75
131. 25
132.00
200.00
+1.25
243.75
253.00 " +9.25
168.75
12,000.00
167.00
14,000.00
333.75
361.00 +27.25
258.75
261.00
16,000.00
438.75
473.00 +34.25
363.75
373.00
483.75
18,000.00
558.75
601. 00 +42.25
501.00
20,000.00
693.75
745.00 +51.25
618.75
645. 00
20,000.00 1,253.75 1,235.00
+1.25 1.158.75 1,135.00
20,000.00 1,853.75 1,825.00 -28.75 1.778.75 1,725.00

- - - -- - - -

0.00
.00
.00
.00
10.50
24.00
37.50
51.00
69.00
96.00
131.00
203.00
313.00
441.00
585.00
+26.
-23.75 1, 113.75 1, 075.00
-53.75 1, 733.75 1,665.00
$0.00
.00
-4.12
-1.88
+.38
+2.62
-.75
-.75
+3.75
+.75
-1. 75
+2.25
+9.25
+17.25

$0.00
.00
.00
3.37
14.62
25.87
37.12
51. 75
74.25
104.25
134.25
213.75
318.75
438.75

"I,7<"

$0.00
.00
.00
-3.37
-4.12
-1.87
+.38
-.75
-5.25
-8.25
-3.25
-10.75
-5.75
+2.25
+11.25
-38.75
-68.75

TABLE B.-INDIVIDUALS " ' lTH EARNED INCOME NOT OVER $5,000
$2,000.00
3, 000. 00
4.000.00
5,000.00
11,000.00
i, 000. 00
8,000.00
9,000.00
10,000.00
11,000.00
12,000.00
14,000.00
16,000.00
18,000.00
20,000.00
25,000.00
30,000.00

I $2, 000. 00

$4.50 -$1.12
$0.00
$0.00
$5.62
3, 000. 00
16.88
18.00
.00
.00
+1.12
4,000.00
28.12
31. 50
5.62
1. 50
+3.38
5,000.00
39.37
45.00
16.88
15.00
+6.63
.5,000.00
61. 87
60.00
-1.87
31. 87
30.00
5,000.00
91. 87
-1.87
46.87
00.00
45.00
120.00 . -1.8i
5,000.00
121. 8i
69.37
60.00
5,000.00
151. 87
-1.87
99.37
90.00
150.00
5,000.00
191. 87
180.00 -11.87
129.37
120.00
5,000.00
155.00 '
251. 87
235.00 l-16.87
169.37
5,000.00
311. 87
295.00 -16.87
219.37
195.00
5,000.00
431. 87
415.00 -16.87
339.37
315.00
5.000.00
571. 87
479.37
550.00 -21.87
450.00
5,000.00
731. 87
705.00 -26.87 . 639.37
605.00
5,000.00
911. 87
819.37
880.00 -31.87
780.00
5,000.00 1,451. 87 1,405.00 -46.87 1,359.37 1,305.00
5,000.00 2,071.87 2,020.00 -51.87 1,979.37 1,920.00

$0.00
$0.00
$0.00
$0.00
.00
.00
.00
. 00
.00
.00
.00
+4.12
-1. 88
3.37
.00
-3.37
12.00
18.37
-1. 87
-6.37
-1. 87
33.37
27.00
-6.37
42.00
-9.37
48.37
-6.37
-9.37
67. 87
57. 00 -10.87
84.00 -13.87
-9.37
97.87
-14.37 ". 137. 87' 119.00 : -18.87
177. 87
159.00 -1 8. 87
-24.37
255.00 -28.87
-24.37
283.87
-29.37 . 423.87
390.00 -33.87
~34.37
545.00 -3S.87
583.87
-39.37
763.87
720.00 -43.87
-54.37 1,303.87 1,245.00 -58.87
-59.37 1,923.87 1,860.00 - 63. 87

The following observations can be made from a study of the foregoing Tables A and B:
Table A.-On net incomes of $10,000 and under, Met.hod No.2
makes a slight increase in tax on the single man (except on a $2,000
income, where there is a decrease); it makes practically no consequential change to the married man (except a deduction of $4.12 to the
man with a $4,000 net income), and it gives a small deduction to the
married man with three dependents.
,
On net incomes from $11,000 to $20,000, the general effect of
Method No.2 is to make a moderate increase of tax to the single
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man, a slight increase to the married man, and a slight decrease to
the married man with three dependents.
On net incomes of $25,000 and over there is a EmaIl decrease in
tax, as in Method No. 1.
_
Table B.-In this special case Method No. 2 gives a moderate
reduction in tax over the present method. On the whole, the reduction does not seem too great and is well distributed over the various
classes.
A careful study of the Tables A and B and the above observations
leads us to the conclusion that Method No.2 secures results which give
in general slightly more reduction in tax than the pre8ent method.
The changes made by Method No.2 seem to be in accord with the idea of ability to pay and the earned-income principle.
For instance, in the general case shown in Table A we find Method
No.2 increasing the tax of the single man, not substantially changing
the tax of the married man, and reducing the tax of the man with
dependents.
It has been pointed out that the present Inethod sometimes gives
an earned income credit which cancels the tax liability. The latter
part of the limitation upon the earned income credit which permits
the credit to equal 25 per cent of the surtax that would be payable if
the earned llet income constituted the taxpayer's entire net income is
responsible for this peculiar result. Because of it the credit may
extinguish entirely the tax liability of an individual with earned net
income oyer $10,000. This is true because it permits the credit to be
computed on an amount in excess of the statutory net income, since
an individual, due to deductions, may pay no surtax and yet be
entitled to a credit which not only equals 25 per cent of the normal
tax (his only tax liability), but also that amount plus 25 pel' cent of
the surtax which would be payable on his earned net income if it
constituted his entire net income. It follows that if an individual has
a small normal tax because of deductions and a large earned net income so that the 25 per cent of the hypothetical surtax on such earned
net income is very large, the tax liability is canceled. This is ill ustrated by the following computation:
Present methoa
COMPUTATION OF EARNED-INCOME CREDIT

Earned income ____________ $20,000. 00
Personal exemption and
credit for dependents____
1, 500. 00
18,500.00
Normal
statutory net_
incometax,
________________
Surtax ___________________

52.50
220.00

Total _____________ _
25 per cent ______________ _

272.50
68.12

Of

computation
COMPUTATION OF TAX

Salary ___________________ $20, 000. 00
Dividends __________ -_____
5, 000. 00
Total ______________
Deductions _______________
Statutory net income _____________
Less dividends and exemptions___________________

25,000.00
15,000.00
10,000.00
6,500.00

Statutory net income
subject to normal
tax _____________ _
Normal tax _____________ _
Earned income crediL ___ _

3,500.00
52.50
68.12

Tax ______________ _

None.
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If Method No.2 is applied to this same case, a tax of $37.50 is
found. It is thought that ~fethod No. 2 sufficiently corrects this
situation.
It is estimated under present conditions that the proposed ~1ethod
No. 2 will decrease the revenue about $4,000,000 more than the present method. This would give a total annual reduction in tax of
$29,000,000 instead of $25,000,000 on account of the earned income
provision.
To sum up the foregoing discussion of the present method and
Method No.2, it may be stated that1. 1\1ethod No. 2 is simpler.
2. The changes in tax effected by Nlethod No.2 are slight and in
the proper direction with respect to the principle of ability to pay.
3. That the revenue of the Government will not be seriously
affected by the change.
It is recommended that Method No.2 be incorporated into the law
in lieu of the present method.
It is necessary to state one further' point on which a recommendation is made. Section 209 (a) (1) is quoted in part as follows:
In the case of a taxpayer engaged in a trade or business in which both personal services and capital are material income-producing' factors, a reasonable
allowance for the personal services actually rendered by the taxpayer, not in
excess of 20 per cent of his share of the net profits of such trade or bUSiness,
shall be considered as earned income.

Suppose an individual taxpayer has a grocery store in which his
average capital employed is $30,000. His net profit is $30,000. His
earned net income is limited to $6,000 under the present act. This
allows an allocation of $24,000 of the profit to a $30,000 capital and
only $6,000 to personal service. If a fair return on capital is 10
per' cent, then $3,000 might be allocated to capital and $27,000 allowed
as earned income.
In view of the above, giving due regard to practicability, a change
from the 20 per cent limit to a 50 pel' cent limit is suggested. Even
after this change the commissioner should have the power to refuse
this maximum limit in the proper cases. The effect can not be great
in any case, the earned income feature being limited to a tax
reduction of $500.
Oorwl1lsion.-In concluding this report it is desired especially to
emphasize the opinion of this committee that the earned-income principle is sound and that it. should be retained or given greater ettect.
If the taxes paid by individuals are compared, it will be found
that the man with the $100,000 salary pays a much larger tax than
most of the individuals enjoying a $100,000 income from capital.
. Few statutory deductions can be taken against the $100,000 salary.
On the other hand depreciation and depletion deductions often distinctly benefit the man with the income from capital, especially when
based on ~1arcli 1, 1913, or discovery value. ~1oreover, income from
capital in the case of capital net gains is taxed at a substantially
lower rate than income from a salary.
Even the proposed method of computing the earned income deduction fails to equalize this inequity to any appreciable degree. It is
recommended that further consideration be given to this difference
with the purpose of adjusting the existing inequity.
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CAPITAL GAINS AND LOSSES

(Section 208)
Section 208 of the Revenue Act of 1926 provides for the taxation
.of capital gains at the rate of 121;2 per cent and a corresponding
deduction of 121;2 per cent of the amount of capital losses in lieu
of the inclusion of such gains and losses in net income calculations
. for the normal and surtax.
Three main questions with respect to the taxation of capital gains
ha ve beeh considered. These are:
«(J) Should capital gains and capital losses be eliminated entirely
from the scope of the income tax?
(b) Should such gains and losses be included in net income for
the calculation of the normal and surtax?
(c) Should the present policy of taxing capital gains at a flat rate
and the corresponding treatment of capital losses as expressed in
section 208 of the Revenue Act of 1926 be continued?
It is thought that the first and second questions should be answered
in the negative. With r'espect to the third question, the following
.recommendation is made:
RECOl\:[MENDA TION

The present method of taxing capital gains and the corresponding
treatment of capital losses should be embodied in the next revision of
the income tax law.
DISCUSSION OF RECOMMENDATION

History of the provision,. -From 1913 to 1922 all gains from the
sale of assets were subject to normal and surtax.
The Revenue Act of 1921 provided that, beginning with the year
1922, the net gain arising from the sale of property held for more
than two years could, at the option of the taxpayer, be omitted from
his ordinary net income and separately reported for the imposition
of a tax at the rate of 12Y2 per cent. Under this act no reference
was made to net losses from the sale of property held for more than
two years.
"Capital assets" is the name given to property held for more
than two years. It included any kind of property, whether or not
connected with the trade or business of the taxpayer, except stock
in trade or property properly included in inventory. "Capital gain,"
"capital loss," "capital net gain," "capital net loss," and "capital
deductions" have the same specialized meaning in the statute-that
is, they all refer to or appertain to the designated kind of property
held for more than two years. These terms are used in their special
sense throughout this report.
It should be noted that capital gains do not comprehend all gains
from the sale of assets. Any profit on the sale of assets made within
two years after purchase is not a "capital gain," but comes under
the term "ordinary net income."
Under the Revenue Act of 1924 capital net losses were included in
the same category as capital net gains. Such losses could not there-
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after be deducted from ordinary or current income if the result was
to reduce the normal and surtax otherwise payable by more than
12Jf2 per cent.
The rule laid down in the Revenue Act of 1924 was carried over
into the Revenue Act of 1926.
Discussion of the provision.-The rule relating to capital gains
and losses may be stated as follows:
If the taxpayer holds certain property for more than two years it
becomes a capital asset and he may elect to treat the gain on sale
thereof either as subject to normal and surtax or as subject only to a
tax of 12Jf2 per cent. It follows that he will choose that course which
results in the lowest amount of tax.
If in the same year he sells some of such capital assets at a profit
and some at a loss he must offset one against the other and arrive at a
net capital gain or a net capital loss. If the result is a net capital
gain he may treat it as above stated; if it is a net capital loss he must
do one of two things. He has no right to choose which of the two
things he may do-it must be that thing which results in the larger
tax. One of the things he mllst do is to deduct the capital net loss
from his ordinary income and pay normal and surtax on the remainder; the other is to deduct 12V2 per cent of the net loss from
the amount of tax otherwise due from him.
In other words, if the taxpayer has a capital gain he lnay elect to
report it in the way which will produce the lesser amount of tax; if
he has a net loss he must report it in the manner which will have the
lesser effect on the reduction of his tax.
This rule has the merit of placing capital gains and capital losses
as nearly as possible on a parity so far as their effect on the tax of
the seller of the property is concerned. In no case is the capital
gain taxed at more than 12Jf2 per cent, and in no case does the capital
loss reduce the tax by more than 12l;2 per cent.
It has been suggested that the taxpayer should have the option
to treat the capital loss as he pleases. Such right on the part of the
taxpayer would result in a capital net loss always reducing the tax
otherwise payable by 12l;2 per cent and, in cases of larger incomes,
by as much as 25 per cent. There appears to be little in this suggestion to commen"d it.
It has also been pointed out that the taxpayer may legitimately
obtain the benefit of a deduction of more than 12V2 per cent of the
loss on sale of property by selling immediately before the expiration
of the two-year period, in which event the loss mnst be allowed as a
deduction from net income, subject to normal and surtax. On the
other hand, it has been pointed out, the same taxpayer may postpone
selling his property until two years have elapsed in order to obtain
the benefit of the lower rate of 12l;2 per cent in place of the combined
normal and surtax rates.
"
There ·a ppears to be no data to indicate that any substanti~d
amount of revenue is lost by reason of the alleged practices above
stated. Even assuming the practices are followed to some extent.
no method of correcting them presents itself. It is obvious that
taxpayers can not be forced to take profits or refrain from taking
profits in order to increase the revenue. Ip fact, it was partly from
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recognition of this fact that Congress was impelled to extend a lower
rate of tax in order to induce the taking of profits on transactions
which might otherwise be postponed indefinitely.
Taxpayers who realize capital gains fall into two classes-(l)
those who sell property not primarily purchased for purpose of
resale, and (2) those who sell property purchased for the purpose of
resale. In the former group fall a large number of persons who sell
residences, factories, land, and investments often held for a period
of many years. In the latter group fall those who buy stocks, bonds,
and other property in the expectation of selling on a rising market.
From the viewpoint of the first group the capital-gains tax must be
regarded as a very needful remedial provision. Their sales are often
made under some degree of compulsion, such as the necessity of
moving to a new neighborhood, retirement from business, settlement
of interests of cotenants, etc. Where property has been held for 10
or 15 years and is then sold, the result may be the immediate
conversion into cash of a relatively large profit accumulated over
a long period of time. To tax that profit at graduated surtax rates,
designed primarily to measure the tax on a single year's profit, is
obviously unduly burdensome. If it were practicable to segregate
such transactions, consideration might properly be given to their
special treatment.
The second group might be divided into two subgroups-(a) those
individuals who make occasional purchases of stocks or other property in expectation of increasing their capital, and (b) those who
with more or less regularity buy and sell property for the purpose of
making a profit; this group includes the stock-market trader, the
real-estate operator, and the speculator, as well as many persons of
moderate wealth or great wealth.
In considering the second group of taxpayers it should be noted.
that the" quick profit" made by a lucky venture where the purchase
and sale take place within two years is taxed at the full normal and
surtax rates. It is only where more than two years have elapsed
that the lower rate of tax applies. That a lower rate of tax is proper
in many cases is obvious; the lapse of time necessary before the profit
is realized is the justification. On the other hand, if the taxpayer
is in any event subject to a surtax in the highest bracket, year after
year, the capital-gains tax is an obvious concession to him, irrespective of his ability to pay.
,
.
vVith respect to taxpayers of this class the capital-gains tax must
obviously be regarded as an! expedient provision, justifiable on the
ground that it induces them to sell property which they are well able
to hold f or an indefinite period of time, perhaps finally to descend
by bequest, devise, or inheritance without any tax having been imposed upon the increased value of the property. Such taxpayers
are able to adjust their affairs to a great extent so that losses can be
taken at favorable times and profitable sales postponed for long
periods. As evidence of this the statistics of the Senate committee
known as the Couzens committee are illuminating. The following
t able was compiled by that committee from the returns of 4,063 individuals who r eturned a net income in excess of $100,000 each for
the year 1916. The figures show the gains and losses from sales of
proper ty as r eported for the years 1917 to 1924, both inclusive.
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Profits and losses on sale of assets reported; by 4,063 individuals ~vUh a net
tamable income of $100,000 and over in 1916

Year

1917_____________________________________________ ______ _
1918 ___________________________________________________ _
1919___________________________________________________ _
1920__________________________________________ _________ _
1921- __________________________________________________ _
1922 _________________________________________ __________ _
1923 ________ '__________________________________ "____ "___ "__ _
1924 _____________________ :: ____________________________ _

Profits on
sale of assets

$28, 836, 826
7,937,991
36,687,447
10,910,541
10,596,216
95,245,772
78,345,775
101,089,611

Per cent
profit to
Losses on
total
sale of assets
income
2.79
.92
3.99
1.33
1.57
12.06
9.99
12.34

$19,150,961
65,072,240
124,253,174
216,116,946
160,121,432
87,032,461
101,958,153
53,784,450

Per cent
losses to
total deductions
13.40
32.44
45.90
56.75
48.76
33.97
36.71
33.99

The following table is prepared from the returns of 75 individuals
who reported a net income in excess of $1,000,000 each for the year
1924. The table covers the years 1917 to 1925, both inclusive:
Year

1917 _______________ ____________________________________ _
1918 ___________________________________________________ _
1919 ___________________________________________________ _
1920 ___________________________________________________ _
1921 ___________________________________________________ _
1922 ___________________________________________________ _
1923 ___________________________________________________ _
1924 ___________________________________________________ _
1925 ___________________________________________________ _

Profits on
sale of
assets
$2,803,233
1,723,990
2,924,452
1,243,069
437,977 "'
12,060,266
14,732,561
53,627,261
62,822,952

Per cent
profit to
total
income
2.58
1.87
2. 72
1. 22
.44
9.35
11. 27
28.38
31. 07

Losses on
sale of
assets
$16,110,792
23,955,447
36, 330, 430
42, 964, 016
41,459,237
44,077,158 '
40,761,119
34,615,459
45, 230, 895

4.48
22.47
43.20
58.00
49.54
43.78
32.39
18.82
19.05

The first table shows that from 1917 to 1920, both inclusive, 4,063
individuals reported gains in the aggregate amount of $84,772,805
and losses aggregating $424,593,321, the net result being approximately $340,000,000 more of losses than gains. In the same period of
time the 75 individuals of great wealth reported $8,694,744 in gains
and $119,361,285 in losses.
These were years of high values and great activity in the sale of
property, yet in each year the losses were greatly in excess of the
reported gains. Undoubtedly the very high surtax rates forbade the
taking of profits and encouraged the taking of losses. Beginning in
the year 1922 a large increase in reported profits is discernible, which
amounts in both tables to a substantial. excess over losses in 1924, the
first year in which the present method of taxing capital gains and
treating capital losses went into effect. ,Vhile some allowance must
he maTte "for the great prosperity enjoyed in 1924 and 1925, the statistics support the conclusion that the capital gains tax has removed
the restraint exercised by the surtax rate on profit-taking.
The same trend in the relation of gains to losses is indicated in
the following table prepared for this committee covering the returns
of all individual taxpayers. Statistics of losses are not available and
the losses stated below are estimated from selected actual figures:
94500--~8--vOLI----4
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Actual profits and estimated losses on sale of assets regardless of time for which
• such assets were held

Year

1917 ___________________________________________ _
1918___________________________________________ _
1919___________________________________________ _
1920___________________________________________ _
1921 ____:.. ______________________________________ _
1922___________________________________________ _
1923 ___________________________________________ _
1924 ___________________________________________ _
1925___________________________________________ _
TotaL ..• ________________________________

Actual profits
on sales of
assets

Per cent
profit to
total
income

$318, 170, 617
2.63
291,185,704
1. 64
4.45
999,364, 287
1,020,542,719
3.82
1. 98
462,858,673
3.99
991,351,580
4.00
1, 172, 154, 628
1,513,714,092
5.12
2, 932, 228, 840
11. 60
9,701,571,140 ____________

Estimated
losses on sale
of assets

Approxi·
mate per
cent loss
to total
deductions

$110,720,384
12.50
571,468,120
31. 38
1,175,140,997
45.58
1,680,304,149
56.87
1,832,641,653
48.85
1,251,989,891
35.41
1,619,082,743 .
36.15
22;"45
896, 906, 462
19.05
655, 078, 024
9,739,332,423 ___________ _

It is pointed out that in all three tables set forth in the preceding
pages the ratio of gains to total income shows a marked increase in
each case beginning with the year 1922, coinciding with the introduction of the capital gains rate of tax. Although the full effect
of this rise may not be attributable entirely to the reduction of the
rate, it is significant that the remarkable activity of the stock markets did not take place until some time later. A fair inference may
be drawn that the lowering of the rate largely contributed to bring
activity in the sale of property.
The actual receipts from the capital gains tax attest to the importance of that tax in the revenue of the Government. The following table gives the figures for 1924 and 1925. For comparison
the estimated receipts from the tax due to gains on property held
for less than two years is included in this table:
1924
Actual net revenue from 12l1z per cent tax on capital net gains, less
12l1z per cent <;redit on capital net losses ______________________ $39,567,328
Estimated net revenue from tax on profits from sale of afosets held
less than two years, minus tax reduction on losses on such sales_ 20,996,000
Total, 1924 ______________________________________________

60,563,328

1925
Actual net revenue from 121J:! per cent tax on capital net gains, less
12112 per cent credit on capital net losses ______________________ 109,912,033
Estimated net revenue from tax on profits from sale of assets held
less than two years, minus tax-reduction losses on such snles__ 69,892,000
Total, 1925 ______________________________________________ 179,804,033
Grand total net revenue, 1924 and 1925 __________________ 240,367,361

The following table has been prepared for the committee to indicate the relative amount of capital net gains and capital net losses
reported by taxpayers having incomes within specified ranges:
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YEAR 1924

Income classes

Capital net Capital net
Per cent
Number gain on sale loss on sale
capital
of
of assets beld of assets beld net gain
returns more tban 2 more tban 2 , to total
years
years
IDcome

$25,000 to $50,000 _________________________
$50,000 to $100,000 ________________________
$100,000 to $150,000 _______________________
$150,000 to $300,000 ___________________ ~ ___
$300,000 to $500,000 _______________________
$500,000 to $1,000,000 _____________________
$1,000,000 and over _______________________

47,061
15,816
3,065
1,876
457
242
75

$35, 595, 894
82,674,156
48,649,375
71,259,623
46,101,298
54,207,483
50,660,650

$16,112,664
24,148,432
10,78.3,568
6,751,864
5,357,512
7,484,792
1,647,056

TotaL. _________ • _____ ••••••••• _. __

68,592

389, 148, 434

72,285,888

I. 93
6.64
II. 07
16. 12
22.60
29.42
26.62

Per cent
capital
loss to
capital
net gain
45.27
29.21
22.17
9.47
II. 62
13.81
3.25

---.. ------ ~ 1-'.' ........

YEAR 1925
59,721
20,958
4,759
3,223
892
479
207

$28, 978, 836
145,191,060
102, 054, 640
164,404,256
124, 034, 520
139,367,194
236, 538, 835

90,239

940, 569, 341

Table I of the appendix to this volume sets forth further figures
illustrating the incidence of the capital-gains tax and its effect upon
the revenue.
No conclusions have been formulated based upon these figures.
Several suggestions have been made and are taken under consideration with a view to further study of the problem. The
problem of taxing capital gains and losses may find its ultimate
solution in an elongation of the two-year period in which the property must be held. Four years has been suggested as a means of
increasing the revenue from this source. But a four-year period may
exercise a considerable restraint upon sales. Two transactions may
now take place in approximately four years if the final profit after
paying the 12lh per cent tax warrants it, while only one might be consummated if a four-year period were prescribed. The loss in revenue
from the failure to make two sales mIght offset any other advantage.
Dividing the capital gain by the number of years during which
the property was held and adding one part to the other income of
the taxpayers for each of such years might bring about theoretical
perfection but would raise insuperable administrative complications.
Varying the rate in proportion to the maximum rate of surtax to
which the taxpayer is subject on his ordinary net income seems
impracticable. Therefore, notwithstanding that the present method
of using a single rate results in no reduction below normal and snrtax in the case of taxpayers reporting $30,000 or less of net income
and gives a constantly increasing reduction as the ordinary net income increases above $30,000, its continuance is recommended as a
practical, simple, and effective method of raising revenue until some
other means not yet discovered appears with superior advantages.
It is suggested that the simplest method is to include capital gains
in ordinary net income subject to normal and surtax, but that a
return to this method should not be considered at this time. When
the next substantial decrease is made in the combined rates of normal
and surtax, consideration might be given to a return to the rule that
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existed before 1922-that is, the inclusion of capital gains and losses
in ordinary net income ror the computation or the tax.
Reasons lor nOD eWe1nptin{J ca'pital gains from inC01M taw.-The
argument has been made that capital gains should not be subject to
income tax. Because of the quite general impression that no tax
should be imposed on gains or this character, it seems advisable to
state the conclusions reached with respect thereto.
Three arguments are mainly advanced in support or the contention
that no tax should be imposed. They are~
1. In principle the income tax should be confined to current income.
2. Capital gains are not taxed in Great Britain.
3. The revenue would be increased ir capital gains were not taxed
and capital losses not allowed as deductions.
These arguments will be considered in the order set forth above.
The principle of an income tax is set forth in the law imposing
that tax. The United States has at times imposed tax only on annual
income and at other times on gains or every kind. The constitutional question of the power to tax the increased value of capital and
appreciation in assets when reduced to cash or its equivalent by sale
or exchange has been settled by the United States Supreme Court.
The principle of the existing statutes is to tax capital gains. Viewed
rrom a theoretical or economic standpoint, many distinctions may be
pointed out between current annual income and gains derived from
the sale of the property producing that annual income. But no line
of demarcation can be drawn so clearly as to justify taxing the income
on one side and exempting from tax the gains on the other side.
Some instances may be cited to illustrate this difficulty. Dividends
fire current income. Expected dividends are reflected in the market
price of the stock. Should the profit on stock sold immediately before
it goes ex-dividend be subject to no tax ~ Stock dividends are not
taxable. Should the subsequent sale of such stock be subject to no
tax ~ Should liquidating dividends be subject to tax on the gq)und
that the liquidation is in part a distribution or current income ~ If
so, should sales or stock made in anticipation of liquidation be subject to no tax ~ These are some of the difficult questions encountered
in any discussion of exempting capital gains rrom tax.
Exempting capital gains rrom tax would afford no simplification
of such subjects as depreciation, depletion, and obsolescence or would
require a complete change in our principles on which those subjects
are treated. Under the English law depreciation is recognized only
to a very limited extent and depletion is unknown. All of the proceeds from the production or ores are taxed as income to mine O\vnel's.
The wasting away of the capital investment is not recognized for
income tax. The net result is the payment of income tax on the
~'eturn of the original i:r:vestment of capi.tal in. the guise of current
Income. Our system gIves careful consIderatIOn to the r eturn of
capital free of tax. The English system does not.
~ or in other respect~ is the ~nglish method of taxing income a
satIsfactory model for IntroductIOn into our syst~m. The statement
that Great Britain ~loes l1?t tax capital gains is only partly true.
'\Vhether or not capItal gaIns are taxed depends upon the status of
!he taxpayer. A ~orporation may be subject to tax upon the sale of
Its a.sse~s,. depe~chng upon the objects for which it is incorporated.
An IndIVIdual IS taxed on sales if he is a trader in the particular
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property which is sold. The definition of a trader is impossible to
state with precision. ~'fuch litigation on this point has taken place in
England. The distinction between trader and nontrader is not a
desirable one to incorporate into our law.
The statement has been made that capital gains tend to be equalized
by capital losses over a period of time. The second table set forth
above seems at first place to bear this out over a period of nine years,
1917-1925. 'Ve see no argument in this, ho,vever, for if we admit
that conclusion, we are still confron(ed with the fact that the gains
and losses of each individual do not equal each other over any period
of time except in rare instances. The income tax is imposed on the
individual, not on income. Every gain increases his ability to pay;
.every loss reduces it. Hegarclless of the trend of gains and losses on
a national s;. ale there is a real foundation for the recognition of such
gains and losses in measuring the taxpaying ability of each taxpayer.
National wealth may increase. remain stable, or decrease without
affecting the proposition that individuals gain or lose as a result of
individual circumstances and factors independent of the general trend
in values.
'
The capital-gains tax has produced $149,479,361 net in revenue
for the two years 1924 and 192:5. The figure represents the net
amount of revenue after credit has been taken .for capital losses.
This very substantial receipt would be lost to the Government by
abolishing the tax on capital gains.
To make up this loss in revenue it would probably be necessary
to increase the rates on income from sources other than capital gains.
Any such increase would fall more heavily on persons who had suffered losses than on those who had enjoyed capital gains, as is
illustrated by the following computations, prepared for the committee, which are based on the most favorable situation, namely, the
abolition of the capital-gains tax without an increase in rates:
TYPICAL CASE
1. PRESENT LAW

Individual No.1 (married)

Individual No.2 (married)

Salary _____________________ $100,000
Personal exemption_________
3, 500

Salary_____________________ $100,000
Personal exemptioll_________
3, 500

Net income (excluding
( capital net gain of
$50,000) __________ _
Normal tax on first $4,000 __ _
Normal tax on second $4,000_
Normal tax on balance at 5
per cent _________________ _

96,500

96,500

4,425

Normal tax on first $4,000__ _
Normal tax on second $4,000_
Normal tax on balance at 5
per cent _________________ _

4,425

Total _______________ _
Surtax on $100,000 _________ _

5,685
11, 660

Total _______________ _
Surtax on $100,000 _________ _

5,685
11,660

Total _______________ _
Earned income deduction ___ _

17,345
206

Total _______________ _
Earned income deduction ___ _

17,345
206

Total _________ __ __ _
Tax
on
$50,000, at 12% per_
cent ____________________

17,139

17,139

6,250

Total _______________ _
Credit on $50,000, at 12% per
cent~ ___ -----_-----------

Total tax ___________ _

23, 389

Total tax _________ ..: __ _

10,889

~

~

60
120

Net income (excluding
capital net loss of
$50,000) __________ _

60
120

6,250
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UNDER CHANGE ELIMINATING TAX ON ALL PROFITS AND LOSSES FROM SALE OV"
CAPITAL ASSETS

I

Individual NO.1

Total tax ___________________ $17,139

Individual No.2

Total tax ___________________ $17,139

Certain studies of the subject made for the committee by the Government actuary are contained in Table II and Table II-A in the
appendix to this report. These tables show:
1. Comparing the sonrces of income returned for 1924 and 1925
capital gains increased 142 per cent and profits from the sale of
assets held less than two years 94 per cent, while all other sOurces of
income showed a substantial decrease or a very small increase.
2. The total income returned in 1925 was 14.56 per cent below
that returned in 1924. If capital gains had been exempted from tax
in 1925 the total income returned would have been 17.74 below that
returned in 1924. If neither capital gains nor profits from the sale
of realty, securities, etc., had been taxed in 1925 then the total income
would have been 27.65 per cent below 1924.
3. The elimination of the capital gains tax in 1925 would have
resulted in a reduction in total tax collected from individuals
amounting to approximately 16 per cent.
EVASION OF SURTAXES BY INCORPORATION

(Section 220)
Congress has recognized from the beginning of the system of
Federal income taxation that some statutory provision was necessary
to prevent evasion of individual income taxes through the formation
or utilization of corporations to receive the income and accumulate
profits without making distributions subject to tax in the hands of
the individual stockholders. The Bureau of Internal Revenue has
experienced great difficulty in administering the provisions which
have appeared in the various revenue acts, and it is believed that it
is advisable to abandon the present statutory provision (sec. 220)
and substitute therefor a simple provision, easy to apply and administer, designed to encourage distributions by allowing corporations
a deduction in computing net income of a portion of the amount
distributed as dividends.
A summary of the main points will be found in the following
synopsis.
SYNOPSIS

1. Some provision to induce reasonable distributions by corporations or penalize the failure to make reasonable distributions is
necessary to prevent evasion of proper taxation and inequitable
discrimination between taxpayers through the unreasonable accumulations of profits in corporations.
2. Although provisions designed to accomplish this result have
been included in every Federal income tax law beginning with the
1913 act, the amount of tax collected directly under such provisions
has been negligible and their principal value has been in inducing
distributions which might not have otherwise been made. In this
indirect way the provisions have undoubtedly added materially to the
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revenue, but there is no way of measuring or determining such
indirect effect.
3. Up to October 1, 1926, but 78 cases had been considered by the
Bureau of Internal Revenue in connection with these provisions.
The number of cases has been small, partly because of the inadequacy
of the statutory provisions, partly because of the ext reme difficulty
of administering the provisions, and partly because it has been the
policy of the Internal Revenue Bureau to regard these provisions as
deterrent to unreasonable accumulations rather than as provisions to
raise revenue.
4. In the period from October 1, 1926, to June 25, 1927, 158 additional cases have been considered by the Bureau of Internal Revenue,
and it appears that the present policy of the bureau is to enforce
,d irectly section 220 of the Revenue Acts of 1924 and 1926 at least
on mere holding and investment companies with few stockholders.
5. There are few published rulings of the Bureau of Internal
Revenue on section 220, and there have Leen no court decisions or
Board of Tax Appeals decisions on this section. There is therefore
a lack of authoritative information as to the validity of the statute
and the possibility of its effective enforcement. Five cases involving
section 220 are now pending before the United States Board of Tax
Appeals.
6. The incentive to the taxpayer to reduce taxes by incorporation
has been greatly lessened by reason of the lower surtax rates of the
Revenue Act of 1926 and the higher corporation income-tax rate.
This has made the problem less serious than it was in the past.
7. A change in the act is recommended which will automatically
encourage reasonable distribution of dividends without causing unwise distributions and which will make the retention of section 220
unnecessary.
RECOMMENDATION

Allow the corporation a deduction in computing net income equal
to, say, 20 per cent of the excess of dividends paid over dividends
received, the deduction in no case to be more than, say, 25 per cent
of the corporation's taxable net income before such deduction. In
the computation no account should be taken of stock dividends.
DISCUSSION OF RECOl\Il\IENDATION

A provision to prevent the evasion of surtaxes through the use of
corporations was first introduced in the Revenue Act of October 3,
1913, and was continued without substantial change in the Revenue
Acts of 1916 and 1918. These acts provided for an addition to the
dividend income of the stockholders of a corporation which for the
purpose of evading surtaxes accumulated profits beyond the reasonable needs of the business, and the taxes of the stockholders were
thus determined as if the distributions had actually been made.
In the Revenue Act of 1921 the section was revised to impose an
additional tax of 25 per cent on the corporation in such a case, giving
an option to the stockholders to avoid this additional tax by including
in their individual returns the amounts which should have been distributed. In the 1924 act the rate was increased to 50 per cent of
the net income, and it was provided that for this purpose the net
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income of the corporation should include dividends from other corporations, this change making the section effective where the property
held by the corporation was the stock of another corporation. Under
this act the stockholders were given no option. The Revenue Act of
1926 changes the. act of 1924 only by giving the stockholders the
{)ption to avoid the additional tax on the corporation by including
in their individual incomes the profits which should have been
distributed.
The purpose of these statutory provisions was to make it difficult
for a corporation to be organized or availed of in such a manner as to
permit the individual stockholders to escape the income taxes which
they would pay if they owned the corporate property directly or the
,c orporation made normal distributions of profits and to secure for
the Government from either the stockholders or the corporation the
amount of revenue which would have been received if the manage":
ment of the corporation had not been influenced by tax considerations. The earlier statutes were designed to collect directly from the
stockholder the surtaxes which he would have paid if normal distributions had been made. Because of grave doubts as to the constitutionality of such provisions, the more recent acts have imposed an
additional tax on the corporation itself, but, except in the 1924 act,
have given the stockholders the option of avoiding the additional
corporation tax by including in their individual incomes the amounts
which should have been 'distributed. Thus it appears that it has been
the primary purpose of Congress to secure for the Goverpment the
proper amount of surtaxes from the stockholders of·corporations.
The inclusion in the statute of the specific reference to mere holding or investment companies was for the purpose of making sure that
such corporations would be subject to the operation of the statute.
It was not for the purpose of excluding any other class of corporations which might also make unreasonable accumulations of profits.
A preliminary report has been made by the staff of the committee
dealing with a considerable number of individual cases which seem
to require consideration under section 220. This report has been
printed for the use of the Members of Congtess. This report shows
that up to October 1, 1926, the Bureau of Internal Revenue had conBidered but 78 cases in connection with these provisions of the statute.
It also shows that the provisions of the 1918 and 1921 acts did not
eover many cases which probably were within the general purpose
which the Congress had in mind in enacting these provisions. The
amount of tax actually collected under these provisions has been so
small as to be negligible. It appears that section 220 was considered
by the Bureau of Internal Revenue as a provision primarily effective
in inducing corporations to make distributions and thus avoid the
application of the statute. This policy, coupled with the inadequacy
of the provsions of the acts prior to the 1924 act, resulted in the
direct application of these provisions in very few cases.
The Revenue Acts of 1924 and 1926, containing the specific refer-ence to mere holding and investment companies, and requiring dividend income to be included in the corporation net income for the purposes of these sections, have made these provisions of the statute
much more effective, and this is reflected in the increased activity
'under these sections of the Bureau of Internal Revenue. From
October 1, 1926, to June 25, 1927, the Bureau of Internal Revenue
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reports that 158 additional cases haye been considered-that is, more'
cases have been considered by the Bureau of Internal Revenue in thi~,
recent eight months' period than were considered in the precedingeight years. These new cases appear to be fairly well divided between operating companies and mere holding and investment,
companies.
.
It is extremely difficult for the Bureau of Internal Revenue effectively to enforce the provisions of section 220.
The principal difficulty arises from the fact that section 220 isnecessarily vague in its terms. The test of its application (except
in cases of Inere holding and investment comi)anies) is whether
the accumulations of income are beyond the reasonable needs of the
business. The intent of the statute on this point is clear, but the'
difficulty of determining the facts in most cases is extremely great.
The needs of a business depend largely on the intention of its owners
in regard to its development. In deciding such cases long after
the event, the commiss:oner is called upon to substitute his business ,
judgment as to the prospective needs of an enterprise at a given
date for the current judgment of those responsible for the conduct of
the business. In some industries, such as banking, the reasonable'
needs of the business appear to be limited only by the imagination
of the directors. A more specific definition of the test to be applied
which will work out satisfactorily in all cases seems well-nigh impossible. Arbitrary rules setting up certain required percentages of
distribution in relation to total income or total surplus are obviously unsatisfactory because of the fact that no two corporationsare similarly situated. The problem is very much more difficult than
determination of reasonable salaries, reasonable allowances for
depreciation, and similar problems.
The second difficulty is the requirement that the Bureau of Internal
Revenue find in all cases (except in those involving mere holding
and investment companies) the existence of "a purpose to" evade
surtax on the part of the taxpayer. This not only involves the
determination of motive or purpose which is particularly difficult
in the case of a corporation since corporate action is determined by
the board of directors or the principal stockholders or some of them,
but involves a consideration of the various purposes which may have
influenced the judgment of the various individuals who determined
the action of the corporation .
. A third difficulty arises in determining what constitutes" a mere
hqlcling 01' investment company." An actual case considered by the
Burean of Internal Revenue will illustrate this difficulty. A corporation was organized in 1916 with an authorized capital stock of
$100,000; X transferred to the company stocks, bonds, and other
securities worth approximately $3,000,000 in exchange for its capital
stock. He gave most of this stock to his wife and children. In the
years 1919 to 1921, inclusive, this company had profits of $820,183.02:
and the c~sh dividends declared ,vere but $50,000. The company
held. I,lothlng but stocks and bonds of .various corporations and~
munICIpal and Government bonds. It claImed that it was necessary
~or it to invest additional funds in certain companies where its.
Interest ~~s large and made only normal charges in its investments.,
The SohcItor of Internal R.evenue held that it was not "a mere:
h9!~!:ng ~Q~pany " ~!!(l t11~t its gains and profit.3 had not been accu-.J

_..-
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mulated beyond the reasonable needs of the business in any of the
years in question.
..
A fourth difficulty in applying section 220 arises f~om the f~ct
that the Bureau of Internal Revenue does not automatIcally receIve
the necessary facts to determine whether or not the section is applicable. The income-tax returns do not show the nature of the investments held by the company, nor do they show what the reasonable
needs of the business are considered to be by the corporation management. This difficulty could be remedied to some extent by the use
of a special questionnaire to be sent to taxpayers, but essentially
every case is one requiring special investigation.
There is an entire lack of published rulings and decisions in regard
to the application and interpretation of section 220. No cases on this
subject have reached trial before the courts or the Board of Tax
Appeals. Up to October 1, 1926, only two cases involving the question had been docketed witp the Board of Tax Appeals and but three
additional cases have since been docketed.
It is thus apparent that the administration of section 220 is an
inherently difficult problem, and there appears to be no method by
which these inherent difficulties can be satisfactorily overcome.
The present section imposes an additional income tax of 50 per
cent qn the corporations coming within its provisions. The maximum
surtax on individual incomes is but 20 per cent, so that the maximum
amount of additional revenue which the Government would have
received if reasonable distributions had been made would be a 20
per cent surtax on the distributions to stockholders. The maximum
individual normal and surtax rates combined aggregate 25 per cent.
The corporation tax is 13Y2 pel' cent. The loss of revenue resulting
from the receipt and accumulation of income by a corporation rather
than by an individual can not, therefore, exceed 11Y2 per cent. The
penalty on the corporation for unreasonable accumulation of income
is thus out of proportion to the loss of revenue to the Government
and takes on much of the aspect of a penalty rather than a tax provision. The lack of proportion between the penalty and the loss of
revenue may as a practical matter lead to nonenforcement of the
provision, and this is an additional objection to the retention of
section 220 in its present form.
In recent years the opportunities for evasion of taxes through
the use of corporations have been greatly diminished, first by reason
of the reduction in surtax rates, and second, by the prevention of the
opportunity of realizing the income unreasonably accumulated at a
low cost in taxes. When the corporation income-tax rate was but 10
per cent and the maximum individual surtax rate was 65 per cent,
there was a much greater inducement to make unreasonable accumulations of profits than there now is when the corporation income-tax
rate is 13Y2 per cent and the maximum surtax rate is but 20 per cent.
Furthermore, under some of the earlier acts the stock of a corporation
could be given to a near relative and resold without tax, except on
the difference between the value on the date of the gift and the
amount realized on the sale, so that it was possible in effect to take
over the unreasonable accumulated profits without substantial tax
liability. Under the present act when property acquired by gift
is sold the taxable income is measured by the difference between
the cost of the stock to the donor, and its selling price and the accumu-
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lated profits when realized by such a sale have been subjected to
the corporation ·income tax of 13lh per cent, and in large cases to a
tax at 12lh per cent on the capital gain, a total tax of 26 per cent,
which exceeds the maximum normal and surtax rates on individual
incomes. By reason of these changes in the statute there is a tendency
on the part of some who in the past have formed personal corporations in order to save taxes to disincorporate for the same purpose,
particularly where as in New York the State tax rate on corporate
income is greater than on individual income. These changes in the
relative burden of taxation on corporations and individuals have
greatly reduced the seriousness of the problem which section 220 was
designed to solve.
It may be helpful to consider the experience of Great Britain in
connection with the subject of supertax avoidance by incorporation.
The British finance act of 1922 included a provision somewhat similar to section 220 of the Revenue Act of 1918. It provided that any
company organized after April 5, 1924, which was under the control
of five persons or less and did not have more than 50 stockholders,
and which did not make a reasonable distribution of profits, would
lay its stockholders open to the imposition of the supertax as if such
proper distribution had been made. This provision applied only to
what is classified in Great Britain as "a private company." Mr.
Mitchell B. Carroll, chief tax section, division of commercial laws,
in an article entitled "British finance act of 1927 makes radical
changes in the tax system," published in Commerce Reports of
August 29, 1927, said:
The provision in the 1922 act proved ineffective because of the opportunities
which it offered for circumvention.
Only 550 of the 40,000 companies subject to the 1922 act were subject to
investigation during the last four years-an a,erage of 135 a year. The inland
revenue claimed surtax in 250 cases, and of that number 128 were appealed to
the special commissioners. That body decided in favor of the taxpayer in 60
cases and against the taxpayer, in ,,,hole or in part, in 69 cases. Only 11 cases
were carried to the board of referees, which decided 5 case!'; in fa,or of and 6
against the taxpayer.

The finance act of 1927 considerably broadens the scope of the act
of 1922 and provides for a procedure of investigating the avoidance
of supertax through incorporation, which is expected to be considerably more effective than formerly.
It can thus be seen that although Great Britain has considered
twice as many cases on this point under its 1922 act as we have under
all our acts, and bas assessed and collected the tax in about 198 cases,
as compared with a negligible number assessed by our Bureau of
Internal Revenue, nevertheless Great Britain considers the provisions
of the 1922 act unsatisfactory, and has taken means to make such
provision more readily applicable in the present finance act.
Unfortunately, on account of the different classification of companies in England, and their different system of tax administration,
investigation indicates that it is not possible for us to adopt the
British system.
The British system can be summed up as follows:
1. The procedure is to tax stockholders as if the profits had been
distributed, a procedure formerly embodied in our law but abandoned on constitutional grounds, wbich, 'of course, do not arise in
Great Britain.
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2. The provisions are restricted to a special class of compani~s, .
companies in which the public is interested being expressly excluded.
3. Notice of a proposed assessment must be given currently and.
the issue is then presented promptly to an independent board of referees, whose decision on the question whether there is a p1"i1na facie case under the statute is conclusive.
The problem in Great Britain is somewhat different from our problem. There the rate of tax on corporations and the normal rateon individuals are the same. Their surtaxes are hi2:her than ours._
Their capital gains are not tax~d at all. The problem is, therefore,
a much more serious one for Great Britain than it is for the United
States.
The British plan has the desirable features of reasonableness of'
tax or penalty, expeditious rletermination of liability, and limited
application to restricted and well-defined classes of companies, but
there seems to be no way in which the British procedure could beadapted to meet our problem without departure from our present
general scheme of administration.
,
In view of the inherent difficulty in enforcing section 220, the undesirability of having provisions in the statute which are not generally
enforcible nor enforced and the decided change in the importance of
the problem because of the reductions in tax rates and the special provisions of the statutes preventing realization on the unreasonablyaccumulated profits without payment of adequate taxes, it has been.
thought desirable to find some plan which would automatically encourage reasonable distributions on the part of corporations and dis-courage unreasonable accumulations and make it possible to repeal
section 220.
The principal methods of accomplishing the desired result which,
ha ve been considered are as follows:
Un.divided profits taw.-One method of automatically accomplishing the desired result is the so-called" undivided profits tax." While'
this method has long been known and considered, it has been advocated in such various forms that a complete discussion can not beattempted here.
The general basis of such a tax is the imposition of a tax on the undistributed earnings of a corporation in addition to the usual income·
tax. Such a method mayor may not contemplate the exemption from _
further tax of such earnings when ultimately distributed.
The most obvious objection to such a tax is the burden which it
places on legitimate and proper business expansion. As a business.
expands not only does its plant and property increase but a largerworking capital is required and it is desirable that reasonable accumulations of p r ofits necessary for the expansion and stability of corporations should not be unduly burdened. A tax placed only upon the
unnecessary accumulation
capital instend of upon the total accumu-lation involves many of the difficulties inherent in section 220 and is
cer tainly an impracticable solution of the problem. It is believed
that a tax on the tot al accumulation of profits by corporations is not
desirable, because in many cases it might calise the making of unwise
distributions and prevent the accnmulation of a reasonable and proper
surplus.
Tax ation of dividends to the 1"ecipient.-Another method, which
would prevent any large amount of tax; eva$ion by -incorporation,
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'would be,to allow the corporation to deduct from taxable income the
full amount of dividends paid during the taxable year in cash or in
property and to tax such dividends to the stockholders at the full norIDal and surtax rates.
This would, of course, be a fundamental change in the structure or
our present Revenue Act and should not be made without. careful
study. There might be noted as objections to such a method:
1. It would decrease the total revenue because much income now
subject to the corporation inconle tax would be distributed to individuals paying a low rate of tax or no ta~ at all. Such a plan, therefore, requires it general readjustment of tax rates . .'
2. It would probably increase the difficulties of collection, since
there would be many small sums to be collected from the many stock- .
'h olders instead of large sums from the corporations.
3. It is open to the same general objection as an undistributed earnings tax since it might encourage unwise distributions.
There can be claimed as advantages for such a method:
It 'would be an automatic check on evasion of surtaxes by incorporation as there would be a tax, otherwise not payable, remaining on
the income which the corporation did not distribute.
It would go far to make possible an important simplification or
the tax law, for if dividends were taxed on the same basis as other
jncome means might be found whereby the present normal and surtax rates could be combined into one graduated scale of rates for
individuals.
Partial deduction for corporations on account of c(J)8h dividend8.~
A third method, and the one which is recommended, is to allow the
-corporation a deduction in computing net income equal to, say, 20
per cent of the excess o£ dividends paid over dividends received, the
deduction in no case to be more than, say, 25 per cent of the corporation's taxable net income be-fore such deduction. In this computation no account should be taken of stock dividends. This method
appears to be of such a nature that It can readily be applied to the
present structure of our revenue act.
An illustration will show how this plan would operate:
If a corporation having a net income of $1,000,000 distributes cash
,dividends of $500,000, it will get a deduction -of 20 per cent of
$500,000, or $100,000. The taxable net income will then be $900,000
instead of $1,000,000, and the tax at 13lh per cent will be $121,500
instead of $135,000, '3, saving in corporate tax of $13,500. The effect
upon the corporation income-tax rate will, of course, depend upon
the proportion of income distributed-- as dividends. Based on the
present corporation income-tax rate or 13lh per cent, this would
result as follows:
i

Per cent
If total net income is distributed, the tax would be equivalent to that

produced by a present tax rate of _______________________________ ~--- 10.80

If one-half of the net income is distributed, the tax would be equivalent

to that produced by a present tax rate oL ___________________________ 12. 15

If no distribution is made, the tax would be equivalent to that produced

by a present tax rate of _____________________________________________ 13.50

This method would afford a means of relief to the small corporatjons owned by individuals with small incomes, which at present bear
:a burden which is very heavy as compared to 4the tax burden on
similar enterprises which are unincorporated. The stockholders or
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~uch corporations, by causing the entire profits to be distributed and
reinvested if needed in the business, could secure the maximum
benefits of the section.
Stock dividends, which are not in fact distributions of income
should not, of course, be a factor in computing the deduction. Only
distributions in cash or in property should be used in determining
the deduction.
Since dividends from domestic corporations are not included in
corporate net income, it is necessary to provide that t.he deduction
shall be based only upon the excess of dividends paid over dividends
received and consideration should be given to excluding dividends
paid to corporations.
• By limiting the deductions to 25 per cent of the net income, corporations would be prevented from gaining undue advantage through
making large distributions in years in which a large amount of
income was received.
The advantages of the proposed method may be summed up as
follows:
1. It 'would be an incentive to corporations to make a reasonable
distribution of profits in order to reduce corporate taxes and would
to that extent take care of the situation which the present section 220
is designed to meet.
2. 'Vhile to a considerable extent of the same nature as a tax on
undistributed profits, this method is unlikely to cause unwise distributions from a business standpoint if a reasonable rate of reduction
on account of the dividends is provided for.
3. It would afford a means of considerable relief to the small corporations owned by individuals with small incomes which are now
bearing a disproportionate tax burden.
4. It would remove any inducement to declare stock dividends for
the purpose of avoiding the application of section 220.
5. This method sets forth a simple rule, easy to apply and
administer.
It is recommended that this method be adopted and that section
220 be eliminated from the statute.
The follO\ving information in regard to the net income and cash
dividends of corporations reporting taxable incomes for 1925 is
important in the consideration of this problem:

Net inConle ______________ ________ ______________ _____________ $9,583,683,697
Dividends paid in cash ______________________________________ 4,817,301,320
AccuIDulated incollle __________________________________

4,766,382,377

It thus appears that in 1925 approximately one-half of the net
income of corporations was distributed to stockholders. in cash or
property. The accumulated income retained in the business 'was
undoubtedly necessary for the expansion of the business or other
reasons in the great majority of cases, but raises a doubt as to whether
section 220 has in fact been fully effective.
Oonclusion.-The conclusion h"as been reached that the present section 220 is obscure and inherently difficult of administration and
largely ineffective. It is therefore desirable to replace this provision
by some method which will automatically prevent tax evasion by
means of incorporatit)ll and which 'ivill be easy to administer. Such
a method is suggested in this report and is believed to be sound.
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INSTALLMENT SALES
(Section 212 ( d) and i1208)

Investigation of the installment sales provisions of the Revenue
Act has been made on account of certain criticisms of these sections
by taxpayers rather than on account of any apparent difficulties in
the way of the effectiye administration of the present statute.
SYNOPSIS

1. There has been a widespread increase in installment sales during
the past few years until such sales nre nO\v estimated at the amount
of $6,000,000,000 per annum. In connection -with such installment
sales, it came to be realized that the ordinary merchant's system of
accounting failed to properly reflect the true net income, due to the
fact that the sales price is not eyen approximately the equivalent of
cash for the year of sale and that certain expenses in connection with
these transactions are postponed to a year subsequent to the year of
sale. To fill this apparent need in accounting systems, the installment
method of reporting income was evolved and has now become recognized thronghont the country as a proper method of reflecting the
true net income from this type of transaction.
2. An investigation of individual cases shows that while there have
been some technical disputes, on the whole the present provisions
have caused no serious administrative difficulty.
3. The principal criticisms which have been directed at the provisions appeal' to be based on considerations of equity, and may be
classified and briefly discussed.
(a) Double taxation.-The double-taxation feature, while not
strictly equitable is justifiable. In the first place, the installment
basis has always been optional with the taxpayer. In the second
place, the change appears generally to have been beneficial to the
taxpayers in spite of the double-taxation feature. Finally, the difference in rates applicable to the taxable years in the past gave the
taxpayer an unreasonable advantage when by changing his basis in
a high tax year he was enabled to reduce his taxable income to a
figure far below his true_income computed on any consistent basis.
This was the effect of the regulations with double taxation eliminated.
(b) Inequity in closed cases.-While, as stated, considerable advantage generally accrued to the taxpayer in changing from the
accrual to the installment basis, even with the double-taxation feature
included in the regulations, those to whom the regulations without
this feature were applied derived an additional benefit which was
often of great magnitude. They were not equitably entitled to this
additional benefit, and there is no reason why a similar benefit should
be extended to those who in the past were denied it. On the other
hand, it is undesirable now to open up cases in which the benefit was
granted in accordance with regulations in force at the time. To
open up a large number of closed cases is no more required in this
instance than it would be in hundreds of cases closed on bases at
variance with later Board of Tax Appeals and court decisions. Retroactive legislation and reopening of cases'must. be avoided if the
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bureau is to accomplish the much-to-be-desired object of disposing
finally of old cases.
(c) T1-oenty-five per cent lirnitation on real-p1'operty sales.-There
are essential differences in the business and accounting methods of
the personal-property dealer and of the real-property dealer which
make the 25 per cent limitation reasonably appropriate in the one
case though not in the other. There are, however, certain types of
real-estate sales in which it is unreasonable to tax as income the
whole difference between cost and selling price, even though 25 per
cent of the latter has been collected. These cases can best be dealt
with by a reasonable extension of the principle of applying proceeds
against cost until the latter is recouped, leaving the whole of further
recei pts to be taxed as income.
(d) Arbitra;ry definition of "initial paY17wnts."-From the standpoint of logical classification of sales it is obvious that a definition
based on terms of the contract would be more correct than the existing rule based on the payments within the taxable year. It seems
necessary, however, if evasion is to be prevented, to treat payments
made within a limited period of the sale as initjal payments, and
there is probably little to be gained by rescinding the existing rule
and substituting another which must still be arbitrary.
RECOMMENDATIONS

In view of the above and of the discussion which follows the
following recommendations are made:
(1) No retroactive legislation should be attempted in regard to
installment sales except to validate settlements made under regulations in force at the time of settlement.
(2). The 25 per cent limitation on the purchase price should be
retained in case of casual sales and sales made by dealers in real
property.
(3) Specific authority should be granted to the commissioner to
determine the taxable income on the basis of applying receipts
against the basis of property sold until that basis has been recovered,
and tax all further receipts as income in any case in which he finds
that obligations received on the sale have no fair market value determinable with reasonable certainty by the application of standards
customarily accepted in business practice.
DISCUSSION OF RECOMMENDATIONS

Relling on the installment plan, though only of recent prominence
and present wide usage, is, nevertheless, long established as a manner
of doing business. Building and loan associations have had a
recorded and prosperous existence of at least 75 years. This type
of association deals largely in extending credit facilities to purchasers of real property on the installment plan. Items of personal
property have been offered for sale on the installment plan at a
time even antedating real property sales on the sa~e basis. Indeed
the origin of the system of installment buying along modern lines
may be traced to personal-property sales. For jnstance, pianos,
encyclopedias, and other commodities having durability and life for
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:u sustained period of at least several years have been sold on the
. installment Illan for practically an entire century.
.
Until recent· years installment selling constituted but a small fl'ac-tion of the business of the country. ''''hen, in the period between
1910 and 1915, the automobile industry evolved a plan of selling
.automobiles on the installment basis a new era began. Growth was
phenomenal. It was found an expedient method of selling after the
,\VorId 'Val', in so far as it stimulated business at a time when plant
facilities for the making of automobiles were in excess of the existing
"demand for them.
The char~cter of goods bought on the installment plan. in the
order of volume of sales of each as taken from the best obtainn ble
:sources for the years 1925 and 1926, is as follows:
1.
2.
3.
4.
5.
6.
7.

Automobiles.
Hous~hold furniture.
Pianos.
Sewing machines.
Phonographs.
'Wa~hingll1achines.

Radio sets.

8. Jevyelry.

9.
10.
11.
12.
13.
14.

Clothing.
Tractors.
Gas stoves.
Electric refrigerfltors.
Vacuum cleaners.
Farm equipment.

To-day it is estimated that approximately $6,000,000,000 of goods
are sold at retail annually on the installment plan. This amount
constitutes ab 'It 15 per cent of all goods bought at retail. As a
result of separate investigation by the economic policy commission
.of the Americnn Bankers' Association, toe National Association of
Credit :i)1en, and the National Association of Finance Companies, it
has been quite reliably established that at the present time the amount
of the installments outstanding at any clate is probably $2,750,000,000.
Of this figure, $1,500,000,000 constitutes the outstanding indebtedness on automobile sales. A clearer visualization of the extent of
installment buying in certain industries may be obtained from the
fact that 75 per cent of all automobiles (considered with respect to
value) are sold on the installment plan, 85 per ccnt of all furniture,
80 per cent of all phonographs, 75 per cent of washing machines, 65
pel' cent of vacuum cleaners, and at least 2f) per cent of all jewelry,
pianos, clothing, radios, and electric refrigerators.
Enough has been said to indicate the importance of the installment
method of doing busipess; it is nlso quite clenr that in the ordinary
.case of an installment sale the obligation of the pm'chaser is not the
equivalent of cash. It follows that on such a sale there is not a gain
realized equal to the difference between the cost of the goods sold
and the nominal sale price. A method of accounting which would
avoid the error of treating the difference betwecn the cost of the
goods sold and the nominal sale price as income at the time of sale
'was, therefore, imperatiyely called for by section 212 of the act of
1918, which provided that retlll'nS should be made on such a basis as
would clearly reflect income. The yiew sometimes expressed that
Congress in the 1918 act recognized two 'and only two methods of
accounting finds no support in the lnnguage of the act. On the contrary, the intent of Congress was clearly to give the commissioner
proper latitude to accept standard methods of accounting which
resulted in a fair reflection of the income of the taxpayer. This
intention has been recognized in all regul~tions since issued (art. 28
94500-28-vOL r--5
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of Regs. 45, 62, and 69), but has frequently been ignored or overridden in practice and in some decisions of the Board of Tax Appeals.
Recognition of the propriety of a special method of accounting
for the installment sale business had been given by the commissioner
prior to the passage of the 1918 act, in a Treasury decision and in
Regulations 33, revised, promulgated J annary 2, 1918. Article 42 of
Regulations 45, issued April 17, 1919, laid down the rnles to be followed under the 1918 act, and, except as regards the accounting in the
the period of transition to the prescribed method, that regulation has
;:emained substantially unaltered.
The validity of the main features of that regulation does not seem
open to serious question. The Board of Tax Appeals, however, in the
case of B. B. Todd, Inc. (1 B. T. A. 762), used language that suggested that the board held the contrary view, and section 212 (d) of
the act of 1926, and section 1208, applying the rule retroactively, were
inserted in the law to eliminate any uncertainty. The chairman of
the Senate Finance Committee, speaking for the committee in the
Senate, said:
While the committee believes that the 1919 installment regulations were a
proper interpretation of the existing law in determining net income, because of
the confusion now existing, it is deemed advisable to make the amendment
precise in the interest of certainty.

The Todd case, above referred to, arose nnder the 1921 edition of
Regnlations 45, which differed materially from the regulations of 1919
in respect to the accounting in the period immediately following the
transition. The regulations issued in 1919 presented a method of
determining income that was consistent in its treatment of transactions in conrse of completion at the Leginning and at the end of the
year, but was open to the objection that it resulted in the taxation of
income which had already been taxed. The 1921 regulations, under
which the Todd case arose and which were criticized by the board in
that case, involved no double taxation, but admittedly did not result
:in a consistent treatment of items overlapping from one year into
another, or in a correct reflection of income in the period immediately
following the adoption of the new method.
Taxpayers concerned have strenuously insisted that the 1921 regulations should be adhered to, and that consistency in the computation
of income should be sacrificed, if necessary, in order to avoid double
taxation.
.
In considering this question from the broad standpoint of equity
it is important to note that the right to adopt the installment method
has always been optional, and existed in 1917, the first year of high
war taxes. It is also pertinent that changes to that basis Wel"e
freely made while double taxation was a feature of the regulation~
governing the accounting in the transition period. It appears also
that the exclusion from taxation in the year of transition of both
gross income reported on the old basis in the prior years and gross
income which would ha ve been reported on the old basis in the current
year left the remaining gross income in many cases so small that the
transition year showed a loss and the taxpayer thus entirely escaped
taxation for that year, which "fas usually a year of h:gh war taxation.
No consideration of equity seems to require or even to justify such
an extremely favorable treatment.
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The question was presented to Congress when the revenue bill of
1926 was before it, and though neither section 212 (d) nor section
1208 dealt specifically with the question whether the regulations of
1919 or those of 1921 were to be applied, the report of the conference
committee to the Senate contains the explic~t statement thatIn the application of this provision it is intended that the installment provisions of Regulations 45, promulgated on December 25, 1919, will be substantially
followed in settling all cases under prior acts and under this bill.

The House conference report is to the same effect. 'Ve see no
reason for a change in this position. It may be said that with taxes
reduced and more nearly uniform the objection to giving relief from
double taxation is lessened. Equally, however, the need for any
option or change of method is lessened. There is little reason why
corporat~ons should to-day be contemplating a change to the installment basis unless their installment business is new or for the first
time assuming real importance, and in such cases the double taxation
will not be serious and there will still probably be a tax advantage
in the change in spite of it. Corporations which haYe been in the
installment business for a nnmber of years shonld have made their
election before now and certainly should not be offered a substantial
inducement to adopt a method they have hitherto declined to rAdopt.
'Ve see no reason, therefore, to change the existing rules covering
the period of transition either for the past or for the future.
There are a number of cases in the burean which had been closed
on the basis of the regulations as revised in 1920 by the eliminat:on
of the double-taxation feature, and the burean appears to feel that it
is its duty nnder the act of 1926 to reopen these cases and redetermine
the tax. It is very clear that snch reopening is inexpedient and
unnecessary and it is suggested that in the next revenne act proper
provision should be made that where returns w"ere filed and accepted
under regulations in force and the cases have been closed the cases
should remain closed and no attempt should be made to collect additional sums from the taxpayers in respect of the years covered by such"
returns. The war taxes were bonnd to operate with some inequitable
results, and it is impossible now to remedy all such inequities. The
need now is to dispose finally of cases for those years, a.nd the bureau
should not, in general, be required, nor should it nndertake except in
case of fraud, to reopen cases once disposed of in accordance with.
exisfng regulations.
Section 212 (d) of the Revenue Act of 192G sets IIp a distinction
between dealers in real property and dealers in personal property,
in so far as granting them the installment basis is concerned, to the
effect that while the installment basis is allowed dealers in personal
property without consideration of the extent of initial payment, it is
allO\ved dealers in real property only if the initial payment does not
exceed 25 per cent.
Considerable criticism has been leveled against this rest.riction. a.s
affecting real property dealers on the grounds of (1) inequality, in
that the basis should not be different for dealers in real property and
dealers in personal property, and (2) hardship, in that the denial
of the installment basis, because of the 25 pel' cent limitation, produces a situation where cash is not available, with which to pay taxes
on the completed sales.
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A distinction 0etween the ordinary dealer in real estate and the
ordinary dealer in personal property is clearly warranted, and, in
fact, necessary to the effective administration of the income tax law.
The vendor of real estate who takes 25 per cent of the sale price in
cash is usually fairly assured of the ultimate collection of the balance
and apart frOlTI tax considerations can afford to allow the balance to
be secured by mortgage and paid over a long period of years. If at
any time he should desire to turn the deferred obligation into cash,
he would be in a position to do so at relatively small sacrifice. If he
were given the added incentive that by so postponing the collection
he could postpone payment of tax on his profit, the result would inBvitably be that collection and payment of tax would be deferred
in a large percentage of cases. In the case of the ordinary installment-sale dealer in personal property, however, the risks are usually
such that the taxpayer can not afford to lengthen the period over
which collections would be spread in order to postpone the tax.
There are, however, certain classes of real-estate transactions which
are subject to as great uncertainties as installment sales of personal
property, and, indeed, to even greater uncertainy. Examination of
cases relating to speculative land projects, such as some undertaken
in recent years in Florida or in the ~Iuscle Shoals region of Alabama,
shows that the gross profit, if the proceeds of sale are collected in
full, frequently runs from 50 per cent to 200 per cent, or even 300
per cent. The sales are consummated on what is ordinarily known
as open-sales contracts, requiring some payment down and the balance
over four to six years in periodic installments. In the case of the
]\rIuscle Shoals dealers, no mortgages were taken, the contract of
sale merely providing that payments were to be made at stipulated
times, and that in the event of default the property could be taken
back by the vendor.
In such cases it is clear that the obligations received from purchasers are not equivalent to cash in the amount of their face value any
more than are such obligations received from the purchaser of personal property sold on the installment plan. The reITIedy, however,
does not appear to be the elimination of the 25 per cent limitation
for aHreal-estate dealers, nor even for dealers in this highly speculative class. It is apparent, for instance, that the application of the
installment method of accounting to many Florida real-estate ventures would result in the taxation of profits which were never in fact
realized.
The conclusion has been reached that the most effective and just
form of relief in such cases would be the adoption of a rule under
which the proceeds of sale may be applied first against the cost until
the cost has been recouped, all subseque~t receipts being treated as
income. Such a method of accounting is recognized in article 46 of
the existing regulations, but in that article it is made applicable only
where obligations received have no fair market value, and in practice
the regUlation has been given a very limited application. The bureau
has, in general, insisted that obligations received (unless they are
worthless) have some value and must therefore have a fair market
vulue.
In earlier statutes Congress recognized that property may have a
value and yet not have a fair market value that is determinable with
a sufficient degree of certainty to warrant making it the basis for
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the computation of a tax, and laid down rules for taxation to meet
such cases. In the act of 1918 it provided that property received in
exchange should be treated as the equivalent of cash to the amount
of its fair market value, if any'; in the 1921 act provision was made
that on an exchange no gain or loss should be recognized unless the
property received in exchange had a "readily realizable market
value."
It seems to us that these provisions properly applied would hg:ve
afforded any necessary relief in the more speculative class of re"'alestate transactions, and we'recommend the reinsertion of provisions
of somewhat the same general import in the new revenue law .. In
order to overcome the apparent reluctance of the Treasury to apply
such methods, we suggest that the language employed should be
amplified; specifically, it is proposed that the commissioner should
not treat obligations received from the sale of property as the equivalent of cash unless such obligations have a fair market value ascertainable with substantial accuracy by the application of standards
customarily accepted in business practice. Such a rule would avoid
the absurdity not infrequently encountered under the existing law of
the commissioner contending that property has a fair market value
but claiming at different times widely differing figures as the amonnt
of that fair market valne.
CONSOLIDATED RETURNS
(Section 240)

The Revenue Act of 1926 in section 240 continues the policy inaugurated during the war period which permitted affiliated corporations to file returns of their consolidated net income. The interpretation of this section, as well as its administration, is still the subject
of much controversy and difficulty. A study of the operation and
effect of the consolidated-returns provision has therefore been made
and the results are submitted herewith.
SYNOPSIS

1. The primary purpose of the Congress, in enacting this provision
in the Revenue Act of 1918, was to provide a "sonnd, equitable, and
convenient" method of taxation for both the taxpayers and the Government. The secondary purpose was" to prevent evasion of taxes."
2. The consolidated-returns provision appears to have been justi,
fied under the excess-profits tax partly fo!' the reason that invested
capital computations were reqnireCJ and net losses were not permitted
to be carried forward to subsequent years.
3. Under present conditions this section does not entirely prevent
tax avoidance and gives to the affiliated corporations different treatment in some respects than that given to separate corporations.
4. A consolidated-returns provision which permits benefits other
than the mere right to offset the loss of one corporation against the
gain of another no longer appears to possess advantages sufficient to
offset the many difficult problems of law and administration to
which it gives rise.
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RECOMMENDATIONS

1. The statute should be so framed as to treat affiliated corporations
the same as separate corporations, except as to the right to offset the
operating loss of one corporation against the gain of the other in the
same taxable veal'.
2. Class B affiliations (the class in which 95 per cent of the stock
o~ two or more corporations is owned by the same interests) should
be-' abolished.
DISCUSSION OF RECOMMENDATIONS

Purpose of the consolida.ted p1'ovision.-The purpose for which
section 240 was inserted in the income tax laws is disclosed by the
following extract from the report of the Finance Committee on the
Revenue Bill of 1918:
Provision has been made in section 240 for a consolidated return in the case
of affiliated corporations for purposes both of income and profits taxes. A year's
trial of the consolidated return under the existing law demonstrated the advisability of conferring upon the commissioner explicit authority to require such
returns.
So far as its immediate effect is concerned, consolidation increases the tax
in some cases and reduces it in other cases, but its general and permanent
effect is to prevent evasion, which can not be successfully blocked in any other
way. Among affiliated corporations it freqnently happens that the accepted
intercompany accounting assigns too much income or invested capital to company A and not enough to company B. This may make the total tax for the
corporation too much or too little. If the former, the company hastens to
change its accounting method; if the latter, there is e,'ery inducement to retain
the old accounting procedure, which benefits the affiliated interests, even though
such procedure was not originally adopted for the purpose of evading taxation.
As a general rule, therefore, improper arrangements which increase the tax
will be discontinued while those which reduce the tax will be retained.
Moreover, a law which contains no requirement for consolidation puts an
almost irresistible premium on a segregation or a separate incorporation of
activities which would normally be carried as branches of one concern. Increasing evidence has come to light demonstrating that the possibilities of evading taxation in these and allied ways are familiar to the taxpayers of the
country. While the committee is convinced that the consolidated return tends
to conserve not to reduce the revenue, the committee recommends its adoption,
not primarily because it operates to prevent evasiOn of taxes or because of its
effect upon the revenue but because the principle of taxing as a business unit
what in reality is a business unit is sound and equitable and convenient both
to the taxpayer and to the Government. (Senate Rept. No. 617. 65th Cong.,
3d sess., pp. 819.)

This report of the Finance Committee indicates that Congress
enacted section 240 for a dual purpose-to prevent tax evasion and
to provide a sound, equitable, and convenient method of taxation.
It is apparent that its primary purpose was to provide for a sound,
equitable, and convenient method of taxation. The bureau has had
an experience of nine years in the application of this provision. The
results obtained in the past and the difficulties encountered should
reveal the necessity for its retention or disclose a basis for its revision.
The revision made in this section in the Revenue Acts of 1924 and
1926 eliminated only a few of the difficulties in the prior statutes and
added provisions that are perhaps equally objectionable and difficult
of application.
Diffieulties of interpretation and administration.-A complete discussion of all the difficulties encountered in the interpretation and
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administration of the various consolidated returns provisions would
require a voluminous and technical report. The following questions
indicate the principal difficulties which have arisen. Some of these
questions have been partly answered by the Board of Tax Appeals
while others are still in controversy:
1. 'Vhat is meant by " substantially all the stock"?
2. When does "control" exist ~
3. What are " closely affiliated interests" ~
4. What are "the same interests" ~
5. What constitutes an election to file a consolidated return and
when must it be made in order to be effective ~
6. 'Vhat are" related trades or businesses" ~
7. When are such" related trades or businesses" "owned or controlled by the same interests ,,~
8. How shall accounts be "consolidated "-i. e., to what extent,
if at all, shall the principles of a consolidated return apply?
9. What constitutes an agreement as to allocation of tax and when
must one be made to be effective ~
10. Where tax has been allocated and paid according to agreement,
and it is later discovered that one or more of the gronp which paid
none of the tax was actually nonaffiliated, but had income, how shall
credit or refund be made ~
11. Where tax was allocated and paid, as in 10, and prior to running of statute of limitations, one of the affiliated corporations passes
to other interests and claims a refund, who is entitled to refund ~
12. Where tax is allocated by agreement to an insolvent member
of the affiliated group, how shall the tax be collected?
13. Where the tax has been assessed erroneously against one member of the group, may part of such assessment be credited to a
member of the group which paid no part of the tax?
In addition to the above specific difficulties other general difficulties
arise from the method of consolidation employed. The most important of these are as follows:
1. Application of net-loss provisions, especially when there has
been. a. change in affiliation status during the years affected by those
prOVISIOns.
2. Effect on consolidated net income of the liquidation of one or
more members of the affiliated group.
3. Treatment for income-tax purposes of profits or losses resulting
from sales of stock of members of the group to nonaffiliated interests.
4. Basis to be used for computing depletion, depreciation, and gain
or loss on sale or other disposition of assets where cost or other
basis to subsidiary is different from cost of latter's stock to the parent.
Almost impossible situations have occurred in this connection, especially where minority interests are involved.
5. Complicated accounting problems in eliminating intercompany
transactions.
It results from the interpretation now placed on section 240 in
regard to the above questions and the method of consolidation employed, that affiliated corporations often receive substantially different treatment from separate corporations. One hypothetical case
based on the principles of recent Board of Tax Appeals decisions will
'
make this clear.
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Suppose corporation A acquires 95 per cent of the stock of cor-~'
poration B in 1918 at a price of $1,000,000. It sells the stock in '1925at the price of $2,000',000. Corporation A is not taxed on the profit
of $1,000,000.
.
.
The consolidated provision was necessary during the 'war period
in order to prevent tax avoidance and the injustice which would
have resulted to many taxpayers. The elimination of the excessprofits tax removed for the most part the reasons for this provision.
The insertion of the net loss provisions further lessened the injusticethat would have resulted in a tax law which did not recognize
affiliation.
It appears that under present conditions, sufficient relief would be
granted affiliated corporations if the operating loss of one company
could be offset against the gain of another for the same taxable year. 1
This can be done in a manner which will recognize the separate'
entities of the corporations and eliminate many of the present difficulties of interpretation and administration.
111etlwd of affiliation 'r ecommended.-The method of affiliation :
proposed for the elimination of the difficulties already outlined mai
be descri bed as follows:
1. The consolidated return, as such, should be abolished.
2. An affiliated group is a group of corporations which are con--~
nected through a stock ownership of not less than 95 per cent.
3. The operating loss of any member of such a group may be offset ,
against the net income of one or more members of the group if they
mutually agree thereto.
The treatment of the corporations as separate corporate entities in )
the above manner appears to eliminate the most troublesome features .
of the present law, and at the same time retain what would appear to
be the meritorious principle, namely, the right to offset operating '
losses in the case of companies operated as a business unit.
FEDERAL TAX LIENS
RECOMMENDATIONS

(1) The commissioner should be authorized to release a tax lien on
the giving of a bond with satisfactory sureties, to be approved by the ;
commissioner, in an amount not more than double the amount of the
tax.
(2) The commissioner should be authorized to place a lien upon
specific property where the security is ample. The law to-day extends the lien to all the taxpayer's property and rights to property.;
(3) The commissioner should be authorized, on the release or discharge of an income-tax lien, to issue a certificate to that effect.
DISCUSSION OF RECOMMENDATIONS

R elease on giving of Dond.-If the taxpayer has no resources from
which to pay the tax other than the property to which the lien has ;
attached, payment can be made only by .sale or mortgage of that )
property, or by sale on distraint, or by proceedings under Revised
Statutes 3207 (sec. 1127 of the 1926 Act). The two methods lust!
named are slow and harsh. Where there is reason to believe that, but
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for the lien, the taxpayer could raise money to pay the tax by mortgaging or selling the property subject to lien, he ought to be given
this opportunity of paying. The Government is amply secured by
the bond required to be given. It is thought that the fixing of the
bond should be left to the commissioner, who should have the right to
delegate his duties in this respect to proper field officers.
Restricting lien to particular property.-The present form of section 3186 of the Revised Statutes makes it plain that the lien attaches
to all property, real and personal, and to all rights in property. This
is unnecessarily broad. A taxpayer may own five separate parcels
;-of real estate, each worth more than $5,000, and the tax may be
' $2,000. It ought to be possible to file the lien against anyone tract,
if it affords ample security. A lien not filed against specific property
should cover all property and property rights.
Oertificate of release.-The commissioner is specifically empow'e red by statute in estate-tax cases on the release of a lien to issue an
appropriate certificate to that effect. While the commissioner doubtless has the same power as to income-tax cases, it seems desirable to
-provide specifically therefor by statute. The certificate is convenient
in proof of title and provision should be made authorizing its issu-ance on the release of a lien for income taxes.
TRANSFEREES OF PROPERTY
( Section 280)

If a taxpayer has transferred his property under such circumstances
'as to give rise to liability on the part of the transferee it may become
necessary to proceed against the transferee for payment of the tax.
Prior to the 1926 act suit was brought against the transferee in the
lower Federal courts. This was the exclusive remedy where a tax
lien had not attached to the property prior to the transfer. Section
'280 does not purport to affect the transferee's liability, but it does sub'stitute another method of collection. In substance, it subjects him to
the same proceedings as though he were the taxpayer. A deficiency
letter is sent to him; he may appeal to the Board of Tax Appeals;
if he does not appeal, the tax may be collected by distraint and he is
subject to jeopardy assessments. There have been numerous complaints about the operation of the section on the ground that it deprives transferees of important rights and advantages and that it is
,an unnecessarily harsh method of enforcing liability, especially in the
case of a transfer in the ordinary liquidation of a corporation or distribution of an estate. In Owensboro Ditcker and' Grader 00. v.
Lucas, 18 Fed. (2d) -, a Federal district court in I{entucky held
section 280 unconstitutional.
RECOMl\IENDA TIONS

1. Proposals have been received to eliminate section 280 from
the next revenue act. After considerable study, it appears that
though the section is capable of harsh application it serves a useful purpose when properly employed, particularly in cases of
'Colorable transfers, and should not be stricken from the statute.
Consideration should be given to the question whether the cbmmis-
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sioner should not have the alternative right to proceed by suit in the
courts.
2. The transferee should have the same rights as the transferor
with respect to bureau hearings, copies of returns, protests, and other
documents and general administrative procedure. Legislation should
be provided if necessary to assure these rights.
3. A transferee who has appealed to the board should have the
right by subpama or other process, to compel the transferor or other
custodian of the transferor's books and records to produce such evidence for his inspection prior to the trial. This right should be conditioned on satisfying the board that. the evidence is necessary and that
it would not be an undue burden to the transferor, or other custodian
to produce it at the time and place designated.
4. Careful consideration should be given to the matter of more
nearly approximating under section 280 the benefits of Federal equity
procedure, particularly as to parties, orders, and other remedial measures appropriate to the determination of primary and secondary
liabilities and rights to contribution and reimbursement. A study of
several proposed methods of doing this is being made and the results
.
will be submitted in a supplementary report.
5. At present, no change is recommended as to limitation periods
respecting enforcement of t.he transferee's liability, except that the
liability of an executor under Revised Statute 3467 should be assessable prior to the last of the following two dates: (1) One year after
the liability arose, or (2) the expiration of the period for collecting
the additional tax.
DISCUSSION OF RECOMMENDATIONS

The enforcement of transferee liability presents varied and difficult problems. The transfers range from bona fide corporate liquidations or distributions of estates made at a time when taxes were
thought to be settled, to colorable transfers made for the purpose
of evading payment of the tax. One transferee or a hundred or
more may be involved in a single case. Some may be out of the
jurisdiction, bankrupt, deceased, or for other reasons unable to respond, or not subject to suit or proceedings under section 280. The
liability ordinarily sought to be enforced is a somewhat indefinite
common-law liability. l\10reover, most cases may ultimately involve
questions of secondary liabilities, contribution, reimbursement, and
the like. This is the kind of a controversy for an equity court; and
t he transferee's liability as a rule was enforced by equity proceedings
prior to the 1926 act.
.
On t he other hand, equity suits proved inadequate where there
were successive transfers, delay was great, and the amount decreed
often could not be collected; the efficient cooperation of several governmental agencies was necessary in the prosecution of the suit, and
as a net result comparatively little tax was actually collected from
t ransferees. The ideal solution, of course, would be to combine, as
far as possible, the flexibility of the equity suit with the advantages
to the Government of section 280.
Complaints have been receiv'ed about the operation of section
280 and suggestions for its elimination from the act. It may be
employed with unfortunate, harsh results to transferees. Wisely
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employed, it can be made to ~acilitate collection without undu.e ~ard
ship and it should not be strIcken from the law. The commISSIOner
to-day, however, has no choice but to proceed un~er section 280.. It
may appear advisable to restore pro~edure ?y SUIt .as an alternatIve,
to be used in cases where collectIOn IS not JeopardIzed thereby, and
where the application of section 2-80 would clearly prejudice the
transferee. This would enable the commissioner to lessen somewhat
the hardships of section 280 by electing in appropriate cases to bring
suit. The snggestion may be particularly desirable if the constitutionality of the section is not free from doubt.
Benefit8 of bureau procedure.-Until recently the transferee was
not given the same opportunity as the taxpayer of presenting his case
before the bureau. He was proceeded against by distraint or 60-day
letter without an opportunity to show that the transfer was made
under circumstances such as not to make him liable for the tax and he
had no opportunity to show that the tax was not due him from his
transferor. The transferee was not given copies of returns, protests,
or other papers which would be available to the transferor. It appears desirable to give the transferee the same rights as the transferor
in these particulars. The bureau now accords to the transferee most
of these rights. If legislation is necessary to assure all the rights
specified, its enactment is recommended.
P?'eliminary exa171/ination of transferer's books am,d records.-There
is no provision in existing law whereby the transferee, prior to the
hearing before the board, may ha ye access to the books of the transferor, though this evidence may be essential to his case. Ordinarily
the facts as to tax liability are not within his control. The transferer
has the evidence on the question. If the case is to be properly presented, the transferee must prepare in advance of the trial. The
board should be authorized to order a preliminary inspection at a
time and place convenient to the parties. The order nlight be enforcible as a subpama. The transferee should first show that the evidence
is necessary to his defense; that it is not available except by an order
and that an examination can be had without hardship to the transferor or other custodian.
Flexibility in proceedings under sectio'n 280.-It is desirable to find
Ineans of minimizing litigation on issues of reimbursement, contribution, etc., where one transferee is made to pay more than his share of
the transferor's tax. The Federal court has a marked advantage over
the Board of Tax Appeals in the flexibility of equity proi:ednre, which
permits the settlement of claims involving primary and secondary
liabilities in a single proceeding. Since the board is not a court, it
may not be possible or desirable to give it general equity powers with
respect to parties and orders in transferee cases. It does seem desirable to take such steps as may be practicable in this direction, as far
as transferee cases are concerned. The matter is under study, and a
supplemental report on it will be made.
Limitation periods.-Revised Statutes 3467 provides that if an
executor or administrator pays any debt before he satisfies Federal
taxes, he incurs thereby a personal liability for the tax. The liability may not arise until after the period of limitations on assessments against him has expired. An amendment is suggested which
e~tends the period for assessment against the executor under such
CIrcumstances.
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MATTERS AS TO WHICH NO RECOMMENDATIONS FOR LEGISLATION ARE MADE

Lien for tames.-Under existing law the tax, together with all
interest, penalties, and other additional amounts, becomes a lien on
the real and personal property of the taxpayer when the assessment
list is received by the collector. This lien is valid against transferee
except mortgagees, purchasers, or judgment creditors. vVhere a lien is
perfected prior to the transfer, the Government is amply secured.
Where there is a lien, assessments ought to be prorated among the
transferees in proportion to the property received by each, and jeop;ardy assessments should not ordinarily be made unless the security is
1Jlainly inadequate. It seems clear that some hardship under section
:280 may be alleviated if the commissioner will take full advantage
'Of liens attaching to the property prior to the transfer. This does
not appear to call for legislation.
Jeopardy asseS81nents against OJ transferee.-There has been much
criticism with respect to the commissioner's right to make jeopardy
assessments against a transferee. The right to do so was given in
the Revenue Act of 1926. The indiscriminate use of jeopardy assessments may produce intolerable hardships. On the other hand, the
jeopardy assessment ought to be available in some cases-for instance, where property is the subject of successive transfers to evade
tax and thus gives rise to actual jeopardy. It is not believed practicable by legislation to limit jeopardy assessments to cases of tax
evasion and actual jeopardy.
Statutory definition of liability.-In certain aspects it might be
beneficial to incorporate a provision in the law defining the kinds of
transfers which create liability under section 280. It is not, however,
believed to be desirable as a practical matter. Procedure under
section 280 should be available where property is transferred to
evade tax. If evasion by itself were the test, it would make the
jurisdiction of the board depend on proof of that fact, and the section would become unworkable.
Sixty-day letters.-The form of the 60-day letter can do much to
assist the transferee in preparing a petition. It should be sufficiently
complete within itself so as to show the amount of tax originally
paid by the transferor and each adjustment which gives rise to the
deficiency. It is important in transferee cases that the letter be
made sufficiently definite to inform the transferee what has been
done in the case and what is the reason for the deficiency. This
appears to be a matter primarily for administrative action.
THE BAR OF THE STATUTE OF LIMITATIONS

In a broad sense the statute of limitations may be said to present
two problems: First, what effect should be given to the expiration of
a limitation period; second, what periods of limitation ought to be
imposed on the assessment and collection of taxes and the making of
refunds or credits to the taxpayer ~
RECOMMENDATIONS

(1) Any payment of internal revenue tax should be considered as
an overpayment if the assessment was made after the period of
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limitations had run on assessments, or if it was paid after the period
of limitations for collection by distraint or proceeding in court had
expired. The rule should be applied regardless of the manner of
collection and whether payment was under duress or threat, on
demand or voluntary. An exception to the above general rule should
be made in the case of amounts collected under judgment of a court.
or under a final decision of the Board of Tax Appeals, or an amount.
paid under a section 1106 (b) agreement. Claims and suits for re~
fund or credit of the overpayment (as above defined) should be file&
within the applicable period of limitations. The rules above statedl
should be applied in the case of all such overpayments made after
February 25, 1926, and any credit or refund corning within these
rules which has been disallowed by the commissioner or the Board
of Tax Appeals ' or any court between the date of the 1926 Act and
the new act on account of section 1106 (a) of the 1926 Act, should
be promptly allowed.
(2) Any refund to the taxpayer after the period for filing claims
should be recovered by the United States unless claim for refund
was filed by the taxpayer before the expiration of the period of
limitation for filing claims. Any amount refunded after the expiration of the period for filing suit therefor by the taxpayer, should
be recovered by the United States if suit was not brought within the
period. An exception to the general rule above stated should be
made in the case of amounts refunded as a result of a judgment of
a court or on a final decision of the Board of Tax Appeals,Lor of an
agreement made under section 1106 (b). The right of recovery
should be exercised by suit to be filed within two years after the
making of such refund.
(3) As to amounts paid by the taxpayer before the expiration of
the period of limitations on collections by the Government, no refund
or credit should be allowed unless the amount paid is in excess of
the correct tax. If the taxpayer within the proper period brings
suit for a refund, the Government should have the right, if it can
prove that a deficiency is owing for the taxable year or years in
question, to obtain judgment therefor.
(4) The United States should not collect any deficiency unless the
amount already paid is less than the correct tax. In any proceedings before the board or in the courts by the Government to collect
additional taxes, the taxpayer should be permitted to obtain a judgment or order for any refund or credit in his favor.
DISCUSSION OF RECOlVIl\:[ENDATIONS

Paymr;nts by tawp{]flJer after li1nitation period.-The purpose of the
statute of limitations does not relate to the determination of a case
on its merits. The purpose is to put an end to controversy. It is,
in other words, a statute of repose. In recent revenue laws various
time limits have been placed on the assessment and collection of taxes
by the Government. Prior to the enactment of the 1926 act there was
some doubt as to the effect of the expiration of these time limits on
assessment or collection. Section 1106 (a) of the Revenue Act of
1926, which deals with the subject, has not completely resolved these
doubts. Further legislation seems necessary. The problem may be
illustrated by a concrete case. Assume that a taxpayer has filed
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his return, paid the proper tax in full, and that after the period for
assessing additional taxes has expired the Government wrongfully
collects a further sum from him by distraint. The taxpayer should
clearly be permitted to recover the excessive amount thus collected.
The case may be slightly changed to illustrate another aspect of
the matter by supposing that the amount collected after the expiration of tile period would have been due and owing wjthin the period,
and that its collection within the period would have been proper. If
the statute of limitations against the Government is to be effective the
taxpayer must nevertheless be permitted to recover the amount taken
from him after the expiration of the period. Otherwise the Government could legally collect by distraint and retain all barred taxes.
Consideration has been given to the possibility of drawing a line
between voluntary payments and involuntary payments made in
either case after the Government was barred from collecting the
amount. in quej3tion. Such a distinction is undesirable. A somewhat
similar rule with respect to interest under the 1921 act gave rise to
much confusion and difficulty. Consequently, it is recommended
that the taxpayer be entitled to recover any payment made by him
after the period, whether voluntary or involuntary and whether or
not under duress.
It will be seen, therefore, that the first recommendation in substance is that any amount paid by the taxpayer after the Government
is barred from collecting additional amounts for that particular year
should be considered as an overpayment, regardless of the correct
amount of the tax or the manner of securing payment. The overpayment should be credited or refunded the same as any other
overpayment, subject to the same limitation period ..
The exceptions referred to in the recommendation in connection
with decisions of a court or the Board of Tax Appeals are selfexplanatory. The fact that the statute of limitations may not have
been raised before the court or the board should not impair the
validity of its decision. If the question was raised and the court 01'
board decided it wrongly, the proper way to correct it is by an appeal,
not by a new proceeding. Once a closing agreement under section
1106 (b) has been made and additional taxes have been paid pursuant
thereto the matter should be definitely closed, even though the
payments prove to have been made after the statutory period.
The foregoing rules appear to express the intention of Congress in
enacting section 1106 (a) of the 1926 act, and hence it seems proper,
despite the recognized objections to retroactive legislation, to make
these rules apply to all overpayments of the nature above discussed
which are made after February 25, 1926, and further to provide that
any refund coming within these rules which has been disallowed by
the commissioner, the board, or any court solely on account of section
1106 (a) of the 1926 act, should be promptly allowed.
Refund'S by the Government after the limitation period.-The
revenue acts provide that no refund to a taxpayer may be made unless
claim therefor is filed within a specified time. It does not often
happen that the Government makes a refund after the expiration of
this period. In the occasional case where this occurs, a situation is
presented which is the converse of that discussed in preceding paragraphs, though it is of relatively far less importance. Provision
~hould be made for the recovery by the United States of amounts
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refunded after the expiration of the period for filing claims. The
general rule should not be given retroactive effect. The same exceptions should be made as in the case of payments by the taxpayer after
the period. It is suggested that the right of recovery be exercised
by a suit by the United States to be filed within two years after the
making of such refund.
Limitation periods.-As above indicated, recent r evenue acts have
provided various periods of limitation, against both the Government
and the taxpayer. As a result of the operation of these provisions it
Dlay happen that a case is barred a~ to qdunds and open only for
additional assessments, or, conversely, that it is barred as to additional assessments and open only for refunds. The tax for a given
year is a unit. The determination of the correct tax is more or less
like an accounting between the Government and the taxpayer and
until the case is finally determined it may not be possible to tell to
whom the balance will be owing. It seems desirable to provide so far
as practicable that where an administrative determination of the
case satisfactory to both parties can not be made and . .vhere as a
consequence it becomes necessary either for the Government to institute proceedings to collect a deficiency or for the taxpayer to bring
suit for a refund, that the case having thus become the subject of
litigation should be decided on its merits without restriction, whether
the net result is in favor of the one party or the other. This is the
effect of the third and fourth recOlnmendations submitted. The
operation of the rules suggested may be illnstrated :
If, within the proper limitation period, the commissioner sends
the taxpayer a deficiency letter and an appeal to the board is taken,
the board should ascertain the correct tax liability for that year. If
the board finds that there is an underpayment, it should be collected
in the same manner as under the 1926 act. If, on the other hand, the
board finds an overpayment, the taxpayer should be entitled to a
recovery without restriction as to amount. 'The determination on the
merits thus made by the board would be final and binding on both
parties unless reversed or modified on appeal.
If the taxpayer received the 60-day letter and chose to pay the tax
with a view of bringing a suit for refund rather than to appeal to
the board, he should be given a short period thereafter (perhaps not
more than a year, or even a lesser period) within which to file a
claim for refund and the same length of time after the rejection of
the claim as he is now given for bringing suit. Once the case is thus
brought before a court, there should be an adjudication of the case
on its merits, and judgment should be given for the taxpayer or the
United States in accordance therewith without any restriction as to
time, dates of payment, or other restriction.
If a taxpayer believes that he has overstated his tax on the
return and that the amonnt originally paid is excessive, he should be
given the right to file a claim for refund within the period now provided by law and, if it is denied, to bring suit for a recovery. In
that suit the court should decide the case on its merits and render
judgment for the taxpayer or the Government as the case might be.
Particular attention is invited to the fact that in all these instances
the case has already become the subject of litigation. It is not perceived that any useful purpose is served by restricting the litigation
only to one party-that is, by allowing one party to recover in case
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the evidence shows he is entitled to a recovery but not allowing the
other party to recover if the evidence is in his favor. The suggested
rule appears to operate justly both to the Government and to the taxpayer. An important consequence of the adoption of these recommendations will be to discourage the beginning of proceedings either
by the taxpayer or by the Government in cases where the moving
party is not confident as to the correctness of his 'position.
BASIS FOR GAIN OR LOSS ON SALE BY AN EXECUTOR
t

RECOMMENDA TlONS

1. The basis for gain or loss on an exeeutor's sale should be the
value at the decedent's death of the property sold. Consideration
should be given to making this rule retroactive in so far as it may be
practicable to do so without hardships to taxpayers or undue loss of
modified on appeal.
2. In the interests of uniformity the same rule should be applicable
in determining gain or loss on the sale of property by a beneficiary
or other person acquiring the same by bequest, devise, or inheritance.
DISCUSSION OF RECOMMENDATIONS

None of the revenue acts have specifically provided the basis to be
employed in computing gain or less on a sale of property by an
executor or administrator. Nevertheless, for years prior to the recent
decision of the Court of Claims in the ~1cIGnney case, the regulations
issued by the department have provided that the basis should be the
fair market value of the property at the decedent's death. The
1\1cIGnney case holds that the basis for the executor or administrator
is the same as the basis for the decedent, and following the denial of
certiorari by the United States Supreme Court in that case, Treasury
Decisions 4010, 4011, and 4012 were promulgated, changing the old
rule so as to provide that the basis should be the same as the property
would have had if the decedent had sold it.
'Vhen property is sold by an execlltor or administrator, the benefit
of any gain or the detriment of any loss, as the case may be, rests
finally on the beneficiaries of the estate, not on the decedent. For
this reason it seems best to regard the personal representative as
acting for and on behalf of the beneficiaries in making the sale, and as
a consequence the basis for determining gain or loss when the representative sells the property should be the same as the basis when the
beneficiary sells the property.
This rule is particularly desirable in view of the difficulty which
may be encountered by executors and administrators in ascertaining
what the decedent paid for the property, especially where it had been
held by him over a long period of time.
.
It may be argued tliat in a substantial sense the rule of the ~1c
I{inney case results in taxing as income the value of property
acquired by bequest, devise, or inheritance, a result which is contrary
to specific provisions relating to gross income in practically all of
the revenue acts. The rule above suggested preserves intact the full
force of section 213 (b) (3) of the Hevenue Actof 1926 and similar
parts of preceding acts.
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Section 204 (a) ( 5) of the 1926 act provides that the basis for
determining gain or loss when the property is sold by beneficiary or
other person acquiring it by bequest, devise, or inheritance shall be
the value" at the time of such acquisition." Some doubt exists as
to the meaning of "acquisition." It seems advisable to provide
specifically that the date of acquisition shall be the date of death.
INTEREST ON OVERPAYMENTS AND UNDERPAYMENTS
RECOl\IMENDATION

In the case of ovel'pay1rwn.ts adjusted by a refund, it is recommended that interest be payable to a date not more than 30 days prior
to the payment of the refund. Under existing law interest terminates
on the date the refund is " allowed," which may be weeks or months
prior to the issuance and deli very of a check.
DISCUSSION OF RECOMMENDATIONS

As already stated, the interest period on a refund stops ' at the date
of allowance and the refund, with the interest, is ordinarily paid
about 33 days later. The period between the date of allowance and
the date of paynlent was formerly about 63 days, and it does not appeal' that any further appreciable reduction is feasible at this time.
Nevertheless, it is considered feasible to limit the period of loss of
interest to the taxpayer to 30 days. Computation of interest to a
date later than the date of allowance is administratively practicable
and could be made at the same stage of the procedure at which it
is now made. The several steps in the route of .a schedule of overassessments are indicated below to account for the present period
between the date of allowance (i. e., the date of the commissioner's
signature of the schedule of overassessments) and the date of payment
of the refund:
Days

To the collector and return_____________________________________________
In claims control section (for computa tiOB of interest, etc.) _______________
]n General Accounting Office (for approval of disbursement) ___ . . __________
]n accounts and collections unit (for charge against appropriation) ________
Incidental travel ________________________ -______________________________

21
6
2
1
3

Total __________________________ _______________________ -__________

33

It is apparent that the computation of interest in the clailns
control section to a current date instead of to the date of allowance
would in no way complicate the procedure. It is also apparent that
the remaining stages in the procedure ,,'ould ordinarily be of a perfunctory character and the time necessary therefor could he estimated quite accurately; the variation in the total time (averaging 33
days) required in a specific case would lie in the first stage (the
average 21-day period "to the collector and return"). 'Vhile the
last three stages require but 9 days in the ordinary case, it is reCOlnmended that the Government be permitted to make payment within
a 30-day period after the case reaches the claims-control section
without additional interest in order to obviate recomputation of
interest in the cases where the final steps m'aY take longer.
94500--28--vOLI----6
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Of major importance in connection with the proposed change in the
law regarding the interest period on a refund is the delay in payment
of the refund due to circumstances outside of bureau control. The
delays consequent upon the exhaustion of the appropriation for
refunding have been as follows:
From-

To-

Period

"\iVe are concerned in this report with the relation between the
date of payment and the date to which interest shall run. Equitabl~
treatment of the taxpayer demands that the dates be separated only
by the time necessary to allow for the Qovernment bookkeeping
and accounting. Interest burdens incident to exhaustion of the
refunding appropriation should be borne by the Government rather
than the taxpayer. No provision is recommended to force the Government to expedite the payment of a refund by the imposition of
an increased rate of interest or compound interest in the event of a
delay in refunding, although the taxpayer is subject to such addi-:tional burden when he is delinquent.
,The adoption of the above recommendation regarding the interest
period on a refund made by the commissioner would raise the ques~
tion as to the advisability of amending section 1117 of the Revenue
Act of 1926, providing for interest on judgments. Considerations of
the 8ame general nature obtain for adopting a provision allowing
interest to within 30 days of payment rather than to the date of entry
of a judgment.
'
Under the existing revenue laws the provisions imposing liability
for interest upon the Government in the case of overpayments and
on taxpayers in case of underpayments are numerous and are to be
found in several different places in the act. It is believed that the
convenience of all who use the act would be promoted by collecting
these provisions at one place. It is customary to audit the returns for
several years at the same time, and in considering the result of such
an audit the taxpayer and the representative of the Government must
check the interest computations on underpayments and overpayments
for several different years. This would be facilitated if all the
interest provisions were together in the statute.
There are some difficulties in connection with. the determination
of interest in cases of affiliated corporations, trusts, and beneficiaries
and marital communities. In some of these cases, particularly that
of affiliated corporations, the interest periods may operate, particularly with respect to the 1918 and earlier acts, so that the Government pays interest over a term of several years on a refund to the
parent when it is able to collect interest only since the passage of
the 1926 Act on amounts fonnd to be due from a snbsidiary. This
results from practical considerations, and possibly even from constitutional considerations, which determined the policies of the last
three revenue acts with respect to interest on deficiencies. It is not
believed wise at the present time to undertake the making of further
I
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changes in the provisions for interest on deficiencies under these early
laws, nor is it believed to be sound economically or legally to treat corporations with stockholders in common or parent corporations and
subsidiaries as one unit for the purpose of computing interest on
deficiencies. Study of the subject should be continued, however, to
develop if possible means for making the determination and computation of interest in certain cases more equitable to t axpayers and to
the Government and less difficult from an administrative standpoint.
CONGESTION AND DELAY IN THE·SETTLEMENT OF TAX CASES

Congestion of cases within the bureau at the present time is not
so serious a problem as it has been in past years. The accumulation
of cases on the docket of the Board of Tax Appeals, however, has
been steadily growing and requires thoughtful consideration. The
board can not control the volume of cases coming to it. It can only
control the rate at w.hich cases are disposed of, and even this is possible only within comparatively restricted limits. The problem of
congestion, therefore, past and future, is not primarily a board
problem. It is a problem of the bureau and the general counsel's
office. Attention is invited to the data presented in the survey of
administration prepared by the Treasury for the committee and
printed as Volume III herein.
RECOMMENDATION

1. There should be a special body in the Bureau of Internal Revenue charged with the closing out of cases and with curtailing appeals to the Board of Tax Appeals. Legislation is recommended if
necessary to the existence of such a body.
DISCUSSION AND RECOMMENDATIONS

Oongestion of cases before the bureaw.-The number of cases pending October 7, 1927, before the Income Tax Unit and the field officers
of the bureau is shown in detail below:
Income
Tax Unit

Year
1917________________
1918_____________ __
1919 ________________
1920________________
1921 ________________
1922________________
~

511
720
1,050
1,526
1,655
3,502

Field
86
111
146
331
385
928

Total
597
831
1,196
1,857
2,040
4,430

Year
1923 _____________ ___
1924 _______________ _
1925________________
1926________________

TotaL _______

Income
Tax Unit

Field

Total

----

--

11,682
16,619
30,321
18,482

12,389
68,933
196,900
579,196

24,071
85,552
227,221
597,678

86,068

859,405

- --

--945,473

Much progress has been made during the past two years in the
way of bringing the bureau's work to a current basis. The closing
out of the few remaining cases for 1923 and prior years is a slow
process, due in some measure to the taxpayer's right to file a claim
for refund within three years after the payment of an additional
tax. It is important that the cases for these early periods be definitely closed out as rapidly as possible. It seems clear that, except
for the relatively few cases for earlier years, the problem of congestion has been shifted from the burea,u to the Board of Tax
Appeals and the general counsel's office.
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Oonge8tion of c(/)se8 before the Boa(ra ot Tam Ap'p'ea1ls.-A major
problem as above stated is the accumulation of undecided appeals
before the Board of Tax Appeals and the flow of incoming petitions
to that body. Attention is invited to the following chart, which
,shows the appeals docketed, the total number disposed of, and the
reported decisions, by months, from July, 1924, to September, 1927:
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The continuous line indicates appeals docketed; tile line cl)mposed of dots and dashes
'jndicates total cases disposed of; and the line conSisting of broken dashes indicates the
i'eported decisions.

The following table shows the condition of the board's work as of
June 30, 1927:
Number ' Per
of cases
cent

-Closed by final board decision fixing the amount of the tax. __________
10,951
Decided by written findings of fact and opinion, and awaiting the,
filing by the parties of a recomputation of the tax. __ ._______________
371
At issue and pending on the Washington calendar, circuit calendar,
and the reserve calendar_ ___ ________________________________________
14,270
N ot at issue__ _____ _______ __ __________ __ ____ ________________________ __
2,491
Eear~ !1nd submitted for preparation of findings of fact, opinion, and deCISIOn ________________ ___ ___ __________ __ _____ ____ _________________
1,542
TotaL ______________ .. ___________________________________ .__ ____

, Amount of
additional tax
claimed by the
Government

37

$119,132,437.06

48
9

420,770, 011 57
39,856,000.00

10,203, 550 12

82, 060, 083. 25

-------1
'- --------29,625 -----1
672, 022, 084. 00
100
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, Certain outstanding facts may be noted. In the 35 months betweeIi,
August 1, 1924, and June 30, 1927, the board disposed of d'eficiencies
at the average monthly rate of three and one-half millions of dollarsl
The monthly average of cases was 323 and the average tax proposed:
in each case was $11,440. The chart shows that of the appeals dis~
posed of, only about one-third required written findings of fact oropinion. Two-thirds were disposed of by dismissals, stipulations, or'
otherwise. This indicates the very limited possibilities of relief by
speeding up the rate of formal decisions. Relief must be looked for;,
primarily, in curtailing the flow ; of cases to the bOa7'd. On June 30,
1927, there were pending undecided 18,313 appeals, which is 62 per
cent of the appeals filed during the life of the board. More than
$'542,000,000 were involved in pending cases, which is more than 80'
per cent of the total amount involved in all appeals docketed froll'
Augnst, 1924. to June, 1927.
Responsibiiity of the Bureau of Internal Revenue.-It is impossibleto discuss the problems of the board apart from the work of the
Bureau of Internal Revenue. Attention is invited to a survey of
administration prepared for the committee by the Treasury Department and published herewith as Volume III. The department hassubmitted in this survey a frank analysis and statement of its prob-'
lems. There can be no doubt of the fact, set forth in the survey, that
personnel difficulties and other problems within the bureau haveresulted in transferring to the board many cases which call for administrative rather than judicial determination.
Jeopardy assessments and' jeopardy cases.-The great increase in,
cases coming to the board each spring, as shown in the chart, com-mands attention. During that time of the year the period of limita-'
tion on assessments by the commissioner expires in a great many'
cases. The statute of limitations ceases to run during the pendency
of the appeal. Many of the appeals filed during the spring months
are cases in which the statute of limitations rather than any determination on the merits has been the reason for sending the casesto the board. The commissioner is not at fault in all cases for not
having disposed of them sooner. Sometimes a case is held by the
bureau as an accOlnmodation to the taxpayer. When the statute is-,
about to run, the commissioner's alternatives are to secure waivers
or to send the case to the Board of Tax Appeals. It is no longer
possible, as a general matter, to file claims in abatement of assess- '
ments and hence the commissioner can not assess the tax and completehis consideration of the case on the claim in abatement. The situa-tion results in sending to the board a mass of undigested or partiallydigested tax cases. An obvious remedy is for the commissioner tomake provision whereby all cases of this kind automatically becomeeligible for -continued consideration within the bureau after theappeal is filed. The board might establish a special calendar of
"jeopardy" cases. so called, so that they could be identified as cases'
which, prima facie, have not received adequate administrative consideration.
.
Reference is made elsewhere in this report to a "specia~ advisory
committee" recently established in the Treasury. The special ad-.
visory committee should be able to perform valuable service in disposing of "jeopardy" appeals, If it does not do so, a special
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body capable of handling the situation should be created in the
bureau. The responsibility of the bureau for assisting the board in
the matter of "jeopardy" appeals is clear.
Tendency to force taxpa;yers to thie bOaJrd.-There is a tendency on
the part of some bureau employees to construe board decisions narrowly and to force taxpayers to take unnecessary appeals. There
is little evidence of a disposition to settle cases according to the
standards by which private litigants settle theirs. The duty of this
administrative body to administer the law without sacrificing substantial justice to technical considerations is sometimes lost sight of.
It is the opinion of experienced practitioners that one who is looking
for the disputable points can find them in almost any tax case. The
creation of the Board of Tax Appeals was not intended in any way
to relieve the bureau of its responsibilities to reach correct administrative settlements. The bureau should shoulder this responsibility
anew. The board should be resorted to only when question of substantial importance can not be disposed of otherwise.
General cO'lJ)l/;sel's offio.e.-The general counsel's office acts as the
legal adviser to the bureau and members of the general counsel's
office represent the bureau in litigation before the board. It is
commonly said that the trial lawyers of the general counsel's office
fail to cooperate with the board and with the taxpayer in the manner
customary in civil litigation. It is stated that members of the general counsel's office unduly press technical points during the course
of the trial; that they force taxpayers to comply with technical rules
of evidence not ordinarily applied in litigation and that they are
unwilling to stipulate as to incidental matters commonly the subject
of stipulation in courts.
There can be no doubt that to some extent the situation complained
of exists. The result is to delay the trial of cases and to consume
the time of the board needlessly, as well as to cause inconvenience and
expense to taxpayers. A major underlying cause is to be found in
personnel difficulties in the office. Each trial lawyer has charge of
something like 450 board cases. He is assisted by a bureau employee delegated from the Income Tax Unit. The general counsel
finds it difficult to obtain the services of men qualified by experience,
training, and temperament to represent the Government as trial lawyers. As a result of these circumstances, the general counsel's office
is literally swamped with work.
There is a system of review in the office which does not conduce to
the making of stipulations. The trial lawyer in charge of the case
is not relied upon to make the stipulation by himself. It is reviewed
by another, and the reviewer is so pressed with work that he has
insufficient time within which to consider the stipulation and the
facts of the case. As a practical result, the stipulation may be
rejected when it ought to be entered into.
The general counsel is the commissioner's lawyer in every appeal
before the board. As such it is peculiarly his duty to assist the board
and to cooperate with the opposing attorney in handling cases efficiently and expeditiously. This duty can pot be performed by unbending insistence on trial technicalities 01' unreasonable refusals to
stipulate.
I
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There are few problems whieh deserve more thoughtful consideration in connection with the improvement of income-tax administration to-day than the outstanding problem of personnel in the general
counsel's office. The several aspects of this problem may be noted
briefly: In the first place, the general counsel is forced to compete with law firms and other organizations for the retention of
qualified lawyers in his office. Often the salaries offered are greatly
in excess of the amount which the general counsel is authorized to
pay. The result is that the general counsel loses a disproportionately large percentage of the attorneys who haye been trained and
qualified to do the work of the office. The office should be something
more than a training ground.
Another difficulty arises from the fact that the work to be done
is specialized and requires a high order of legal ability. A considerable period of time, often more than a year, is required for a new
attorney to become reasonably familiar with the legal principles
with which he has to deal and the organization and procedure of the
bureau and of the Treasury Department. Conseqnently, immediate
relief could not be expected, even if it were possible to secure on short
notice the services of a number of qualified lawyers on the outside.
The answer appears to be to select carefully new lawyers for the
office and to find means of retaining those in the office who have
proved their ability to do the work required.
Bringing bureau work to a current basis.-The vast accumulation
of returns and cases arising under the war revenue acts were not
touched until months after the war. The organization of the Bureau
of Internal Revenue necessarily occupied considerable time. Since
1921 the bureau has directed every effort to the disposition of accumulated cases for earlier years, as well as to the auditing and closing
ont of current returns. The table below shows the status of cases
at the end of the last fiscal year ( June 30, 1927), not including cases
pending in the general counsel's office or before the board.
I

I
Return years

On hand
June 30,
1923

On hand
June 30,
1924

On hand
June 30,
1925

On hand On hand
June 30, June 30,
1926
1927

Total
audited
to date

I

I.
1917 __ • _____ • ___________
1918 __ ••••••••• _________
1919 ____ •• ________ ._. __ •
1920 __ ._ ••• _._. ___ ......
1921 _______ ._ ••••• __ • ___
1922 ___ • ____ • ___ • __ • ___ •
1923 ___ •••••• _•• _____ • __
1924 _______________ • __ ._
1925 _________ • __________
1926 1._ •• _ •• ______ ._. ___
TotaL_ •••••••• __

28,916
8,773
84,323
19,364
103,198
61,327
458,205
166,484
1,190,902
353,781
1,167,000
719,702
------------ 1,100,624
------------ ------_ .. ---- .. __ .. ------- ----------------------- -----------3,032,544

2,430,044

3,417
6,002
12,155
90,746
171,221
380,045
372,200
975,298
.. ----------------------

2,011,084

1,372
1,877
2,628
7,121
8,192
141,084
154,329
170,786
253,402
949
1,
742,740

Per·
centage
remain·
ing open
June 30,
1927

622
861
1,184
2,081
2,020
5,136
35,316
107,607
289,275
30,433

1,321,980
1,275,134
1,498,590
1,642,268
1,471,218
1,552,925
1,236,945
1,024,486
573, 679
1,413,147

0. 05
.07
.08
.13
.14
.33
2.77
9.51
33.52
2.11

474,535

13,001,372

3.52

1

1 This tabulation does not include the total returns filed for the year 1926, since many of them had not
on June 30, 1927, been received in the Income Tax Unit.

The bureau is approximating a current status. As the work becomes m()re current the volume of board cases may diminish. The
board's docket may -be as congested now as}t will be at any time in

82

REPORT 01\ INTERNAL REVENUE TAXATION

the future. It should be said, however, that there is no tangible
evidence as yet to show that this factor is operating to decrease
appeals.
The major element in relieving congestion is an adequate recognition by the bureau and the general counsel's office of their duties in
this connection, and the exertion of vigorous efforts by both toaccomplish the reduction of congestion. That the Treasury is fully
aware of the situation will be apparent from the data submitted in
Volume III. Without whole-hearted cooperation between the bureau,.
the general counsel's office, and the board, the task will be difficult.
By itself the board is powerless either to diminish incoming appeals
0r greatly to increase the present rates of production while maintaining the quality of its decisions.
.
lfey cases.-It often happens that several cases within the bureau
and before the board rest ultimately on a single proposition of law
which is the subject of dispute between the department and several
taxpayers. There were recently more than 1,000 cases on the board's
docket, all resting primarily and some wholly on a single issue.
There should be a way in which to secure a speedy hearing on a
typical case so that others will not continue to encumber the docket,
and so that the bureau may dispose of those in its hands without
issuing deficiency letters. A motion to advance might accomplish the
result. It is felt that there can be no doubt of the board's right
under existing law to entertain such a motion, and its use under
circumstances of this kind is suggested.
Improved form, of 60-day letters.-It is the experience of board
members that the taxpayer and the bureau do not always know the
points of difference between them. This is inexcusable. In part it
is due to the bureau's failure to tell the taxpayer at conferences the
position which it has taken with respect to his case, the exact point
at issue, and the particular details which give rise to difference of
opinion. He may be told that the evidence is "insufficient," when
in fact it is sufficient if understood and rightly interpreted by the
conferee. Some bureau letters are vague, simply stating that the
taxpayer's contentions can not be accepted. The taxpayer should at
£'..11 times know in what particular the bureau does not agree with
his views of the case. If during the progress of each case through
the bureau both parties knew exactly the contentions of the other
party, more adjustments 'would be reached and there would be fewer
GO-day letters. The GO-day letter onght to show completely on its
face the cause of the deficiency. It should not merely incorporate
prior letters.
The bureau has under consideration means of improving the form
of the GO-day letter in these respects.
Plea in. the nature of a de1nurrer.-The suggestion has been made
that the Board of Tax Appeals can not consider questions of law in
advance of questions of f act. It is believed that the act does not
restrict the boarel in thi s r espect. There is ample authority to make
rules for the disposition of law questions at preliminarv hearings.
It i~ suggested that the board make suitable provision by rules ~to
take care of such cases.
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CLOSING AGREEMENTS

Section 1106 (b)
RECOMMENDATION

It is recommended that section 1106 (b) be modified so as to pennit
the execution of agreements thereunder as soon as the settlements in a
given case has been reached between the Goyernment and the taxpayer,
without waiting for the assessment and collection of the amollnt of
tax due (if any), the actual making of an abatement, refund, or
credit, or the determination in detail of interest or penalties. The
making of the agreement under section 1106 (b) should not be restricted to years for which original or :;tdditional taxes are determined
to be due and unpaid.
DISCUSSION OF RECOMMENDATIONS

A frequent criticism in connection with the administration of ineome taxes has been the reopening of closed cases. Taxpayers complain when cases once thought to be settled are reopened by the
Government. On the other hand, the bureau points out the cir'cumstance, that one of the chief obstacles to bringing its work to a
current basis is the reopening of old cases by taxpayers on claims for
refund or credit. In both instances the lnoving party (taxpayer or
Government) is raising for fresh consideration a case which theretofore has been considered adjusted and closed.
An effective way of attaining the desired end of preventing the
reopening of cases is by agreements between the Government and the
taxpayer to regard a given decision as final. The execution of snch
an agreement is authorized by section 1106 (b) of the Revenue Act of
1926. There were somewhat similar provisions in the acts of 1924
and 1921.
Facilities should be provided for executing such agreements more
promptly and more generally that has been done in the past. A case
should not be subjected to an intensive reaudit on the taxpayer's
application for such an agreement. This, though formerly the practice, appears to have been abandoned. It is true of many tax cases
that one bureau employee may decide the case one way and another
employee, equally honest and competent but disposed to the a different
view of the facts or the law, may review the same case and reach a
different answer. This process may go on indefinitely. Is is of
utmost importance that this be discouraged. Once a case has been
considered and a fair adjustment has been reached the disposition
should be final.
One difficulty in the way of executing agreements under section
1106 (b) is the wording of that section, which requires that the tax
or pen~lty be not only determined but that it also be assessed and
paid before the agreement can be signed. As a practical matter this
is too cumbersome. The effectiveness of the section is lost. The taxpayer or his representatiye has conferred with a representative of the
Government. The facts have been developed and an agreement has
been reached at or shortly after the conference. It should be possible
to execute an agreement when the settle1nent is reached, without

84

REPORT ON INTERNAL REVENUE TAXA'.rIuN

waiting for assessment and payment of the tax or determining the
liability for interest or penalties. If advisable, these items may be
specifically excepted from the agreement. The same is true as to
the making of an abatement, refund, or credit determined to be
proper for that year, These matters can follow in usual course.
Neither the Government nor the taxpayer has anything to lose by
executing the agreement without delay and both have much to gain.
Applications for 1106 (b) agreements have been made where no
tax is due either because all amounts have previously been paid or
because for the year in question the taxpayer had a loss, or because
the particular individual or corporation was exempt from tax. The
present wording of the section may be construed impliedly to prohibit closing such cases by agreement. It does not seem desirable
to distinguish these cases from other cases so far as closing agreements are concerned. The desirability of putting an end to controversy about a particular tax year is just as strong as in ordinary
cases. While the agreement should not bind the Government or the
taxpayer as to any year not included in it, the execution of the agreement should be open to the parties.
In no case should the agreement be entered into prior to the expiration of the taxable period to which it relates.
The execution of agreements under section 1106 (b) in tax cases
generally is strongly recommended.
MISCELLANEOUS SUBJECTS

Deductions of estate and inlwrita'nce taxes.-Estate, succe~siol1,
legacy, or inheritance taxes are deductible from gross income in computing net income. In some States the tax is imposed on the right
to transmit property at death, while in others it is a tax on the right
to receive property on the death of another person. Difficulties have
been encountered in deciding "\"ho is entitled to deduct taxes of the
nature above mentioned. Under the present regulations the declnction is taken by an estate or by the beneficiary, accordingly as it is
imposed on the right to transmit or on the right to receive. The distinction is almost unworkable and much too technical. To provide a
definite and uniform rule, it is suggested that the estate be allowed
the deduction in all cases unless the beneficiary can show that he
actually paid the tax and that he was under liability to make such
payment.
Exten-sions of time fo'r' pa y17wnt of deficiencies.-Section 27 -! (k)
of the Revenue Act of 192() provides that the commissionei' may
extend the time for payment of a deficiency in cases where payment
on the date prescribed for payment thereof would resnlt in undne
hardship to the taxpayer, but the exten~ion can not be made for a
period of more than 18 months. ExperIence has shO\"n that under
certain circumstances this period of time is inadequate to permit the
taxpayer to liquidate his assets sufficiently to make payment of the
tax. In cases where the taxpayer is unable to pay after an extension
of 18 months, it may happen that to force payment would put the
taxpayer in bankruptcy and the Government would recover less than
the amonnt of the tax. Frequently the full amount can be collected
by forbearance for a slightly longer period. Accordingly it is recommended that in exceptional cases the commissioner be permitted to
extend the time for a further period of 12 months.
1

-I-

Collcctors-AuUlOricltcd increases and decrrases necessary for
proposed consolidation
1

District

of
ees
the
Location of collec- clrt>rs'
ertor's oillec
-1nue
J s'
t min
on

"'t

Alabama __________ _
Arizona ___________ _
Arkansas __________ _
First California ___ _
Sixth California __ _
Colorado ______ __ __ _
Connecticut _______ _
Delaware ____ _____ _
Florida ____________ _

- - f-- - - - - - - - -

Birmingham______
Phoenix___________

56
25

k~;tl;r~~~~co====:
3~~
Los Angeles______ _ 253

Denver. __________
Hartford __________
Wilmington_______
Jacksonville _______
Atlanta___________
________
Idaho _____________ _ Honolulu_
Boise_____________
First Illinois ______ _ Chicago----______ _
Eighth Illinois ____ _
Indiana ___________ _ Springfield_ _______
Jowa ______________ _ Indianapolis ----Dubuque _________
Kansas _______ ___ __ _ Wichita___________
Ken~l!-cky---- ------ Louisville_________
N ew Orleans______
=======_ Augusta-- ________
Maryland _________
Baltimore_________
Massachusetts ___ __
___________
Michigan _________ _ Boston_
Detroit ___________
Minnesota ________ _ St _ PauL_ ________
Mississippi.. ______ _ Jackson_ __________
First l'vlissourL ___ _ St_ Louis__________
Sixth MissourL ___ _ Kamas Oity______
Monta.na __________ _ H e!enfL____________
Nebraska _________ _ Omaha ___________
Neyacla ___ ________ _ Reno____
__________
New l-hrnpshire __ _ Portsmouth_ ______
First. N ew Jersey __ _ Camden_________ _
Firth New Jersey __ Newark__________ _
New Mexico ______ _ Albuquerquc______
First New York ___ _ Brooklyn _________
Second New York _ C u s tom house,
New York City_
Third New York __ _ 250 West Fiftyseventh Street,
New York Cit y_
Fourteenth New
York.
Twenty-first New
J
York.
Twenty-eighth Buffalo ___________ 1
New York.
North Carolina ____ Raleigh __________ _
North Dakota ______ F argo ____________ _
First Ohio _________ Cincinnati. ______ _
Tenth Ohio ________ Toledo ___________ _
Eleventh Ohio _____ cOlnmblls _______ _
Eighteenth Ohio ___ Cleveland ____ ____ _
Oklahoma_ ________ Oklahoma ________ _
Oregon_ ____________ Portland __________ I
First Pennsylvania PhiladeIPhia ______
Twelfth Pennsyl- Scranton _________ _
vania.
T wen t y-t hi r d Pittsburgh _______ _
Pennsylvania.
Rhode Island ______ Providence________ 1
South Carolina _____ Columbia________ _
South Dakota ______ Aberdeen_________
Tennessee __________ Nashville_________
First T exas ________ Austin___ _________
Second Texas ______ Dallas_____________
Utah _______________ Salt Lake City____
vVT~lrrg~lnol.nat_-_-_-_-__--_-_-__--_=- Burlington__
____ __
Richmond_______ _
Washington __ ______ Tacoma___________
" ~~s t Vi!ginia_ _____ Parkersburg_______
"Isconslll ______ ____ Milwaukee________
Wyoming--- --- ____ Cheyenne_________
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129 -------- ------9- ====== _________ _
76
13 _______ _
23
3 _______ _
30 ________ ______ __
2 _______ _
525
96 -------- ------6- ------ -- ------ in
15(j
15 ___ ____ _
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B irmingham _____ _
Phoenix .. _. . _____ _
Little Rock_. ____ .
San Francisco ____ _
Los Angeles_. ____ _
Denver __________ _
H ertford. ________ _
Wilmington ______ _
Jeck sonv illo ______ _

'l'hird New York ___ 250 'Vest Fiftyseventb Stf('('t.
New York Cit y.
Albany ______ ____ _

New York Cl t y_

~~~~~~'N~;t~fi~-~ g~~~~y~-h o-use-,-

E~~ ~~~~}1i~L ~~~~~~(i~~~~:~~~

8h" th J\JjssourL. ___ KnlJ~ns('if.y- ____ _
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N rhrask a. ____ . ____ Omaba _. ___ . ____ .
Ne\"arln . . . ________ Reno __ __ _________ _

~~~~i~~fsl~-uri.-~::= ~Ii~~gl~is::~=:::===

l\'JnSS8chusrtts_ ____ Boston ___ ________ _
Michigan __________ DctroiL __ _______ _
Minnesota ____ . ____ St. PauL __ _______ _

MnrylancL ______ ___ BaJtimore________ _

Indiana _______ _____ Indianapolis ____ _
lowa _______________ Dubu que ________ _
Kansas ____ . ______ __ 'Vich itB ________ __ _
Kentucky- ~ ________
LOuisvillo __ _____ ._
Louisiana _____ _____ New Orlcan5 _____ _
Maine ___ . _________ A ugusta _________ _

Eighth Illinois ___ __ Springfi eld _______ _

Idoho _________ __ __ _ Boise ____ ___ _____ _
First Ulin ois ______ Chicego __________ .

g;~~~_~:: : :::::::: ft~I~~ttDU _ ::::::::
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9
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23,160 ___________________________________________________________ _____
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47
34
22

~U 3i~~~

50, 596
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Collectors-Aulhori7cd office and field forces o{collcctors of Internal rCHnue
as of Sept. I, 1927

APPENDIX TO VOLUl\'lE I
I.-App1·oximate loss in tax to the Gorernment by the 12% per cent provisions on capital gain s and l osses alld redll ct ion in tax to in (l'ividuals , cZa.ssifi,ed
by net incomes

TABLE

1272 per rent

Classification of incomes

tax on
capital net
gains

Per cent Number
1272 per
AV!lra~e
reduccent credit Approximate tion
of taxsav Ing In
of payers
on capital
in tax to each
loss in tax
tax
to
group individual
net losses
group

Year 1922

$30,000 to $40,000 ___ __ ___ __ ___ _
$40,000 to $50,00o _________ _____
$50,UOO to $-;0,000 __ _________ ___
$60,000 to $70,000 ______________
$70,000 to $80,000 ______________
$80,000 to $90,00o _____________ _
$90,000 to $100,000 _____________
$100,000 to $150.000 ____________
$150,000 to $200,00o ____________
$200,000 to $250,000 ___________ _
$250,000 t o $300,000 __________ __
$300,000 to $400,000 __________ __
$400,000 to $500,000 ____ __ ______
$500,000 to $750,000 ___________ _
$750,000 to $1,000,00o_________ __
$1,000,000 and o,er ____________

TotaL _________________ _

$428,251
1,283,500
1, 6&.~, 695
1,476,399
1,171,749
1,092,66.5
1,133,349
3.246,842
2,095,644
1, 783,636
1,451.431
1,825,449
1,287,463
2,654,882
1, (iQO,262
6,849.140

------------- --- .. ------

- ---- -------- --- .. -----------------

- ----- -------- .. --------- --- .. ------

------------1

m~m~~]
============,1

31,066, 357 ------------

$368, 314
1,591,540
2,764,539
3,012,343
2,859,064
3, 103,168
4,800,507
11,298,007
7,460,492
6,492,431
5,283,205
6,644,533
4,685,999
9,663,768
5,824,910
24,930, 869

0.72
3.43
6.80
8.23
9. 34
11.12
19.24
13.67
12.47
19.83
20.72
20.49
20.92
26.40
33. 38
33. 48

14,283
7,970
4,700
3,030
1,944
1,401
925
2,171
763
350
210
205
104
122
39
67

$25. 78
199.69
588. 19
994.17
1,470.71
2,214.96
5,189.73
5, 204.05
9,777.84
18,549. 80
25,158. 12
32,412.35
45,057.68
79,211. 21
149,356.66
372,102.52

38,284

------------

.89
2.46
5.05
6.74
7.67
10.22
11. 08
12.59
13.02
17.15
19.67
18.34
22.77
22.92
17.53
31. 73

16,441
8,472
4,945
3,090
1,981
1,435
1. 001
2,329
750
348
203
216
111
103
38
74

23.32
104.69
315.69
578.28
852.99
1,470.31
1,989.56
3,430.61
5,929.84
11,185.74
16,402.36
20,125.31
32,590.81
46,452.74
52,676.34
224,853.47

61,494,127 ----------

41,537

------------

19.464
10: 165
6,019
3,978
2,579
1,912
1,328
3,065
1,08·1
542
250
320
137
192
50
75

15. 98
109.99
321.11
571. 20
957. 13
1,105.01
1,868.26
3,763.78
7,152.81
13,395.34
19,735.19
25,314.82
37,468.94
62,931. 14
70,711.80
214, 9:J7. 85

100, 783, 689 -------- --

Year 1925

$30,000 to $40,000 ______________
$40,000 to $50,000 ______________
$50,000 to $60,000 ______________
$60,000 to $70,000 ______________
$70,000 to $80,000 ______________
$80,000 to $90,000 ______________
$90,000 to $100,000 _____________
$100,000 to $150,000 ____________
$150,000 to $200,000 ___________ _
$200,000 to $250,000 ____________
$250,000 to $300,000 ____________
$300,000 to $400,000 ____________
$400,000 to $500,000 ____________
$500,000 to $750,000 ____________
$750,000 to $1,000,00o ___________
$1,000,000 and over ____________

TotaL _______ .: __________

980,550 ----- .. -----1,304,400
1,592,951
1,396,033 ---------_ .. 1,069,474 - ----------1,122,286 ----------- 913,568 ------------ 1
3,400,099 - ----------1, 837,762 . -_ .... ---_ .. _-1,569,622 - .. ------ .... -1,342,623 ---- - .. -----1,752,851 -----------1, 158,617 -_ .. _-------1, 929,298 --- --------807,144 --- --------6,709,346 -------- ----

::::::::::::1

384,375
886,975
1,561,091
1,786,912
1,689,770
2,109,900
1,991,556
8, 024,206
4,447,385
3,892,639
3,329,679
4,347, 068
3,617, 080
4,784,633
2,001,701
16,639,157

29, 186,624

----------_ ..

1, 680,824
2,468, 106
2,555.782
2,436, 163
2,065,817
1,645,168
1,606,740
6,075, 812
3,749,623
3,061,375
2, 083,1S3
3,687,338
2,073,744
5,046,510
1,716, 844
6,332,587

$855,401
823,774
682,943
714,763
560,667
549,324
510,857
1,347,946
571,892
180,313
91.778
557,776
111,913
538. 009
397,590
205,882

310,355
1,11 8,141
1. 932,768
2,272,248
2, 468,446
2,112,786
2,481,061
11, 535.984
7,753. fr49
7,260,277
4,933,799
8,100,745
5, 133,245
12,082.7S0
3,535, 590
16,419, 589

48,285,616

S, 700, 828

89,451,4e3 ----------

Year 1924

$30,000 to $40,000 ______________
$40,000 to $50,000 ______________
$50,000 to $60,000 _____________ _
$60,000 to $70,000 ___ ___________
$70,000 to $80,000 ______________
$80,000 to $90,000 _____________ _
$00,000 to $100,000 _____________
$100,000 to $150,00o ____________
$150,000 to $200,000 ____________ .
'200,000 to $250,000 ____________
$250,000 to $300,000 ________ ____
$300,000 to $400,000 ____________
$400,000 to $500,000 ___________ _
$500,000 to $750,000 ____________
~750,000 to $1,000,000 ___________
$1,000,000 and over ____________

TotaL __________________

. 65
2.73
5.26
6.72
8.40
7.69
10.25
12.00
14.69
19.03
21. 99
21. 7.5
22.93
27.84
24.40
25.72

51,160 ------------
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REPORT ON INTERNAL REVENUE TAXATION

I.-Approximate loss in tax to the Government by the 12% per ccnt provisions on capital gains ana losses and red'uction in tax to individuals, classified
by net incomes-Continued

TABLE

Per cen t Number Average
12% per
reductax on
cent credit Approximate tion
of taxsaving in
of
loss in tax
capital net · on capital
in tax to eacb
tax to payers
gains
group
net losses
iudividual
group

127-2 per cent

Classification of incomes

Y ear 1925

$30,000 to $40,000 ___ __ _________
$40,000 to $50,000 ____ ____ ______
$50,000 to $60,000 __ ____________
$60,000 t o $70,000 __ ___ _________
$70,000 t o $80,000 ______________
$80,000 to $90,000 ______________
$90,000 t o $100,000 _____________
$100,000 to $150,000 ____________
$150,COO to $200,000 ____________
$200,000 t o $250,000 ____________
$250,000 to $300,000 ____ ________
$300,000 t o $400,000 ____________
$400,000 to $500,000 ____________
$500,000 to $750,000 ____________

$1, 158, 826
2, 463,401
3, 551,430
4,102,498
4, 083, 827
3, 165, 807
3,245,252
13,006,830
8, 325,524
6,691,485
5,533, 523
8,018, 866
7,485,449
10,114,990
7,055,909
29, 567,354

$471,276
484,305
381,373
414,012
3GO,460
354,912
294,922
1, 302,213
855,735
391, 407
246,563
468,781
231,828
460,902
218,646
721, 603

117,570,971

7,658, 938

$750,000 to $1,000,000 ___________
$1,000,000 and over ____________

T otal ___________________

$93, 507
680, S09
1, 699,151
2, G85, 218
3,127,628
2, 586,023
2,714,304
11,704,617
7.469,789
6,300,078
5,286,960
7,550,085
7,253,621
9,654,088
6,837,263
28, 845,751
1

0.19
1. 54
4.31
7.58
10. 56
9. 27
10.78
12.84
13.88
15. 99
18.30
19.22
23.22
21. 96
26.10
30.14

24,732
13,067
7,868
5,108
3,586
2,507
1,889
4,759
1,758
928
537
562
330
340
139
207

104,488, 892 ----------

68,317

$3.78
52.10
215.96
529.69
872.18
1,031.52
1,436.90
2,459.47
4,249.02
6,788.88
9,845.36
13,434.31
21,980.67
28,394.38
49,188.94
139,351. 45
...

--- .. -------

1

NOTE.-Tbe above compilation made from figures obtained from "Statistics of Income" as publisbed
by Bureau of Internal Revenue.
TABLE

II.-Oapital gains tax

Total income returned ____________________________
Total profits from sales of property _______________
Amount of tbese sales not taxed as capital gains __
Amount of tbese sales taxed as capital gains ______
Total net tax returned ____________________________
Capital gains tax returned _____ •• ________ - ________
Otber tax returned (sur and normal) _________ • ____
Capital gains tax in percentage of total tax
per cenL _______ •• _____ ._._._._._. _______ • ______

1923

1924

$29,318,927,803
1,172,154,628
866, 760, 860
305, 393, 768
663,651,505
29,186,624
634,464,881

$29, 578, 996, 575
1,513,714,092
1,124,565,685
389, 148, 434
704, 265, 390
48,803,064
655,462,326

$25, 272,034, 691
2, 932, 228, 840
1,991,659,499
940, 569, 341
734, 555, 183
117,570,971
616,984,212

6.93

16.01

1925

4. 40

.- .....
TABLE

II-A.-S01trCe of income returned
1924

Wages and salaries ___________ •• _. ______
617, 662, 626
Business _____________ • __________ • _. ____ $13,
4,755,483,091
Partnersbi p _______________________ •••• _
1,810,013,740
Rents and royalties ••• _._ •••••••••••• _.
2,009,716,478
Interest and investments _____ • ____ • ____
2, 281, 703, 361
Dividends ________________________ • ____
3, 250, 913, 954
Fiduciary ___ • ___ • ____________ • _________
310, 143,901
Interest on partially taxed United
States securIties __________ ._. _________
29,645,332
Profits from sale of realty, securities, etc_
1,513,714,092
Capital gains (Included above) _________
389, 148,434
Total ____________________________
29,578,996,575

I

Increase.

Reduction

1925
$9, 742, 159, 865
3, 688, 804, 463
1,827, 025, 490
1,471, 332, 463
1,814,402,206
3, 464, 624, 648
305, 805, 537
25,651, ]79
2, 932, 228, 840
940, 569, 341
25, 272, 034, 691

Per cent

$3,875,502,761
1, 066, 678, 628
1 ]7,011,750
538, 384, 015
467,301, ]55
1 213, 710, 694
4,338,364

28.46
22.43
.94
26.79
20.48
6.57
1.40

3,994,153
1,418,514,748
1 551,420,907

13.47
93.71
141. 70

1

4, 306, 961, 884

I

14.56

