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LETTER OF TRANSMITTAL

Hon. Wizriam R. GreEN,
Chairman Joint Committee on Internal Revenue Taxation,
Washington, D. C.

My Dear Mr. CaalrRMAN: A realization of the fact that your com-
mittee is charged with the duty of simplifying the internal revenue
laws, particularly the income tax, and their administration, prompted
the Treasury to enter upon a survey showing the situation as it
exists to-day in the administration of the income and excess-profits
taxes. It is my opinion that a great opportunity is presented for
the simplification of the administration.

The survey is the result of the work of a committee consisting of
Alexander W. Gregg, Charles R. Nash, and Ellsworth C. Alvord.
Although the members of this committee are well known to your
committee, it may be well to explain, for the benefit or others who
may examine the survey, that Mr. Gregg has served for seven years
with the Treasury Department. For two years he was special assist-
ant-to the Secretary of the Treasury and represented the Treasury
before the committees of Congress during the enactment of the
Revenue Acts of 1921, 1924, and 1926. During the last two years
he has been general counsel of the Bureau of Internal Revenue. His
resignation from the latter office took effect on October 10 of this
year. Mr. Charles R. Nash has been in the service of the Bureau
of Internal Revenue for 17 years, working up from a clerk
to his present position as assistant to the commissioner. He has
represented the Bureau of Internal Revenue before the Appropria-
tion Committees of the House and Senate during the last five years.
He has held his present position for a period of four years. Mr.
Alvord has held his present position, special assistant to the Secretary
of the Treasury, for slichtly more than a year, and is in charge of
legislation for the department. Ior six years he was employed by
the Congress, three as assistant legislative counsel of the Senate and
three as the assistant legislative counsel of the House of Representa-
tives. The Treasury is indebted to the committee and to the other
officials of the department who have made the survey possible, par-
ticularly Mr. Mires, Deputy Commissioner of Internal Revenue; Mr.
Sherwood, Assistant Deputy Commissioner of Internal Revenue; and
Mr. Leming, of the office of the general counsel.

Although an insuflicient period of time was available, the survey
has been carefully prepared. There has been no attempt to present

the picture solely from the Treasury point of view. The facts speak -

for themselves. I agree unqualifiedly with the conclusions stated.
A. W. MELLON,
s Secretary of the Treasury.
v
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To the UNDERSECRETARY OF THE TREASURY:

We are transmitting herewith a survey of the administration of
the income and excess profits tax acts. The survey was undertaken
primarily for the purpose of assisting the Joint Committee on Inter-
nal Revenue Taxation in its study of the administration of the
internal revenue laws.

It is recommended that, if the survey meets with your approval,
it be submitted to the Commissioner of Internal Revenue and to the
Secretary of the Treasury and that, if it meets with their approval,
it be submitted to the Joint Committee on Internal Revenue Taxation.

A. W. Greaa.
C. R. NasH.
E. C. Anvorp.
Approved :
OcpeEx L. Micis,
Undersecretary of the Treasury.
Davip H. Brarr,
Commissioner of Internal Revenue.
A. W. MEeLLON,
Secretary of the Treasury.
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SURVEY OF THE ADMINISTRATION OF
INCOME AND EXCESS-PROFITS TAXES

CHAPTER I. INTRODUCTION

The accompanying survey of the administration of the income and
excess profits tax acts has been undertaken by the Treasury Depart-
ment in order that an accurate and complete analysis of the condi-
tions existing on June 30, 1927, will be available. It is the first com-
prehensive inventory of the work confronting the Bureau of Internal
Revenue undertaken since 1923. It was the opinion of the Treasury
that the completion of a thorough and detailed study would be a
substantial contribution toward the ultimate simplification of the
income tax laws and their administraticn. It is hoped that this
survey will assist the Joint Committee on Internal Revenue Taxation,
the Committee on Ways and Means, the Committee on Iinance, the
Members of Congress, and the public in an appreciation of the task
imposed upon the Treasury in the administration of eight recent and
separate acts imposing internal-revenue taxes, of the manner in which
that responsibility has been borne, of the unprecedented administra-
tive problems imposed, of the situation as it exists to-day, of the
problems confronting the Treasury and awaiting solution, and of the
soundness of the solutions suggested.

To many of the public the Government is personified. There are
criticisms of delays, of decisions in particular cases, and of conflicting
rulings. But there were on July 1, 1927, approximately 13,000 officers
and employees in the Bureau of Internal Revenue and its field service.
The persons who made decisions yesterday are not with the bureau
to-day. And they have taken with them their experience, their
insight into the problems, and the results of their studies. The
administration of any law is effectively limited by the experience,
ability, and judgment of the personnel. The personnel problem is
the most difficult. A satisfactory solution has heretofore been denied.

An effort has been made to so arrange the survey that the impor-
tant facts revealed and the important conclusions drawn therefrom
will be readily available to all readers of the report, and that all the
facts will be available to those who may desire to devote the time
necessary to an exhaustive study of the report and appendices.

The survey does not include the administration of the miscellaneous
taxes. The work of the bureau in connection with the administration

of miscellaneous taxes has always been reasonably current.
1
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CHAPTER II. CONCLUSIONS AND RECOMMENDATIONS
PART 1. SUMMARY OF OUTSTANDING FACTS

(1) For the first time since the war it can now be said that the
auditing work of the Bureau of Internal Revenue is practically
current.

(2) Of the number of old cases still pending in the bureau, an
almost negligible number are awaiting original audit. To a very
large extent they are cases that have been reopened by taxpayers
through the filing of claims for refund.

(8) More than 19,000 undecided cases are pending before the
Board of Tax Appeals, involving aggregate deficiencies of approxi-
mately $550,000,000. The petitions being filed with the Board of
Tax Appeals exceed the number disposed of by more than 200 per
month.

(4) The office of the general counsel is literally swamped with
work.

(5) Although the nature of the problems remdins substantially
the same, the burden has been transferred from the Burcau of In-
ternal Revenue to the general counsel’s office and the Board of Tax
Appeals.

(6) In cases before the Board of Tax Appeals involving amounts
of $10,000 or more, the Government has succeeded in sustaining only
about 50 per cent of the deficiencies asserted.

(7) The period of delay between the date of the bureau’s action
and the final decision of the Board of Tax Appeals prevents the
decision from becoming a precedent for the action of the bureau upon
similar points. Taxpayers not involved in the proceedings before
the board can protect their interests. The bureau can protect the
Government’s interests in doubtful cases only by deciding against
the taxpayer or, after obtaining waivers, by failing to decide.

(8) There are only eleven attorneys in the office of the general
counsel who have served in the oflice more than siz years. Since July,
1924, 52 attorneys have resigned from the general counsel’s office.
There have been in the Income Tax Unit alone 4,727 resignations of
professional and technical officials during the last seven years.

PART 2. SUMMARY OF OUTSTANDING CONCLUSIONS

(1) An opportunity to retain trained, experienced, and competent
personnel is essential.

(2) The burden has been transferred to the Board of Tax Appeals
and the general counsel’s oflice, and this burden must be relieved <f
their true functions are to be performed properly.

(8) The Government is handicapped in litigation. It can well
afford to settle many more cases without resort to litigation.

(4) Cases must be closed fairly and finally by the bureau. The
shifting of responsibility to the general counsel’s office and to the
board and the constant reopening of cases, as a result of decisions of
the courts or the Board of Tax Appeals or a change in regulations,
should be brought to an end.



REPORT ON INTERNAL REVENUE TAXATION 3

(5) The Treasury is cognizant of its fair share of responsibility.

(6) Taxpayers should cooperate. They are by no means blameless
for existing difficulties.

In order to present the situation in broad outline, the above con-
clusions must be supplemented by three truisms—

(1) At root, the major ploblem is one of personnel.

(2) All tax cases can not be closed upon a basis of absolute accu-
racy. To attempt to do so is to sacrifice accomplishment to unattain-
able ideal. Prompt and final settlement is often more important than
meticulous accuracy.

(3) The collection of revenues is primarily an administrative and
not a judicial problem. As far as the Federal income tax is con-
cerned, a field of administration has been turned into a legal battle
field.

PART 3. SUMMARY OF CAUSES CONTRIBUTING TO CONGESTION

(1) The size of the iob.

Over $35,000,000,000 were collected and more than 62,000.000 re-
turns were filed for the years 1917 to 1926, inclusive. Little real
progress toward administrative organization could be made during
the war years. Government officials, as well as taxpayers, were con-
fronted with problems never before presented. The intricate facts
surrounding practically every transaction of importance occurring
during this period required ascertainment and analysis and their legal
consequences determined. Principles for the valuation of most of the
assets of the country had to be evolved and the valuation made. The
books of the largest corporations in the world had to be audited.
Methods of accounting adaptable to the determination of tax liabil-
ity had to be installed. The Government had to develop a system
in the offices of collectors competent to handle a business in tax collec-
tions ten times as large as during any previous period of its existence.
The amounts contingent upon intangible theories are staggering. It
is not surprising that attempted solutions have provoked delays and
litigation.

(2) Personnel.

It has been impossible to build up and refain an adequate per-
sonnel. The Government and the public have a right to demand that
the personnel charged with the administration of the internal revenue
laws possess extensive experience, ability, unquestionable integrity,
and sound judgment. Persons capable of holding important posi-
tions have been developed by the Treasury, but in many cases it has
been impossible to retain them. The turnover has been and is
devitalizing. FEach resignation imposes delay and immediate real
loss to the taxpayer and the Government, for a knowledge of the
cases must be acquired by the successor. But the resulting delay to
individual cases is relatively of minor consequence. The individual
who resigns can not leave with his successor his experience, back-
ground, ability, and judgment.

Ability alone is insufficient. An individual must have had the
necessary experience, that only time can give, to have an adequate in-
sight into the effect of the decisions he is called upon to make. New
men can not be trained rapidly enough to assume the positions of
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those who resign. The field from which persons competent to carry
on the work can be selected has been and probably always will be
decidedly limited. It is only by the retention of persons capable of
holding positions of importance that an adequate personnel will be
obtained.

The bureau loses regularly a large proportion of its ablest em-
ployees because it can not meet the terms offered by others. A cer-
tain amount of this leakage is inevitable. But the present turnover
is excessive. Surely the bureau should be able to compete for the
services of efficient employees whom it desires to retain with State
tax commissions and business concerns of moderate size. The
bureau should not remain indefinitely a training school in which
young men and women of talent educate themselves and then resign
to find a permanent career outside. The Government should find
means in higher salaries and more attractive tenure to induce a
larger porportion of its ablest employees to stay and find dignified
careers in the public service. If this can not be done, it will be the
body of taxpayers and the Treasury—not the employees of the
bureau—who will suffer most.

The Government can well afford to retain a substantial portion of
the personnel it has developed.

(3) The policy to decide upon a basis of absolute accuracy.

T he difficulty in the past in closing big cases and in settling cases
without litigation has arisen largely as a result of the attempt of the
bureaw to settle with mathematical accuracy and with pure logic
questions which by their nature are not susceptible of mathematical
or logical determenation. The bureau in the past has attempted to
determine such questions as the valuation of natural resources, the
valuation of intangibles such as patents, the determination of the
amortization of war facilities, and the computation of depreciation
by the use of formulae and with mathematical accuracy. By far the
majority of the questions arising in disputed cases can not be solved
with exact precision, but should be settled by administrative action
within the bureau on the basis of the best -judgment of competent
officials.

Important questions of law must, of course, be decided finally by
judicial tribunals. But the best interests of the Government and of
the taxpayer will be promoted if the great majority of the disputed
questions involving no important principle are settled by adminis-
trative action within the bureau. Even a casual analysis of the
history within the bureau and through the courts of various cases set
out in this report will demonstrate that both the Government and the
taxpayer will benefit by such action.

The nature of the problems involved in many classes of cases makes
their solution adaptable to administrative and not judicial action. It
is impossible to predict the decision of a judicial body upon such
questions of fact as valuations of natural resources, patents, or good
will; upon questions presented in an amortization determination;
upon a case involving contemplation of death; upon the propriety of
depreciation allowances; or upon similar questions.

Furthermore, the bureau is not as well prepared as the taxpayer
to litigate with any success these questions of fact and of opinion.
It does not have, and so far has not been able to secure, suflicient
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attorneys to present properly to the Board of Tax Appeals and the
courts the Government’s position in these cases. The statistics
show that the bureau has collected through the Board of Tax Ap-
peals only about one-half of the tax claimed by it. It is apparent
from a study of the board’s decisions that the great majority of
the reversals of the bureau have been in cases involving questions of
fact, judgment, and opinion. It is believed confidently that as much
or more tax can be secured by settling these cases by administrative
action within the bureau than by litigation. But even more impor-
tant than the tax collected will be the benefit both to the Government
and the taxpayer of disposing of these old matters without pro-
tracted controversy.

(4) The attitude of the taxpayer.

The taxpayer and his attorney must assume their fair share of the
responsibility for the present situation. If the attitude of the
Government is to change, the attitude of the taxpayer and his attor-
ney must change. The taxpayer must be willing to review his
entire case and to settle upon a basis fair both to the Govern-
ment and himself. He must abandon his desire to litigate every
doubtful point decided against him and to accept without question
doubtful points decided #n Ais fawvor. It is believed that a substantial
majority of taxpayers will alter their attitude to conform to that of
the Government.

It happens not infrequently that the presentation of the taxpayer’s
case to the bureau is insufficient. This fact is attributable to many
causes, among them being the employment of incompetent representa-
tives and the desire to avoid expense necessary to a complete and
proper presentation. Many of the cases in which the bureau is re-
versed by the board would have been decided by the bureau in
conformity with the board’s decision had the taxpayer presented his
case to the bureau in the manner in which it was presented to the
Board of Tax Appeals.

Much of the criticism urged by taxpayers that they are unable to
obtain a decision from the bureau is misleading. What is really
meant is that the taxpayer can no¢ obtain « favorable decision. The
taxpayer’s realization that an unfavorable decision will be forth-
coming prompts him to seek delay.

(5) Reopening cases.

Of cases for the years 1917 to 1921, inclusive, 1,109,939 once closed
by the bureau have been reopened. An analysis of the causes occa-
sioning the reopening of cases is given hereinafter. The opportuni-
ties to reopen must be brought to an end if an intolerable situation
is not to continue.

(6) Shifting responsibility.

It is admitted that there has been a failure on the part of the per-
sonnel of the bureau to assume responsibility in the disposition of
cases. Final decisions have been shifted from place to place in the
bureau and from the bureau to the Board of Tax Appeals. “Passing
the buck ” undoubtedly exists. This is, in most instances, merely a
consequence of the Treasury’s inability to retain individuals compe-
tent and willing to assume responsibility and to make final decisions.
A changing personnel can not grasp adequately vital and far-reaching
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problems of policy and law involved in final decisions of tax cases.
An individual who does not possess an adequate appreciation of
the decision he is asked to make can not be criticised for refusing to
assume responsibility.

(7) Determinations made becaunse of the running of the statute of limitations.

It is admitted that in the past many deficiency letters have been
mailed in order to protect the interests of the Government from the
bar of the statute of limitations. The chart showing the status of
the work of the Board of Tax Appeals reveals an extraordinary in-
crease in the number of petitions docketed immediately following
the expiration of the statutory period upon assessments for any par-
ticular year. The necessity for this practice in the past is apparent.
There must be a considerable and immediate reduction in the number
of deficiency determinations made in order to prevent the running
of the statute of limitations.

PART 4. ANALYSIS OF THE PROBLEMS

(1) Relieving the present cengestien before the Board of Tax Appeals.

It is essential that effective measures be applied in order to relieve
the congestion before the Board of Tax Appeals. There should be
an opportunity to withdraw from the board cases which may be
settled properly by administrative action within the Treasury and
without the necessity of a decision by the board.

The Board of Tax Appeals is functioning at present at as great a
speed as is consistent with sound decision. A material increase in its
production should not be sought or expected. There are, however,
some requirements occasioning unnecessary delays in its proceedings,
and these should be removed.

(2) Preventing future congestion.

Unless methods are found for more effective and final closing by
administrative action within the Treasury, the accumulation of cases
before the board will increase. Notwithstanding the fact that the
percentage of cases going to the Board of Tax Appeals is extraordi-
narily small (0.6 per cent of the total cases disposed of by the
bureau), the actual number of petitions docketed by the board estab-
lishes conclusively that administrative settlement is essential in every
case susceptible of administrative settlement.

(3) Eliminating delay in decisions by the Board of Tax Appeals.

At the present time the decisions of the Board of Tax Appeals are
frequently handed down so long after the action of the bureau that
the decision does not serve as a precedent for the bureau in its action
in similar cases. The bureau can not tie up its cases, postpone its
action, and await final decisions of the board. In the opinion of the
Treasury, one of the most important functions of the Board of Tax
Appeals 1s to render decisions upon important questions of law expe-
ditiously, so that the decisions will serve as guides for the future
action of both the Government and the taxpayers.

Irailure to settle cases within the bureau creates a major problem
which deserves the most careful attention. The problem can best
be stated by an illustration. Take a disputed question such as the
taxation of gain or loss resulting from the sale by a parent corpora-
tion of the stock of an afliliated subsidiary. The bureau holds that
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such gain or loss must be recognized. Many corporations take such
losses to their advantage, while the companies with corresponding
gains promptly appeal their cases to the Board of Tax Appeals.
In any important question of this kind, two or three years are likely
to elapse before the bureau makes a final ruling. After the bureau
rules, two or three years additional are likely to elapse before the
board renders its decision—and the more congested the board’s docket,
the longer the delay. After the board decides, two or three years
may be required before the Supreme Court speaks. The interval
elapsing before a point of this importance is finally decided can
hardly be less than six years and may be eight or nine years.

This means that the period of limitations will have ewpired in
many cases in which the disputed point was decided in the towpayer’s
favor—The bureau—if the Supreme Court reverses its ruling—can
not go back and disallow the losses already allowed in cases barred
by the period of limitation; and the taxpayers who paid taxes on the
gains will have protected themselves by the filing of claims for refund,
while others will have appealed to the board. 7'ke period consumed
in appeal exceeds the statute of limitations, and this means for the
Treasury—" heads we lose, tails you win.”

Whatever the ultimate remedy for this evil may be, the evil is
aggravated by congestion and delay, and may be mitigated by a wider
settlement of cases through administrative action.

The above illustration is typical of a large number of cases, affect-
ing many millions in tax lability, in which the bureau’s decision
however made affects adversely one group of taxpayers and is favor-
able to another group.

(4) Relieving the general counsel’s office.

The primary functions of the general counsel’s office are to advise
the bureau upon questions of law (with the facts necessary for the
determination of tax liabilities ascertained by the bureau) and to
protect the best interests of the Government in litigation. Tt is a
physical impossibility for an attorney responsible for the handling
of from 200 to 500 active cases to represent the Government properly
in each case. He is forced to assume the defensive and to resort to
every available device and technicality. A substantial step toward
solution will be made if problems (1) and (2) above are solved
satisfactorily.

PART 5. DETAILED RECOMMENDATIONS

(1) Personnel of the office of the general counsel.

It is recommended that—

(«) The positions of the heads of the six divisions of the general
counsel’s office and of the two assistant general counsel should be
classified in grade 7 of the professional service of the classification
act, which specifies a salary of $7,500 a year; and there should be at
least 15 positions classified in professional grade 6, which specifies a
minimum salary of $6,000 a year. g

(0) The Commissioner ot Internal Revenue, with the approval
of the Secretary of the Treasury, should be authorized to make orig-
inal appointments in the office of the general counsel in professional
grade 5, which allows an entrance salary of $5,200.
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(¢) The Commissioner of Internal Revenue, with the approval of
the Secretary of the Treasury, should be authorized to appoint in
professional grade 2 (at an entrance salary of $2,400) graduates of
law schools, without the professional experience now required.

(2) Personnel of the Bureau of Internal Revenue.

It is recommended that—

(¢) The Commissioner of Internal Revenue, with the approval of
the Secretary of the Treasury, should be authorized to classify in
grade CAF 14 the positions of three technical advisors to the commis-
sioner, at salaries of $10,000 a year.

(b) The positions of at least 75 technical experts of the Bureau of
Intérnal Revenue should be classified in the grade CAF 13, which
specifies a minimum salary of $6,000.

(¢) The positions of 20 revenue agents in charge should be classi-
fied in grade CAF 18, which specifies a minimum salary of $6,000,
and the remaining revenue agents in charge should be classified in
grade CAF 12, which specifies a minimum salary of $5,200.

(d) The positions of the personnel in Washington and in the field
should be reclassified so that their salaries will be increased to accord
with the responsibilities imposed.

(3) The special advisory committee.

The organization and functions of the special advisory committee
are discussed in detail hereinafter. It is hoped that the outline of
work to be accomplished by the committee will be approved and in-
dorsed, and the committee will be accorded fullest cooperation.
Every effort should be made to instill in the committec the spirit
essential to its success.

(4) Change in attitude toward settiement of cases.

The change in attitude necessary for the effective closing of cases
by administrative action within the Treasury has been discussed. It
is appreciated fully that this change can not be accomplished except
gradually. Tt is also appreciated fully that the use of sound discre-
tion in the settlement of tax cases can not be expected from any but
the most experienced, trained, and competent men. It is necessary
to begin at the top. The authority should not be granted indiscrimi-
nately. Responsibility must at all times be fixed definitely. The
special advisory committee is an experiment, admittedly. If the
experiment proves successful, in time it may result in a change of
attitude on the part of all concerned and the collection of income
taxes become, as it should, an administrative problem rather than a
legal battle.

(3) Closing agreements.

The movement already begun to stimulate closing agreements under
section 1106 (b) of the Revenue Act of 1926 should be continued.
Closing agreements offer the greatest opportunity for the final closing
of cases. Section 1106 (b) should be amended, as recommended by
the Joint Committee on Internal Revenue Taxation, so as to permit
closing agreements (subject to subsequent approval of the Secretary
of the Treasury) whenever the taxpayer and the Government’s repre-
sentative agree upon the tax liability.
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(6) Deficiency determinations.

It is believed that the bureau is capable of making better determi-
nations of deficiencies in many cases. Soundness of the determina-
tions is far more important than volume of production. Deter-
mination should not be postpened so that the running of the statutory
period requires hasty action.

(7) Revision of deficiency letter.

It is believed that many petitions are filéd with the Board of Tax
Appeals because the taxpayer is unable to understand from the de-
ficiency letter the exact decision of the bureau. The proposed
revision of the deficiency letter, so that it will state accumulatively
all prior adjustments and determinations, is indorsed.

(8) Stipulations.

Although the general counsel’s office has disposed, by stipulations,
of more cases pending before the Board of Tax Appeals than the
board has disposed of by decision, it is believed that there is a sub-
stantial opportunity for increasing the number of stipulations.
Stipulations of unimportant facts should be encouraged in order to
facilitate proceedings before the board. Whenever the attorney in
charge of the case can enter into stipulations of fact properly, he
should do so. It should be borne in mind, however, that a proper
personnel is essential before the practice of entering into stipulations
can be increased extensively.

(9) Regulations of prospective rather than retroactive application.

Many of the reopenings by the Government can be prevented by
giving, in every instance where sound judgment will permit, only
prospective effect to changes in regulations. The authority granted
in section 1108 (a) of the Revenue Act of 1926 has been exercised in
several recent instances. It is recommended that this practice con-
tinue. It should be noted, however, that the power granted by this
section is limited to amendments not occasioned by a court decision.

The application of decisions of courts, decisions of the Board of
Tax Appeals, and decisions of the general counsel’s office to cases
already closed by the bureau, or to cases in which a definite decision
upon some particular issue has previously been made, presents an
exceptionally difficult problem. Efforts to find a sound solution
should be continued. There must be some method by which the
practice of constantly reworking cases, after a fair and satisfactory
decision of one or more of the issues involved have been reached, may
be stopped.

CHAPTER IIl. THE BUREAU OF INTERNAL REVENUE
PART 1. PRESENT STATUS OF THE WORK

The administrative work of the bureau is current.

The work of the Bureau of Internal Revenue is practically current
to-day ; 99.8 per cent of all returns filed for years prior to 1923 have
been closed, and 99.5 per cent of all returns filed for years prior to
1924 have been closed. All the returns filed for 1923 will be closed
by December 31, 1927. According to the present program, the returns
for 1924 will be audited by June 30, 1928, and the 1925 returns by
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September 30, 1928. 76 per cent of the 1926 returns already
are accepted and closed, and 87 per cent of the 1926 returns will be
finally closed by the end of this year. Following a practice which
has recently been adopted, each taxpayer whose return has been
accepted has been notified by the Commissioner of Internal Revenue.
Stated in numbers of returns, the job before the bureau with respect
}:'0 returns filed for years prior to 1926 was, on October 14, 1927, as
ollows:

Number of returns for years 1917 to 1925, inclusive, to be audited as of
October 14, 1927

|
- Number | Number

Year of returns Year of returns
1917 oo 512 || 1923 20, 445
1918 736 || 1924 = 81,482
1919 1,035 || 1025 | 21382t
1920. 1,615 ————
1921 A 1,818 TOUa ] S T 325,129
1922 3,662

There appears in the appendix a tabulation showing the results of
the survey, by internal revenue agents located in offices of collectors
of internal revenue, of returns filed for the calendar year 1926.

NumBer oF ReETUrRNs FILED FOrR THE YEARS 1917 1o 1926, INcLUSIVE

The following table gives the number of individual and corporation
returns (partnership, fiduciary, and other information returns are
not included) filed for the years 1917 to 1926, inclusive. It appears
that the total number of returns has fallen off rapidly since 1928.
These figures, however, should be examined in connection with the
second following table, which shows that the number of larger re-
turns—those entailing the greater labor of audit and interpretation—
has steadily and strikingly increased.

Years 1040 1040-A 1120 Total

1017 = 432,662 | 3,040, 228 351, 426 3, 824, 316
BT o R e e i L R B 478,962 | 3,946,152 317, 579 4,742, 693
1919 657,659 | 4,675,101 320,198 5,652, 958
1920. ] 784, 511 7,253, 272 345, 595 8,383,378
1921 695,607 | 6,162,818 356, 397 7,214, 822
1922 I 730,780 | 6,160,289 382, 883 7,273,952
1023 i 625,897 [ 7,327,551 398, 933 8, 352, 381
1924 IS 697,138 | 6,716,854 417,421 7,831,413
D el e 830,670 | 3,451,391 430,072 4,712,133
1926 — - ———-| 1,864,332 | 2,118,683 470, 622 4,453, 637

Potal R e e 7,798,218 | 50,852,339 | 3,791,126 | 62,441,683

All 1917 returns were forwarded to Washington. All individual
returns for 1918 to 1922 filed on Form 1040 and showing net income,
and all corporation returns were forwarded to Washington. All
individual returns for 1923 showing gross income in excess of $15,000,
and all corporation returns were forwarded to Washington. All
individual returns for 1924 and 1925 showing gross income in excess
of $25,000, and all corporation returns were forwarded to Wash-
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ington. All individual returns filed on Form 1040 and all corporation
returns for 1926 were surveyed by field forces of Income Tax Unit
under the preliminary audit theory and forwarded to Washington.

There follows a tabulation showing the enormous increase in the
number of returns filed by corporatlons and the larger individual
taxpayers over the five-year period from 1922 to 1926. A corre-
sponding increase for the future may be expected.

Table showing total number of corporation returns filed in each of the calendar
years 1922—1927, individual returns by size of net income for the same years,
per cent of increase or decrease over the preceding year, and the per cent of
increase for 1927 over 1922

é Corpora- .
8 tion re- Individual returns
a turns
Lo T ]
& B
i °g Tab i Net income| Net income Net income Net income
A g5 g | Netincome |7s5000- | $0,000- | $100,000- | $300,000
Income year g4 o 5 ! $50,000 $100,000 $300,000 and over
5| 3 |9B%
§,c g |9 o = SN 3 2 = ‘s 2 S kS = e
- 3 g2 =g H2E | 2o (BE |29 | BE (2T }3% g 58
& = @ R 5} Q9 © (o | @@ 2l 2@ | @@
0OOT E-—< Ok E Ok E oR E! ok E::_: o=
= g o = 3 =} S g 3 =] 8 8
= 3 |god P 88 | 2 g8 2 58 2 59 [2 58
(> Z |~ “ [ 4 AT A AT E AT A A
|
1366, 397|. .- 6, 136, 570| .. .____ 514, 537|._ ... ST me— 208 | 246 ...
1382, 883| 7.4316,193,270| 0.92/578, 180(12. 37|12, 000; 37. 663, 494| 65. 91} 537|118. 29
4 1398, 933| 4.197,072, 424| 14.20(609, 263| 5. 38| 12 452, 3.77(3,640| 4.17| 542, .93
417,421| 4. 63(6, 672, 650) —5. 661675, 607(10. 89'15 816, 27.02/4, 941/ 35. 74‘ 774| 42.80
430,072 3. 03/3, 340, 381|—49. 94| 800, 152(18. 43‘20 958, 32.51(7,982 61.54|1, 578/103, 87
442, 251| 2.833, 227, 674| —3. 40| 817, 971 2.22 20 351‘ —2.90(7,904| —.23]1, 58"‘ .25
|

|
Rate of increase in
number of re- ‘
turns filed in

1927 1 over 1922,
per cent_.._......._. 24 —47 59 ‘ 133 278 543

1 For 1927 the figures represent returns filed up to Aug. 31. When all returns up to Dec. 31, are filed
he small decrease, as compared with the calendar vear 1926, for the income classes $50,000 to $100 000 and
100,000 to $300,000 will be overcome.

The manner in which the accumulation before the bureau has been
reduced is best shown by study of the following tabulation which
indicates the balances on hand at the end of the several fiscal periods
from that ended June 30, 1923, to that ended June 30, 1927:

Balances of returns on hand at end of fiscal periods from 1923 to 1927

June 30, 1923 = ~—- 3,032, 544
June 30, 1924 2,430, 044
June 30, 1925 2,011, 084
June 30, 1926 e -—  T42,740
June 30, 1927 474, 535

In the space of five years the bureau h‘ld on June 30, 1927, reduced
the accumulation with which it was confronted on June 30, 1923 from
3,032,544 cases to 474,535 cases, besides keeping pace with ‘the current
returns as they were filed. b

Statistics of cases remaining open.

The following table gives complete statistics for the years 1917 to
1925, both mcluslve of the number of returns audited and the
percentage remalmno open :

94500—28—vor, 111 2
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Percentages of returns from 1917 to 1925 remaining open on June 30, 1927

Percentage i Percentage
Total e Total o
Return years closed | TORTE Return years closed remajning
todate | OROR . une to date | °Pen June
30, 1927 30, 1927
BT e D 1,312, 980 0.05 1, 552, 925 0.33
T T R 1,274 134 .05 Tl 1,236,945 2.77
1019 e 1, 498, 590 .08 - 1,024,486 9751
1920 . 1, 642, 268 .13 573,679 33.52

TO21RTE: o2 WENRRSC W 1,471, 218 .14

What is meant by * current.”

It might be well at this time to explain what is meant by “ current.”
In the opinion of the Treasury, the administration of any particular
year is “ current” when all the returns for that year are, or will be,
audited within a reasonable period prior to the expiration of the
period allowed by law for the assessment of additional amounts
found due or for the refund of amounts overpaid. For example, in
the case of a three-year statute of limitation upon assessments the
audit should be completed within two and one-half years after the
returns were filed. During 1927 it will be possible to complete all
the audits for 1923. This is the first time it has been possible to
complete the audit of any year prior to the running of the statute of
limitations for that year. There are to-day less than 22,000 returns
for 1923 in process of audit, and they will be closed by December 31
of this year, while the applicable statute of limitations will not expire
until March 15, 1928. The Treasury is confident that, if given the
necessary cooperation, the returns for 1924 and all subsequent years
will be completed a reasonable period prior to the expiration of the
statute of limitations governing.

Final closing of cases the objective.

The responsibility of the Treasury does not end until the amount
of tax properly due has been collected. This responsibility for final
closing is one of the important factors prompting this survey. No
case has been closed finally, from the Treasury’s point of view, until
the tax has been collected and there is no possible opportunity for
reopening.

The effectiveness of closing by the bureau.

The number of cases pending before the Board of Tax Appeals, of
suits pending in the courts, and of claims for refund filed might
well give the impression to persons not familiar with all the facts that
in a large percentage of cases taxpayers must appeal from the decision
of the bureau. But the cases before the board or in the courts or the
subject of refund claims now pending represent less than six-tenths
of 1 per cent of the cases closed by the bureau. Closing by the bureau
means a final disposition of the case in 99.4 per cent of the returns
that is, petitions in only 0.6 per cent of all the cases closed by the
bureau have been filed with the Board of Tax Appeals. It is believed
that this fact is frequently overlooked in the various surveys of the
administration of the internal revenue laws undertaken outside of the
department. During the three-year period ended June 30, 1927,
6,289,567 tax-year cases were closed by the Income Tax TUnit
alone; 96.5 per cent of these cases were closed prior to the issu-
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ance of a deficiency letter. Deficiency letters were issued with
respect to 223,659 tax years (3.5 per cent of the total tax-year
cases). The taxpayers acquiesced with respect to 125,760 tax years
(representing 2 per cent of the total). That is, over 50 per cent of
the cases in which 60-day letters are issued are acquiesced in by the
taxpayers without further action or protest on their part. Agree-
ments in 57,650 tax-year cases were signed and filed by the taxpayers
involved (0.9 per cent of the total tax years). Irom the standpoint
of cases handled by the Income Tax Unit, 99.4 per cent are closed
without petition to the board.

Considering the cases in respect of which deficiency letters had to
be issued, in more than 81 per cent of the cases handled during the
three-year period the taxes proposed were acquiesced in by the tax-
payer. Petitions were filed with the Board of Tax Appeals with
respect to 40,249 of the tax years closed during this three-year period,
or 0.6 per cent of the total years closed- The following tables present
a summary of the above statistics:

(@) Disposition of cases by ihe burcay

Per cent
Total number of cases closed during 3-year period._________ 6, 289, 567
Number closed without mailing deficiency letter—____._______ 6, 065, 908 96.5
No action by taxpayer after mailing deficiency letter—_______ 125, 760 200
Agreements with taxpayer after mailing deficiency letter____ 57, 650 29
Petitions filed with Board of Tax Appeals with respect to-_ 40, 249 -6

(b) Disposition of cases after mailing of deficiency letters

Per cent

Number of deficiency letters mailed during 3-year
period R L 223,659 100

No action by taxpayer_—__________ P ——— 125, 760 56
Protests, but agreements finally signed by taxpayer___ 57, 650 25
Total acquiesced in by taxpayer._._ 183, 410 81

Petitions filed with the Board of Tax Appeals with respect to_. 40, 249 19

The above statistics show conclusively the effectiveness of the
closing of the case by the Bureau of Internal Revenue. Although the
situation concerning the department in respect of the accumulation
before the Board of Tax Appeals is discussed in detail hereinafter,
it is appropriate to invite attention to the fact that the number of
cases docketed with the Board of Tax Appeals represents only 0.6
per cent of all tax-year cases closed by the Income Tax Unit during
the three-year period ending June 30, 1927, and that 81 per cent of
the deficiency letters mailed are accepted without filing a petition
with the Board of Tax Appeals.

Analyses and tabulations of the work of the Board of Tax
Appeals in respect of the 19 per cent of the deficiency letters in
which petitions to the board have been filed are given in the appendix.

Excess Prorirs Tax Cases PExping

Number of old cases pending.

Statements have been made from time to time to the effect that
there were large numbers of old cases still pending in the bureau;
that taxpayers had found it impossible to close their cases in the
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bureau; and that the tremendous burden of the old cases was handi-
capping the bureau severely in its work upon current cases. The
statistics should remove this misapprehension. There are in fact but
3,398 cases in process of audit in the bureau for the years 1917 to 1920.
A statement showing the number on hand for each year, as of
October 14, 1927, is as follows:

0] 512
107 S B N 736
1919 ____ 1,035
1920 S _ 1,615

Total - ooooomeee 3, 098

EsTtinaTE oF AnMouxts INVOLVED

An accurate determination of the amounts involved in the old cases
still pending is impossible. It is estimated. however, that only
$25,000,000 are involved in cases awaiting original audit, that $40 -
000,000 are involved in cases open because of the filing of claims in
ab'ltement, and that about $100,000,000 are involved in cases open
because of the filing of claims for refund.

Causes for not closing.

An analysis has been made in order to determine why these cases,
small as the number is, are still pending. For the purposes of this
analysis an “original case” is considered to be one concerning which
the bureau has at no date i Jn the past stated a conclusion. All other
cases are “ reopened cases,” reopened at the instance of the taxpayer
or by the Government. Under this classification also are included
delinquent returns. A detailed discussion of the reopening of cases
is given hereinafter. The following analysis is submitted solely for
the purpose of determining the status of original cases for the years
in question:

1917 cases

! Total | Original |Reopened

| cases cases cases

|

| |
Field audit review | 126 0 126
Consolidated returns. ... = | 249 69 180
Special adjustment_ .. ____. | 58 0 58

Total 433 |

|

69 364

The 69 cases described as “ original cases” are in the consolidated
returns audit division. The following tabulation indicates the rea-
sons why such cases have not been heretofore closed :

Number held pending determination of affiliations in a single large case___ 13

Number pending recommendations by the office of the general counsel, or
awaiting opinions by the general counsel____ 10

Number held pending engineer’s or revenue agent’s reports——____________ 11

Number in the 30-day status s ——— 0
Number of foreign steamship companies 9
Awaiting information from taxpayer -— 4
Being transferred to field :g
1
3

Pending review : - ol
Awaiting conference with taxpayer——— o e
Memorandum transferring cases to special assessment being prepared____.
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1918 cases
Total | Original |Reopened
casos cases cases
L CIb I A T L S e L CER I o R 234 90 144
Consolidated returns division- 323 172 151
Special assessment SeCEION - - - o oo oo e ccmcaneaeee 91 33 A8
A ) 648 205 3563

The 295 cases described as original cases are in the three sections
mentioned above. The following tabulation indicates the reasons
why such cases have not heretofore been closed :

Pending compliance with recommendations by the office of the general
counsel or are awaiting opinions to be submitted by the general

connsel 25
Held pending engineer’s or revenue agent’s report . _____________ 82
In 30-day status S O 36
Foreign steamship companies__ . 23
Held pending determination of affiliations in the case of the M Company - 1
Audit complete—closing letter being typed— - ________ 13
Being reworked in accordance with memorandum from acting deputy com-

R o) L L e e e o &
Receiving original counsideration in consolidated returns audit division.

All eases assigned_____ 17
Being forwarded to 60-day file—._______________________ . 16
Awaiting information from taxpayer—.________________________________ 6
Awaiting completion of assembly__________ ____________ ________________ 6

Being considered under protest of taxpayer_ . _________________________ 2
Pending conference_________ 5
Being reconsidered in accordance with B. T. A. ruling___________________ 1

Statutory invested capital and income being determined prior to trans-

Awaiting receipt of taxpayer’s agreement______________________________
Awaiting decision of Board of Tax Appeal
Memorandum transferring case to other division being typed
Pending completion of conference report
Closing letter awaiting signature________________

Pending consideration under section 328, cases unassigned
Awaiting receipt of returns requisitioned from collector—_
Letter being prepared allowing special assessment_______
Claims rejection—letter prepared—ready for review_____
Awaiting comparatives____________________
Awaiting legal ruling from rules and regulations_______________________
In process of vreview_________________ ————
Cases receiving original consideration under Sections 827 and 828________

Below is a tabulation of the pending 1919 cases:

=
OB = = = ST O 1D 1D o

N

1919 cases
Total | Original |Rcopened
cases cases cases
Field andit review oo e [ 278 115 163
Consalidated returns audit division 439 282 157
Epeclaliassessmient sectlon s s oo e e aeean 139 43 96
A R e oy ey e e i o SO R SRR 856 440 416

The 440 cases described as original cases are in the three sections
mentioned above. The following tabulation indicates the reasons
why such cases have not heretofore been closed :
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Pending compliance with recommendations by the office of the general

counsel or awaiting opinions to be submitted by the general counsel______ 25
Held pending engineer’s or revenue agent’s report 85
In the 30-day status 52
Foreign steamship companies 39
In process of audit—cases recently made available as result of receipt of

revenue agent’s report, engineer’s report or legal rulings 93

Fraud not present—ureturned to consolidated section for audit.___________ 3
Awaiting legal ruling_____ 6
Pending completion of audit of related cases____ = 2
Pending completion of assembly 9
Being audited under T. D. 4053 recently issued 1
Pending conference = —_— 9
Awaiting information from taxpayer_ 2§
1
63
3
9

Pending review
Closing letter written or mailed
Pending supplementary conference report =
Receiving original consideration under sections 327 and 328_______________

Below is a tabulation of the pending 1920 cases:

1920 cases

e Re-
Total Original
= opened

cases cases s
Field audit revVieW oo e 324 155 169
Consolidated returns audit division.. - 740 516 224
Special assessment section. .......... . 238 129 109
) e 1,302 800 502

The 800 cases described as original cases are in the three sections
mentioned above. The followmd tabulation indicates the reasons
why such cases have not heretofore been closed :

Pending compliance with recommendations by the office of the general

counsel or awaiting opinions to be submitted by the general counsel______ 44
Held pending engineer’s or revenue agent’s report___._ 192
In 30-day status _ - 152
Foreign steflmshlp companies 34
Pending review, typing of closing letters, swnatme, or in 60-day file.__.____ 133
Recently made aetive through receipt of necessary information____________ 95
Held pending settlement of related case 10:
Awaiting information from taxpayers - 69
Awaiting revenue agent’s audit_______ N 24
Peudm'r completionsoffassemb] ySEEETREETEE E TS R T S T 8
Pendlnw conference of completion of confer ence reports - 23
Awaiting legal rulings___ . 2
Pending review_____________ . . 2
Trausterred to other divisions_______.____________ 2

PART 2. OUTLINE OF SUBSTANTIAL ACCOMPLISHMENTS OF THE
BUREAU

Chart of production.

The following chart presents in graphic form, for all years subse-
quent to 1917 “for which information is available, the statistics
showing :

(1) The number of returns closed during each year.

(2) The number of returns on hand at the end of each year.

(3) The additional taxes assessed.

(4) The additional taxes collected.
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BACK TAXES ON INCOMES

Number of Relorns Closed, Number on Hand, Additonal Taxes Aszessed
and Back Tax Collections, Fiscal Years 1923- 1927,

(Repar!a of Bureav ~f Internal Revenue)
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Cost of administration.

The expenditures made for administering the internal revenue laws
for the fiscal year 1927 were $32,967,764.17, not including expendi-
tures for refunding internal revenue collections and taxes illegally
collected, which in no sense are administrative expenses. The aggre-
gate receipts of internal revenue for the fiscal year 1927 were
$2,865,683,129.91.  Accordingly, the cost of operation last year was
$1.15 for each $100 collected, as compared with $1.23 for each $100
collected for the fiscal year 1926, or a reduction of 6.5 per cent.

Approximately 40 per cent of the cost of administering internal
revenne tax laws during the fiscal year 1927 was expended in the
auditing of back-year returns. It is not possible for the bureau to
segregate the cost of auditing back-year returns from the cost of
collecting the current year’s revenue, as the work is interlocking to
a vast extent, and the attempt to segregate such cost would require
a very extensive as well as an expensive system of cost accounting.

The cost of collecting the internal revenue averaged very close
to $1.80 for each $100 collected for 10 years prior to the World War.
Following is a statement showing internal revenue receipts and
expenditures, additional assessments, refunds, and number of em-
ployees, as well as the relative net cost of collecting each $100 for the
fiscal years 1917 to 1927, inclusive. The cost of enforcing the narcotic
and national prohibition acts is excluded.

INTERNAL REVENUE BUREAU

Number of Employees, Total,in Bureau and in
Field;and Cost of Collecting each #100°° of
Revenue, Fiscal Years (921-1927

= Th
Cast ousca’nds
Callectmg Employees
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\‘\\Tjial emploqecﬁ[

po e
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Table showing for each of the fiscal years 1917-1927, total expenditures, total

internal revenue receipts, additional assessments from office and field investi-
gations, refunds of taxes illegally collected, cost of collecting $100, and num-
ber of employees as of June 30

Amolunt of addit.-s fAmdoul}t: of ol ot Nl?mber
Fiscal year 3 i ; _ |tional assessments| refunds of taxes | Cost o. of em-
ended | Totaig;.é;endl r’g\f’:ﬁ];nrtgé}alts from office and illegally col- | collecting | ployees

June 30— p field investiga- lected $100 as of

tions June 30

b7, 699, 031. 08 $809, 393, 640. 44 $16, 597, 255. 00 $887, 127. 94 $0. 95 5,063

12,003, 214. 07 | 3, 698, 955, 820. 93 29, 984, 655. 00 2, 088, 565. 46 .33 9, 597

20, 573, 771. 52 | 3, 850, 150, 078. 56 123, 275, 768. 00 8, 654,171, 21 .53 14, 055

27,037,134.50 | 5,407, 580, 251. 81 466, 889, 359. 00 14, 127, 098. 00 .60 15, 848

33,174,309.17 | 4,595,357,061.95 | 416,483, 708.00 | 28, 656, 357.95 72 17,470

34, 286, 651. 42 | 3, 197, 451, 083. 00 266, 978,873.00 | 48,134, 127.83 1.07 17,710

36, 501, 062. 94 2, 621, 745, 227, 57 600, 670, 632. 00 | 123, 992, 820. 94 1.39 17,613

34,676, 688. 11 | 2,796, 179, 257. 06 577,710, 044. 00 | 137; 006, 225. 65 1.24 15, 884

37,266, 573.16 | 2, 584, 140, 268, 24 312, 667, 876. 00 | 151, 885, 415. 60 1.44 15, 568

34,948, 483.37 | 2,835,999, §92. 19 404, 537,468.00 | 174,120, 177. 74 1.23 14,333

32,967, 764.17 | 2, 865, 683, 129, 91 383, 965, 350. 00 | 103, 858, 687. 78 1S5 13,211

Total..' 311,134, 683.51 | 35, 262, 635, 711. 66 | 3, 599, 760, 988. 00 | 793, 410, 776. 10 |eecocccoe_|oaaacoan ea

The preceding chart presents in graphic form certain of the data
included in the above tabulation; that is, the relation of personnel to
product, and of cost of collection to each $100 of revenue secured.

The total amount of additional assessments and collections result-
ing from office audits and field investigations ($404,537,468) for the
fiscal year 1926 is made up as follows:

Income tax

13985, 358, 165, 32

Bstate taxX— 20, 540, 328. 39
Gifttax o — e 202, 039. 87
Capital-stoek tax_ o __ 7, S00, 424, 54
Sales tax e 1,103, 268. 89
Miseellaneoustax- -~ _ 132, 964. 61
Tobaceo tax e 195, 663. 31
Accounts and collections unit:
Deputy collectors ———- 378, 500, 438. 00
Special squads 10, 704, 165. 00
—_— 89, 204, 603. 00
Total fiscal year 1926 ———— 404, 537,467. 93
Similar figures covering the fiscal year 1927 ($383,965,350) are as
follows:
Income tax - 2 $278, 095, 961. 24

Estate tax - S 12, 539, 645. 83
Gift tax —— - 396, T77.72
Capital-stock tax_._ S S 6, 1306, 335. 72
Sales taX_ e 3, 228, 900. 60
Miscellaneous tax —— - 59, 530. 34
Tobacco tax - = 99, 710. 81
Accounts and collections unit:
Deputy collectors $78, 616, 879. 00
Special squads 4, 791, 609. 00
e 83, 408, 488. 00
Total fiscal year 1927 383, 965, 350. 26

1 Exelusive of $148,867,165.26 deficiency assessments subject to provisions of sec. 274(d}
of Revenue Act of 19“'4, 'and secs. 279 and 280 of Revenue Act of 1926 (jeopardy assess-

ments).

2 Exclusive of $32,704,156.33 deficieney asaes&.ments subJect to provisions of secs. 279
and 280 (jeopardy assessments) of Revenue Act of 1
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It is interesting to note that the total ameunt of refunds of taxes
illegally collected which were made during the past 11 years, namely,
$793,410.776.10, is approximately 22.04 per cent of the total amount
of additional assessments and collections resulting from office audits
and field investigations ($3,599,760,988) which have been made dur-
ing the same period. The percentage of the total refunds made
during the past 11 years to the total internal-revenue collections made
during the same period ($35,262,635,711.66) is approximately 2.2 per
cent.

Returns filed.

62,441,683 individual and corporation returns have been filed for

the years 1917 to 1926, inclusive.

Delinquent returns. :

906,583 taxpayers have been discovered who had failed to file re-
turns, and collections aggregating $45,885,129 have been obtained
from them.

0ld cases still pending—Excess-profits tax cases.
Less than one-fourth of 1 per cent of all returns for 1921 and prior
years remaln open.

Audit current for years subsequent to 1921.
The audit for years subsequent to 1921 is practically current.

Offers in compromise.
1,343,024 offers in compromise were submitted to the bureau during
the period 1919 to June 30, 1927, and all have been adjusted but 1,803.

Claims.
2,214,472 claims have been received during the years 1917 to 1926,
inclusive, and all but approximately 18,000 have been adjusted.

Growth of the Bureau of Internal Revenue.

Prior to the year 1913 the greater part of the revenue of the Gov-
ernment was derived from the tax on distilled spirits, liquors, and
tobacco. The tax collected in 1913 was only $344,424,453.85.

The income tax law was passed in 1913. The provisions were com-
paratively simple, the amounts involved were not large, and the tax
collected for the next few years averaged $436,137,734 annually. But
when we entered the World War the tax on incomes was greatly
extended in order to meet the greatly increased expenditures of the
Government.

The following tabulation is indicative of the increase in the size of
the undertaking :

Returns filed with and revenue collected by Bureaw of Internal Revenue from -

1916 to 1920, showing also percentage of increase for years 1917 to 1920 over
1916

Percentage Percentage
Year RﬁS{’:dr 1| " increase Re\;ggttégcol- increase
over 1916 over 1916

78,280 e e e $512,1723,287. 770 | ST S NIs .

3,824,316 392 809, 393, 640. 44 58

4,742,693 510 | 3, 698, 955, 820. 93 621

b, 652, 958 627 | 3,850,150, 078. 56 658

7,605, 539 878 | 5,407, 580, 251. 81 956
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With the increase in the revenue and the returns shown above went
a corresponding increase in the difficulty and burden of the work to
be performed. To get immediately a sufficient number of men with
the proper qualifications was impossible. Many of the best qualified
men were in the war. The bureau had the keenest competition with
private industry in securing such accountants and engineers as were
not actwally in the war. We were unable to meet the salaries that
private concerns could pay. Lastly, there were few whose training
and experience had equipped them to meet the novel, intricate prob-
lems presented.

PART 3. COMPLEXITIES OF THE WORK

A review of the more difficult and technical tasks thrust upon the
bureau in the administration of the internal revenue laws may be
described briefly.

Valuations.

The laws require valuations of all' natural resources—mines,
minerals, timber, oil, and gas—in this country as of March 1, 1913,
and also as of the date any of the above property was transferred to
a corporation for stock. The valuation of all tangible property as of
the same two dates for invested capital and depreciation purposes
was necessary. Valuation of intangible properties, including patents,
ccopyrights, good will, processes and secret formulas (no precedents
for the valuation of which existed), for invested capital and depre-
ciation purposes was also necessary.

Amortization allowances.

The allowance of a deduction for amortization of war facilities
imposed upon the bureau a unique problem in the determination of
which more than $600,000,000 was involved. This novel allowance
required the determination of such questions as what property is to
be classed as a war facility and the value of the property to the
taxpayer after the war period.

Depletion.

The allowance for depletion has the appearance of comparative
simplicity. What is actually involved, however, is the valuation as
of March 1, 1918, or some other basic date, of all the natural re-
sources in operation for profit. Practically all the natural resources
in this country have been valued in the short space of five years.

Affiliations.

Some of the most complex problems in the administration of the
revenue laws are involved in the determination of invested capital of
a closely allied, or consolidated, group of corporations.

The proportions which a single case may assume are brought out by
the case of a certain large corporation, where the assessment letter,
merely showing the mathematical adjustments, covered 2,267 pages,
with 317 pages of exhibits. The difficulty of the questions involved
in adjusting cases is shown by the fact that in 15 recent tax cases
decided by the Supreme Court of the United States 9 have been
decided by a divided court.
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A report from several attorneys in the general counsel’s office is
included in Chapter V showing the issues involved in the cases pend-
ing before them. There will also be found in the appendix illustra-
tions of the problems involved in a few typical cases and of the
procedure preceding settlement of a case. Undoubtedly, many of
the most aggravating complexities will disappear with the final dis-
position of the excess-profits tax cases. New and unforeseen prob-
lems, however, are constantly arising and will continue to do so. We
have not yet reached the difficulties involved in reorganizations, for
example.

PART 4. OPERATIONS OF THE BUREAU
(¢) TrE Hanpuing or Inpivipuar Rerurns (Forar 1040)
IN COLLECTOR’S OFFICE

Taxpayer files return with collector for his district with payment
either of one-fourth or all of tax due.

Collector assigns appropriate serial number to return. (Different
series are assigned to different classes—as 1040-A part paid, 1040-A
full paid, 1040 part paid, 1040 full paid, nontaxable, etc.)

Comptometer operators verify accuracy of tax computations. If
error has been made, correct amount of tax is indicated and listed,
and taxpayer is notified.

Revenue agents malke separation of returns to classifications—
“Accepted,” “ Oflice audit,” and “ Field audit.”

“Accepted ” return, one which appears to be correct as submitted.

“ Office audit,” one with respect to which agent thinks inquiry
should be made concerning certain debatable item or items.

“Field audit,” one with respect to which agent thiuks taxpayer’s
records should be examined.

Returns in blocks of 100, arranged according to numbers, together
with the lists are forwarded to Washington. This applies to all
1040 returns.

Ix WasHINGTON
PROVING SECTION

Amount of tax shown on return by taxpayer, or as changed by
collector, checked against list. A green pencil is used to circle on
the return the amount of tax listed. This green-circled amount is
used subsequently by employees in setting up additional tax state-
ments or overassessment statements.

The charge against collectors is established as a consequence of
this check.

“Office audit” and “ Field audit” returns are separated at this
point from “Accepted ” returns, and the two former classes at once
routed to the statistical section. No review is given these returns
in Washington at this stage of the procedure. The “Accepted ”
returns are forwarded to the preliminary audit section.
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“OFFICE ’ AND “ FIELD AUDIT ”’ CASES IN STATISTICAL SECTION

The “Office audit ” and “ Field audit ” returns are routed to the
statistical section from the proving section in order that the data
necessary in the preparation of statistics of income may be obtained.
Returns so marked are given first attention in the statistical section
in order that they may be returned to the field at the earliest
practicable date.

In the statistical section the control record for returns of the two
classes above mentioned is prepared.

“ACCEPTED ”’ RETURNS IN PRELIMINARY AUDIT SECTION

“Accepted ” returns are routed from the proving section to the
preliminary audit section for review and closing. If the preliminary
audit section agrees with the field classification of the return as
accepted, a form letter in notification to the taxpayer that the case
is closed is mailed and the return is routed through the statistical
section to the files section of the records division. If the classifi-
cation of the agent is not accepted, the return becomes an “ Office
audit ” or “ Field audit ” case, as the circumstances may warrant.

“ OFFICE” AND * FIELD AUDIT” CASES IN FILES SECTION

“ Office andit ” and “ Field audit ” cases are received in this section
from statistical section. The control record is established, and the
returns are routed to the field—revenue agent or collector—according
to the condition of the work in the offices of the officials for the differ-
ent geographical locations. Charges are made upon the control
record showing dates returns are forwarded to the field. Invoice lists
accompany the returns.

“ ACCEPTED ” RETURNS IN FILES SECTION

“Accepted ” cases are placed in an alphabetical file, no further
action is contemplated, and the case is considered to be closed.

Ix Orrices or CoLLECTORS OF INTERNAL REVENUE OR REVENUE AGENTS
“AGREEMENT CASES ”

“ Office audit ” cases in the offices of collectors or revenue agents are
handled usually by obtaining from taxpayer by letter or personal
contact, information with respect to certain items not sufficiently
explained in the return as submitted.

“TField audit” cases in the office of collectors or revenue agents
are handled by having the representatives of the bureau (deputy
collectors or revenue agents) make an examination at the place of
business or residence of the taxpayer.

If, after discussion with the taxpayer, an agreement is reached as
to the amount of the additional tax due, an appropriate form is
signed by the taxpayer and the return, together with copy of the
report, agreement, correspondence, etc., is routed to the appropriate
collector for listing of the additional tax. The taxpayer is billed by
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the collector for the additional tax. The amount of additional tax
is placed upon the collector’s monthly assessment list, and the file of
the case is forwarded to Washington with the list.

The procedure in respect of the * agreement cases” in the bureau
in Washington is similar to that described above as that followed by
an “Accepted ” return, except that no review of the case is under-
taken in the preliminary audit section unless the case involves a tax
in excess of $5,000, except that test reviews are conducted in the
preliminary audit section of one-tenth of all such cases regardless of
the amount involved. If the final disposition is accepted, the case is
considered to be closed.

If the revenue agent develops an overpayment and a refund is
suggested, the cases are routed to Washington, and each case is sub-
jected to careful review, following which, if the audit as conducted
in the field is approved, the allowance is scheduled for payment
and the return and accompanying documents filed. The case is then
considered to be closed.

“ NONAGREEMENT CASES ”

If the collector or revenue agent and the taxpayer do not reach an
agreement, the complete file is forwarded to Washington. The case
is at once routed to the appropriate basic audit section. It is re-
viewed and, if Washington agrees with the agent, the appropriate
letter is issued. This letter advises the taxpayer to submit his
protest, if he desires to submit one, through the revenue agent in
charge, who comments upon the protest and forwards it to
Washington.

If the bureau after further consideration and conferences with the
taxpayer can not reach an agreement with the taxpayer a 60-day
letter is issued.

If no petition is filed with the United States Board of Tax Appeals
within 60 days, the tax is assessed. The case is thereupon considered
to be closed. If the taxpayer files a petition with the board, the entire
file is transmitted to the office of the general counsel. The case is
ultimately submitted to the board and a determination in respect of
the controversy is reached.

Unless the taxpayer formally agrees to the determination by the
board, the case must be held six months by the office of the general
counsel, since within that period the taxpayer may file suit in the
appropriate court.

At the end of six months, no appeal having been taken, the case is
returned by the general counsel to the Income Tax Unit, the tax
assessed, the return and accompanying document sent to the file, and
the case is finally closed.

If an appeal is taken to the court, the case is not returned nor the
tax assessed until a final decision is reached. Immediately thereafter
the tax is assessed in accordance with the final decision and the case
is finally closed.

(6) Tue Haxprine or CorroRATION RETURNS

The corporation return (Form 1120) follows the routing of the
Form 1040, with the exception of certain cases, which because of
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special technical features are routed, after statistical attention, to the
appropriate audit units in Washington before reference to the field.

Consolidated returns are marked with the symbols “C. R.” and
forwarded to the consolidated returns division. A like procedure is
followed in connection with cases involving certain natural-resource
‘features. Railroads can usually be best audited by a reference to
Interstate Commerce Commission reports, other public utilities by a
check against reports to State commissions, and insurance company
cases by a reference to reports to State insurance commissions.

Except as noted above, the routing followed by a corporation re-
turn is exactly that followed by the return of the individual.

(¢) Tae Haxorine or CramMs For REFUND
INCOME TAX UNIT

A claim for refund of taxes illegally or erroneously assessed and
collected is filed by the taxpayer, on Form 843, with the collector of
internal revenue for the district in which the return was filed. If
the claim applies on a return that is required to be forwarded to
Washington, the collector records and forwards the same to the
bureau in Washington. If it applies on a return which under pro-
cedure is required to be retained for the permanent files in the office
of the collector, it is adjusted in the collector’s office.

Refund claims received in the Income Tax Unit are adjusted in
conjunction with the audit of the return. The claim is first received
in the central mail room of the bureau and routed directly to the
claims control section of the clearing division, where it is determined
whether or not the claim is correctly prepared. If so, it is given a
control number and under this number all subsequent action of the
Income Tax Unit is taken. All necessary correspondence and related
papers o1 returns to be considered in the adjustment of the claim are
then assembled and such papers, together with the claim, are exam-
ined by competent auditors to determine whether the case may be
settled in Washington or whether it will require a field investigation.
Unless there has been a previous field examination, or the point in-
volved is one with respect to which there is no uncertainty, the claim
is immediately referred for field investigation. The reference to the
field of all claims where there is not sufficient record within the
bureau upon which to base definite action represents a change in pro-
cedure directed toward more completely guarding the interests of
the Government and accomplishes a more complete check.

Upon the receipt of the report and recommendations of the field
forces, the claim and the case are then assigned to a specific auditor
by the section unit auditor. After completion of the audit it is
reviewed by the section unit auditor and sent to the review section,
where the claim and the case are reviewed and passed upon as to the
correct tax liability of the return and the proper adjustment of the
claim.

In the event the amount of the refund allowed is in excess of
$50,000, the case is sent directly from the review section to the gen-
eral counsel’s office in the bureau for review and approval, after
which it is forwarded to the claims control section.

If the allowance is in excess of $75,000, and any payment on account
of the allowance is to be made, the case is sent from the review sec-
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tion of the audit division to the general counsel’s office in the bureau
for review and approval, and is then forwarded to the claims con-
trol section. A copy of the general counsel’s memorandum in dis-
cussion of the circumstances of the adjustment is forwarded to the
Joint Committee on Internal Revenue Taxation, as required by the

appropriation act approved February 28, 1927, making $175,000,0C0.

available for the refund of taxes erroneously or illegally collected.

If an overassessment is determined, the item is listed on a schedule
of overassessments (Form 7920) by the claims control section. The
schedule is signed by the commissioner, indicating, among other
things, the approval and allowance of the overassessment (or reduc-
tion of tax liability) and sent to the collector for the district in which
the return was filed.

The collector examines all accounts of the claimant on the assess-
ment lists in his office to determine whether the taxpayer is indebted
to the Government for taxes for any taxable period. If the taxpayer’s
accounts in the collector’s office are- fully paid, the collector lists
the refundable amount in the appropriate column of the schedule of
overassessments (Form 7920) and the schedule is returned to the
Income Tax Unit. The interest under section 1116 of the Revenue
Act of 1926, payable upon the refunds and credits, is computed in
the claims control section and listed on the schedule. The total of the
principal and interest to be paid is then noted on the schedule, which
is forwarded to the Comptroller General of the United States, in order
that (@) the amounts indicated as payable in connection with income
taxes may be checked against the records of indebtedness to the
Government, with a view to witholding payment of the refund in the
event of such indebtedness, and (&) for approval by the General
Acconnting Office prior to payment of the refund. The schedule is
returned to the claims control section and is then sent to the accounts
and collections unit of the bureau, wherein it is determined whether
the money for payment is available in the appropriation which is
properly chargeable, and that unit records against the appropriation
concerned the total amounts payable, as listed on the schedule. The
accounts and collections unit forwards the-schedule to the disburs-
ing clerk of the Treasury Department, who issues disbursement checks
to the taxpayers in the amounts payable, as listed opposite their
names on the schedule.

If a claim for refund has not been filed by a taxpayer and the
audit of his return in Income Tax Unit discloses the fact that an
overassessment has been made, a certificate of overassessment (Form
7776) is issued by the Income Tax Unit, and (after passing through
the same review procedure as a claim) the amount of the overassess-
ment is listed on a schedule of overassessments (Form 7920).

Refund claims applying on returns of gross income of $25,000 or
less, for the taxable years 1924 and 1925, $15,000 or less for the tax-
able year 1923 (Forms 1040 and 1040-A), and on returns of net
income of $5,000 or less (Iform 1040-A) for years prior to 1923,
are adjusted in the collector’s office for the district in which the
return was filed and, with the exception of income-tax refunds of
$20 or less, Forms 844 (notices of refund) are prepared in quintu-
plicate for the amounts allowed by the collector. These forms show
the amounts assessed and paid, the dates of payments and the amount
refundable, together with a statement of the reason therefor. They
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are forwarded to the Income Tax Unit in quadruplicate. These
forms are also prepared by collectors for pure excess collections;
reductions in tax liabilities on all forms of returns because of dupli-
cate assessments which have been paid; overpayments of interest for
failure to pay tax when due; 5 per cent penalty for delinquency in
payment of tax; and interest on deficiencies or additional taxes when
the interest was placed on the assessment list by the collector. When
received in the unit the Forms 844 are reviewed and verified and, if
allowable, interest under the provisions of section 1116 of the Reve-
nue Act of 1926 is computed and the amounts payable are listed on
Form 7920 (schedule of overassessments), which is routed to the
Commissioner of Internal Revenue for his approval, then to the
General Accounting Office, the accounts and collections unit for the
purpose outlined above, and to the disbursing clerk of the Treasury
Department for payment.

In the case of income-tax refunds of $20 or less, Forms 844 are
not required. Such items are scheduled on Form 7809-A by the
collectors. The schedules are sent to the bureau and go through the
procedure established for schedules prepared in the bureau.

DISBURSING CLERK

Upon receipt of properly approved schedules of overassessments
(Form 7920), schedules of refunds (Forms 7809 and 7809-C), sched-
ules of income-tax refunds amounting to $20 or less (Form 7809-A),
the disbursing clerk of the Treasury Department prepares his dis-
bursement checks in the amounts of the several net refundable items
in favor of the respective taxpayers against whose accounts net re-
fundable amounts shall have been allowed by the commissioner,
forwards such checks, together with the certificate of overassessment
(Form 7776) or notice of refund (IForms 844 and 7801), which forms
accompany the schedules, to the respective collectors of internal reve-
nue, who, in turn, mail the checks to the taxpayers concerned in their
respective districts after a final examination and verification by the
collectors.

(d) Tue Hanoring oF WITHHOLDING RETURNS

Withholding returns, Monthly Form 1012, are filed by debtor cor-
porations direct with sorting section. They are accompanied by
three forms of certificates—1000, 1000-A, and 1001. Where the bond
containg a tax-free covenant clause, the bondholder will execute
either Form 1000 or 1000-A—

(1) Form 1000 where the bondholder’s taxable income is in excess
of $4,000 and the bonding company is liable for the 2 per cent tax.

(2) Form 1000-A where the bondholder’s taxable income is less
than $4,000 and the bonding company is required to pay 114 per cent
tax.

The bonding company lists each certificate on monthly Form 1012,
acknowledging its liability for the tax. Upon receipt of these
monthly forms in sorting section the items of tax shown on the cer-
tificates are checked with the 1012 list. -

In the check of certificates and list, it is frequently found that the
bonding company sets up its liability at the 114 per cent rate when

94500—28—vor 1ir 3
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the bondholder has filed certificates setting up the hability at 2 per
cent. The increased liability is noted on the FForm 1012.

On or before March 15 of the succeeding year the bonding com-
pany is required to file an annual Form 1018, which is a summary
of Form 1012, and shows the total tax liability of the bonding com-
pany. This form is filed with the collector and listed for assessment
and forwarded through proving section and subsequently forwarded
to sorting section where the IForm 1012 are checked with it.

The sorting section withdraws. the Form 1012 to be matched with
the Form 1013. Increased liability noted on the 1012 is transferred
to the 1013 and additional assessment is made against the bonding
company.

The certificates, Forms 1000 and 1000-A.. which have been checked
with the Form 1012 are then assembled with other certificates for the
same individuals to be later checked against the individual returns
filed by the taxpayers.

(3) Form 1001 is executed by the bondholder to show that his
total income is less than the credits and exemptions allowed. which
relieves the bonding company of tax liability. These exemption cer-
tificates are not listed, but are forwarded for statistical purposes only.

PART 5. RECENT CHANGES IN ADMINISTRATIVE PROCCEDURE

Numerous changes have been made from time to time directed
toward increasing the efliciency and effectiveness of the work in the
bureau. A few of these changes are described below :

(1) Preliminary audit—In section 274 (f) of the Revenue Act of
1926, there appears the following language:

Sec. 274 (£f) ¥ = * If the taxpayer is notified that, on account of a mathe-
matical error appearing upon the face of the rerurn, an amount of tax in excess
of that shown upon the return is due, and that an assessment of the tax has
been or will be made on the basis of what would have been the correct amount
of tax but for the mathematical error. such notice shall not be considered. for
the purposes of this subdivision or of subdivision (a) of this section. or of
subdivision (d) of section 284, as a notice of a deficiency. and the taxpayer
shall have no right to file a petition with the boalrd based on such notice, nor
shall such assessment or collection be prohibited by the provisions of subdivision
(a) of this section.

- The purpose of this legislation was to permit the Bureau of -
Internal Revenue to correct immediately mathematical errors found
i current vear returns. Prior to this enactment no amount of tax
could be assessed in excess of that indicated by the taxpayer. even
though an erroneons amount was plainly indicated, without full
compliance with all of the procedure provided for the assessment of
deficiency taxes.

To obtain the full benefits of this legislation a force of comptometer
operators is assigned to each collector’s office to verify the arithmeti-
cal accuracy of the returns as submitted. This work is done before
the amount of tax to be assessed is listed. in order that the correct
charge may be set up against the taxpayer.

_ This feature of the preliminary audit procedure has saved much
time to the Government and has resulted in a more prompt collection
ot many millions of dollars.

he comptometer process is. in fact. the so-called preliminary audit,
but the term = preliminary audit * is directed at this time to a wider
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range of effort. To-day it means also “job selection.” This means
that instead of looking upon the job for a current year as an intensive
audit of all returns filed, the appropriate representatives of the unit
(revenue agents) familiar with local conditions, and who in many
instances have conducted investigations of the taxpayers for prior
years, now survey all the returns that are to be forwarded to Wash-
mgton for the purpose of segregating them into the following classi-
fications: “Accepted.” “ Oflice audit,” and “ I'ield audit.”

A case marked for “ Ifield audit” is one which, based upon the
experience of the agent making the segregation, ought to be carefully
examined at the books of the taxpayer. The previous history of the
case, deductions which are not properly explained, or a tax result not
in harmony with that which ought to have been reached upon the
basis of the income statement, having in mind the particular territory
and industry involved or other similar circumstances, will determine
whether or not a case is to be investigated in the field.

A case marked for © Office audit” is one with respect to which it
appears to the agent that it might be beneficial both to the taxpayer
and the Government to have the taxpayer called at the proper oftice
and discuss certain features which are not clearly explained upon the
return.

The value of the office audit work (although considerable revenue
1s derived from the work) is educational in that taxpayers with whomy
items not sufliciently explained ave discussed, will benefit in the
opportunity thus presented to learn the manner in which the items
questioned should be presented in subsequent years. This, of course,
means a saving to the Government in subsequent years’ audit.

The “accepted ” return is the return which, in the opinion of the
revenue agent, reports the tax vesult to be logically expected upon
the basis of the income figures.

Approximately 75 per cent of all returns which under the regula-
tions of the department are forwarded to Washington are marked
“accepted 7 by revenue agents. It is reasonable to expect that this
ratio will increase as the laws are simplified and taxpayers become
better acquainted with the laws.

As a consequence of the preliminary audit, the bureau, within a few
months after the returns of the current year have been filed, has
selected as the job of the Income Tax Unit for audit about 25 per
cent of the returns, and 75 per cent have been closed. The confusion
ineident to an attempt, under the lengthy procedure previously fol-
lowed, to handle the great number of returns has been eliminated, and
the job is found to be an intensive audit, not of 1,200,000 returns, but
of 600,000 returns.

During the fiseal year ended June 30, 1927, there were examined
in the field divisions 688,816 tax years. The Bureau of Internal
Revenue should be developed and organized as so to handle within
two years all the audits for the current year.

(2) Decentralization.—Perhaps the outstanding change in policy
from which more benefits to the burean were derived and, as a con-
sequence of which more progress was made upon the audit than from
any other, is the change which definitely established in the field offices
the basic audit activity of the Bureaun of Internal Revenue.

For several years the bureau undertook what was called a “ desk ”
or “correspondence ” audit. The results of that audit were never
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satisfactory and in practically every case, where a deficiency in tax
was proposed, after the lapse of long periods, it had to be referred to
the field. As a consequence of the policy of having the initial
action in all audits taken in the field, the department eliminated the
waste of time that had theretofore resulted.

Decentralization has resulted as well in benefit to taxpayers, par-
ticularly in permitting an opportunity to discuss their cases with a
representative of the bureau at their place of business or at their
home. It has saved both the taxpayer and the Government money
and time. It has resulted in a better understanding on the part of
the taxpayer of the tax laws and of the purposes of the audit.

A striking benefit of decentralization of audit is observed in the
savings that have been effected for the Government in the considera-
tion of refund claims filed by taxpayers. It frequently occurs that
in the course of an examination of the books of the taxpayer and of
the circumstances upon which the taxpayer depended for refund,
compensating changes favorable to the Government have been made,
with the result that the taxpayer, while maintaining the contention
the basis of the claim, is not entitled to a refund. If these claims had
been considered in Washington and no thorough investigation of the
books conducted, they would have been allowed. During the fiscal
year ended June 30, 1927, consideration in the fleld of refund claims
of the face value of $47,600,000 resulted in recommendations for the
rejection of about $28,000,000 and the allowance of about $7.600,000.
It is interesting to note that as a result of these investigations the
bureau also recovered additional taxes aggregating over $11,000,000.

(3) Abolishing claims section—Prior to the year 1922 a section
designated the claims section handled the adjustment of all claims.
It was separate and distinet from the audit section and had no direct
relation to the audit of returns. An audit of a case might be under
conduct in a separate unit and at the same time a claim might be on
file in the claims section. In January, 1922, the claims section was
abolished and the consideration of a claim became an incident of
the audit. .

(4) Abolishing specialization in audit—Until March 21, 1924, the
policy was followed of maintaining audit units specializing in the
audit of cases involving manufacturing, trading, finance, public
utilities, ete.

On the date above referred to specialization in audit was abolished
and audit units were developed based upon a geographical outline.
This arrangement was more in harmony with the needs of the public,
and developed a better understanding between the field forces and
the audit units in Washington.

(5) Consolidation of operating umits.—A. constant and orderly
policy has been pursued to eliminate excessive overhead and to bring
under one management related undertakings. During the early
history of the Income Tax Unit many independent units were estab-
lished. It appeared that specialization was necessary to handle the
task. There was an inventory section, an amortization section, a
claims section, an independent review division, and other special
units to handle particular problems. This necessitated a constant
transfer of cases, with an accompanying loss of time and of files.
In the rearrangement and reduction of the units there is a concerted
and continued move to correct this unsatisfactory condition.
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(6) Sending the man to the job.—The policy of sending the man
to the job is constantly being promoted. In the early years of the
bureaw’s history the effort appeared to be to move the work to the
force. Howerver, it became evident that if it were possible to move
the employees to the work much better results could be obtained.
This has proved to be a very sound policy. An outpost review has
been established. Representatives of the general counsel’s office have
been placed in the audit units of the Income Tax Unit. By decen-
tralization of the audit the field forces have become the fact-finding
representatives of the bureau. Formerly it was customary to attempt
to secure all necessary facts by correspondence with the taxpayer.

(7) Closings under the provisions of section 1106 (b) of the Rev-
enue Act of 1926—Within recent months the bureau has adopted the
policy of advocating a closing agreement, under the provisions of
section 1106 (b). of ‘the Revenue Act of 1926 in cases involving an
amount in excess of $5,000 for any one year.

Cases closed under such an agreement will not be subject to claim
for refund, with consequent reopening and reconsideration. Neither
can it be reopened by the Government.

The bureau hopes to close with final agreements a large number
of the cases now pending for 1922 and prior years.

During the months of August and September 582 applications
were received. Inasmuch as the aver age number received per month
is fourteen and one-half times the average per month from Novem-
ber 23, 1921, to June 1, 1927, it is evident that the new procedure
1S 1espon51ble for the increase in the number of requests received.

(8) Procedure with respect to jeopardy assessments—After the
passage of the revenue act of 1926 changes were initiated in procedure
with respect to jecpardy assessments as follows:

(a) No jeopardy assessments are made because of the running of the statute
of limitations.

(b) Jeopardy assessments are made (A) where taxpayers are in bankruptey
or where corporations are in dissolution, and (B) in cases where it is necessary
to prevent taxpayers from disposing of their property in an effort to defeat
the collection of such tax as may be due. Instances of this character would
be where it is known or presumed that a taxpayer was intending to jeave the
country or where fraudulent transactions were developed; also where it is
known that the taxpayer is or intends to dissipate the assets. Usually jeopardy
assessments are made only in cases in which fraud circumstances are developed.

The audit sections work up the case with appropriate schedules,
attaching thereto a memorandum addressed to the head of the unit
e\plmmm fully the circumstances and basis for the assessments.

The case comes to the office of the head of the unit for approval
or disapproval, after which it goes to the proving section for assess-
ment it the 3eopardv assessment is approved.

The 60-day letter is held by the proving section for a period of
30 days after the assessment has been made, so that the collector
may advise the head of the unit if his office has secured bonds or
if the taxpayer has made payment of the tax. At the expiration
of the 30-day period the 60-day letter is registered and mailed to the
taxpayer.

As a consequence of this change of procedure the jeopardy assess-
ments for 1927 were $32,704 OOO as compared with $148,867,000 for
the previous fiscal year.

The reasons for making these assessments during the fiscal year
ended June 30, 1927, are as follows:



32 REPORT ON INTERNAL REVENUE TAXATION

Taxpayers have not sufficient assets . 2
Under indictment, using mail to defraud =
Illegal alcohol transactions - =
Convicted of embezzlement
Disposing of assets___________ —
Taxpayer leaving United States R
Property in hands of Alien Property Custodian i
Serving term in workhouse___ _
Proof of claim must be filed at once; estate in process of administraton___
Taxpayers transferring assets_____ . ________ -
Question of priority of tax between New York State and Federal Govern-
ment_____ =
Concealing assets_________
Offers in compromise__._____
Leaving State
Address unknown _ _—

™o

[=r)
QU b= =t QO O e = =t TR

lM%ﬂﬁH

Total_ 140

(9) Special advisory committee—The Treasury's appreciation of
the necessity for immediate and effective relief of the burden now
imposed upon the Board of Tax Appeals and the general counsel’s
office, after a careful analysis of the cases contributing to the con-
gestion and of the classes of cases capable of disposition by adminis-
trative action within the Treasury, led to the establishment in the
office of the Commissioner of Internal Revenue of an agency known
as the special advisory committee. In the opinion of the Treasury
the best interests of the Government, of the Board of Tax Appeals,
and of the public demand that every effort be directed toward prac-
tical and effective solutions of the problem. It is expected that the
committee will render material assistance in the disposition of cases
within the following classes:

(1) Cases involving deficiencies of less than $1,000 and not involv-
ing important principles;

(2) Cases involving difficult or technical questions of fact, such
as valuations, rates of depreciation, bad debts, reasonabie salaries,
etc.. but not invelving questions of law;

(3) Cases in which the deficiency letters were mailed in order to
protect the interests of the Government from the bar of the statute
of limitations;

(4) Cases involving administrative policies in which the interests
of the Government require a change in the policy in force at the time
the deficiency letter was mailed; and

(5) Cases in which the petition was filed by the taxpayer because
of a misunderstanding of the position of the bureau, or on account
of a clerical error in the bureau’s determination.

In the establishment of the committee every effort has been made
to avoid the creation of a new agency to whom the taxpayer may
appeal. TIf the committee is to function properly, it must do so by
a careful selection of the cases to be considered by them. No tax-
payer should, as of right, be given an opportunity to present his case
to the committee. Nevertheless the taxpayer whose case is before
the committee should be given an opportunity to have a hearing
wherever practical before at least one of the persons by whom the
decision will be made.

The committee is organized into divisions, each division consisting
of three members. Conferees are assigned to divisions to assist
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in the expeditious preparation of the case and in hearing and con-
sidering the arguments of the taxpayer. Upon the conclusion of
the hearlnw a memorandum is prepared by the conferees and is
routed, toaether with the case, to the three members of the division.
Each member of the division passes upon the case individually. If
the recommendations made are concurred in by each of the three
members, or are revised and the revision concurred in by each of
the three members, the case is submitted to the chairman of the board.
If the chairman approves, the case is then transmitted to the Com-
missioner of Internal Revenue for his approval or disapproval. The
final responsibility for the dizposition of the case, therefore, rests
directly upon the commissioner.

The committee has not been operating during a suflicient period of
time to permit an accurate pledlctmn b“tSCd upon its production
record. The final settlements effected by it (averaging about 260 a
month) have resulted in a rather substantial reduction in the number
of petitions, which would otherwise have required decisions by the
board. As its experience and personnel permit effective functioning,
the number of cases finally settled without action by the board should
approximate 500 a month. The success of the committee will depend
ultimately upon its ability to bring cases to a settlement promptly,
expeditiously, and satisfactorily, and upon the support and coopera-
tion accorded it.

PART 6. REOPENING OF CASES

Number reopened.

The extent to which cases which have been closed by the bureau
are reopened is revealed by the following tables:

1917 returns

gnbend | b | Sumbes | Otiband
Fiscal year ended June 30— RIS || Ll Umber | 4t end of
ofy fzséial reopened closed fiseal year
1922 o 123,308
) 123,308 9, 209 92, 872 39, 645
1924 39, 645 27, 350 56, 768 10, 227
1925, . 10, 227 11,481 18, 201 3,417
1926 S 3,417 7,594 9, 639 1,372
1927. - = . 1,372 2, 366 3,116 622

On June 30, 1922, there 1em.nned on Innd only 123,308 cases.
Since that perlod 180,686 have been closed. There is a balance on
hand of 622. Accordlngly 58,000 cases were reopened.

1918 returns

| On hand I
Aol - On hand
. 5 beginning | Number | Number
Fiscal year ended June 30— of fiscal | reopened | closed f;dstc:{lge%rr
year | :
|
.................................... 114,956
114,956 53, 585 71,675 96, 866
96, 866 17,773 75,845 38, 792
38,792 3,055 35,845 6,002
6,002 9, 870 13,995 1,877
1,877 5,398 6,414 861
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On June 30, 1922, there remained on hand only 114,956 cases.
Since that period 203,774 have been closed. There is a balance on
hand of 861. Accordingly 89,679 cases were reopened.

1919 returns

On hand l ‘
A - | On hand
Fiscal year ended June 30— hgfg‘él;g;]’g ‘ ;\eoun;g:a I\cllx(glé)der at end of
< | P ‘ fiseal year
year ‘
1
I
............ 1' 354, 947
354, 947 | 59,999 | 234, 818 180, 128
180, 128 | 76,090 | 151, 441 104, 777
104, 777 | 31, 020 123, 642 12,158
12, 155 20, 980 30, 507 2, 628
2, 628 7,976 9,420 1,184

On June 30, 1922, there remained on hand only 354,947 cases.
Since that period 549,828 have been closed. There is a balance on
hand of 1,184. Accordingly 196,065 cases were reopened.

1920 returns

é)n. hand AT D On hand
: N . eginning | Number Number
Fiscal year ended June 30 of fiscal | reopened | closed élstcgf‘qe%fr
year b
.................................... | 1,045,674
1, 045, 674 95, 516 682, 985 458, 205
458, 205 281,716 520, 099 219, 822
219, 822 28, 953 158, 029 90, 746
90, 746 79, 297 162, 922 T2k
7,121 16, 932 21,972 2,081
|

On June 30, 1922, there remained 1,045,674 cases. Since that
period 1,548,088 have been closed. There is a balance of 2,081 on
hand. Accordingly 502,414 cases were reopened.

1921 returns

bOn.hapd ‘ Numb D On hand
Fiscal year ended June 30— SENTINE el Umber | ot and of
of fiscal ‘ reopened closed fiscal year
year
|
............ oo 1,190,902
1, 190, 902 10, 093 | 837, 121 363, 874
363, 874 ‘ 52,374 | 215, 027 171,221
171,221 | 178, 088 341,117 8,192
8,192 J 22,818 28,990 2,020

On June 30, 1923, there remained 1,190,902 cases. Since that period
1,452,255 have been closed. There is a balance of 2,020 on hand.
Accordingly, 263,373 1921 cases were reopened.

To summarize: 1,109,939 cases for the years 1917 to 1921, inclusive,
have been reopened, and all but 6,768 of the returns for these years
had on June 30, 1927, been closed. It is apparent that the reopening
of cases presents a very real problem.
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Cases reopened by the taxpayer.

Claims for refund are filed to prevent the tolling of the statute of
limitations and upon any appropriate basis within the statutory
period. Cases that have been the subject of claims for refund which
have been rejected are subsequently reopened, without regard to the
statutory period, upon the basis of favorable court decisions, retro-
active legislation, or a reversal of bureau position. The taxpayer
upon the presentation of additional material facts, such as informa-
tion supporting a higher rate of depreciation, information supporting
a claim for a lower inventory than that previously used, information
establishing a new or different value, and other information not pre-
viously before the bureau may also under the provisions of Treasury
Decision 3240 reopen cases that have been previously closed.

Cases reopened by the Government.

Cases are reopencd by the Government on account of court deci-
sions, retroactive legislation, a reversal of previous position, and the
acquisition of additional information, such as a diserepancy dis-
covered upon the audit of another case (usually a disbursement in
another case not reported by the recipient), a necessary adjustment
resulting from a decision of an associated case (principally the
determination of a personal service, trust, or partnership case), sup-
plemental investigation by a revenue agent (usually as the result of
information procured during the examination of another case), and
reports of field examinations received after office audit. However,
the Government can not under any circumstances reopen a case for
the purpose of assessing deficiency taxes after the statute has run.

Closing agreements will prevent reopening.

Every effort should be made to familiarize taxpayers with the pro-
visions of section 1106(b). When a final agreement is entered into
under the provisions of this section, neither the taxpayer nor the
Government can reopen the case.

PART 7. PERSONNEL

The bureau has been handicapped severely in its administration by
the constant turnover in personnel, particularly of professional and
technical officials; in the Income Tax Unit alone 11,984 appoint-
ments were made during the period from October 1, 1919, to June*
30, 1927. There were 11,038 separations, of which 5,178 were highly
trained technical or professional employees.

It is impossible to estimate the cost to the Government resulting
from the loss of experienced and efficient employees. The figure
undoubtedly runs into the millions. Considering the cost of train-
ing—about one-half of a year’s salary—the turnover in the Income
Tax Unit has cost $18,086,750. And this amount is insignificant in
comparison with the actual cost resulting from the loss of ability,
experience, and judgment.

The cost of collecting internal-revenue taxes for the fiscal year 1927
was $32,967,764.17. There was assessed and collected from delinquent
taxpayers alone—that is, those who failed to file returns—the amount
of $24,568,996. In other words, the revenue secured as a consequence
of the efforts of the personnel (never more than 1,900) directed
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toward discovering delinquent taxpayers covered approximately 75
per cent of the cost of collecting all internal revenue taxes.

A table showing the present personnel and their salaries will be
found in the appendix.

PART 8. HOUSING

The bureau has been confronted each year with a condition of
inadequate working space for its personnel and filing space for the
1,225,000 returns received annually. The space allotted has been
almost totally unadapted for the proper functioning of the organiza-
tion. The personnel of the bureau has been scattered in seven build-
ings in various parts of the city. Unnecessary movements of returns,
papers, and correspondence has resulted and has severely interfered
with the welding of a compact organization. A personal contact
between officials and employees in the conduct of the work of related
organizations was impracticable, and this resulted in much corre-
spondence and loss of time. A chart showing the location of the dif-
ferent buildings housing the activities of the bureau in Washington
will be found on the following page. Similar conditions with respect
to space were present in a great many of the field offices. :

CHAPTER 1V. THE UNITED STATES BOARD OF TAX
APPEALS

PART 1. INTRODUCTION

Prior to the Revenue Act of 1924 the normal procedure in the
collection of additional taxes was briefly as follows:

After the field investigations and hearings and conferences with
the taxpayer in the field and in Washington, if it was finally deter-
mined that the taxpayer owed an additional amount of taxes for any
year, the commissioner would assess the tax. The taxpayer had then
a choice of two procedures if he disagreed with the determination.
He could pay the tax and file a claim for refund. If the claim was
denied in whole or in part, he could bring suit in the appropriate
court for the recovery of the amount claimed to have been excessively
paid. The second or alternative procedure provided that the tax-

,bayer could file a claim in abatement, together with a bond for the
amount finally found to be due, in lieu of the immediate payment of
the amount assessed. In such case the claim in abatement would be
considered by the burean and a final decision made, and the amount
thus finally determined to be due would be collected from the
taxpayer. :

The Revenue Act of 1924, in order to afford the taxpayer an oppor-
tunity for a determination of the additional amount properly due
prior to payment, created an agency independent of the Treas-
ury Department, whicli was designated the United States Board
of Tax Appeals. The establishment of the board necessitated the
institution of entirely new procedure for the collection of deficiencies
in tax. Under this procedure the commissioner now sends a defi-
ciency letter, commonly known as the 60-day letter, upon the final
determination of a deficiency. The taxpayer is then given an option.
He may pay the amount determined to be due, and, if dissatisfied,
may file a claim for refund. If his claim is denied in whole or in part,
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he may then bring suit before an appropriate court for the recov-
ery of any amount in excess of that which he considered due the
Government. As an alternative, he may file a petition with the
Board of Tax Appeals protesting the proposed assessment. If he
files the petition, the tax is not assessed and he is not compelled to
make any payment except in accordance with the final decision of
the board. The Revenue Act of 1926 provides that the board’s deci-
sion is a final determination of the amount properly due from the
taxpayer. An opportunity for review is afforded either the taxpayer
or the commissioner by a circuit court of appeals and, upon certiorari,
by the United States Supreme Court.

BOARD OF TAX APPEALS

Number of Appeals Docketed, Appeals Disposed of, and
Decisions Rendered. Mon?n)q, Joly 1924 - Augusﬁ92,7

Nuwmbar Number
2500 2500

2000

150 = 1500

Appecls Decketed
(per Board Records
) /\/ A\/\] |
Total disposals \/\/ g /\

- (per: General Coumsel xﬁm) e -
N I~ Y
/ " s \ A N N
-\ / 7
/ F.,rml n“ sioms, \\ /
\ \/ (per Genenst Covnad Recor rs) SN
S N
SN ol - -‘\,\;’ """ > T
) » ) : 5
sk, ec. duns Segt. Dec. Mar, dvne Sept. Dac. Mar done. Sept Dec. Mar. June
Fiscal Yaars 1925 1926 1927 1928

PART 2. CONGESTION BEFORE THE BOARD OF TAX APPEALS

(1) Accumulation of cases.

On June 30, 1927, there were pending before the Board of Tax
Appeals more than 18,000 undecided cases. Roughly, the aggregate
amount of deficiencies asserted by the commissioner in these 18,000
cases is $550,000,000. It has been estimated that the board w ould be
required to de\ ote approximately four years—if no other cases were
presented to it—to clear its docket.

(2) Disposition of future cases.

More than 600 petitions a month are bemﬂr filed with the board.
During September, 1927, the board’s highest production month, 418
cases were disposed of. Accordlnalv, the petitions filed per month
exceed petitions disposed of by more than 200 the number of cases
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closed in the month during which the board reached the highest
point in production.

(3) Graphic picture of the situation.

The chart on page 38 shows the number of appeals docketed per
month with the Board of Tax Appeals, the total cases disposed of
by the board (including formal decisions, dismissals, stipulations,
etc.) and the number of formal decisions by the board.

(4) Relation of deficiency leiters mailed to appeals filed.

The following table shows for each month of 1927 the number of
deficiency letters mailed by the bureau and the number of appeals
filed. It will be noted that during this year approximately 69 per
cent of the deficiency letters were settled without a petition to the
Board of Tax Appeals, and petitions were filed with the board in the
remaining 31 per cent. It should be borne in mind, in determining
any relation between the deficiency letters and the appeals filed, that
the approximate proper relation can be obtained only by comparing
the number of deficiency letters mailed during a month with the
number of appeals filed during the succeeding month. For example,
889 petitions were filed with the board in August. This is directly
attributable to the extraordinarily large number of deficiency letters
(5,088) mailed during July.

(
| | [
| Number of | Number of || Number of | Number ot
| 60-day appeals || 60-day appeals
letters filed i letters | filed

January. ... __.________ 4,812 4,125 5,088 | 645
February. .. ... { 4, 620 1,408 || 2311 | 889
March_ o 5,432 1,038 1,767 | 627
A e 2,061 1,993
Wi ST S R 1, 596 1,050 4501 ) R 29, 850 | 9,300
Junes . o 2,173 525

CASES DISPOSED OF FROM OCTOBER 1, 1926, TO SEPTEMBER 20, 1927,
INCLUSIVE

The following tabulations show the manner in which, according
to the records of the oflice of the general counsel, the 5,300 cases dis-
posed of during the year ended September 80, 1927, were closed and
also shows the amount of deficiencies proposed by the commissioner
and the amount finally determined by the board:

Total cases disposed of

Deficiencies S
Deficiencies
Month Year | Number | proposed by | a0 cnined
of appeals the com- by the board
missioner X -
@ ofoher s s ool 1926 529 | $6,731,994.57 “ $4,574, 678.16
November 1926 528 4, 689, 628.32 | 2, 565, 314. 60
December.....______ 1926 470 5, 829,455. 16 2,835, 741. 50
1027 378 5,301, 819. 47 2, 574, 267. 31
1927 450 4, 592, 203. 51 2, 562, 989. 11
1927 534 5, 444, 610. 29 2, 680, 709. 61
1927 475 5, 548, 994. 45 2, 542, 859. 80
1927 421 8,382,132, 88 5, 448, 287. 59
1927 500 6,391, 796,18 2,743, 901, 42
1927 283 7,316, 735. 08 3, 429, 200. 37
1927 316 4, 587, 623. 98 2,388, 218, 34
1927 416 7,187, 463. 02 3, 596, 261. 81
[ 5,300 | 72,064, 456.91 37, 942, 429. 62
|
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The following table shows the number of cases included in the
above tabulation that were disposed of by the Board of Tax Appeals
upon stipulations between the parties without hearings upon the
merits of the tax liability:

N g Deficiencies

) Number gggg';ndcf; redetermined

Meonth Year I3} e by the board
appeals Sioner upon the

stipulations

279 | $3,907, 625.22 $2, 566, 669. 20
354 3,056, 059. 43 1,208, 214, 08
236 4,159, 094. 63 1, 558, 703. 00
196 3, 506, 119. 00 1,256, 821. 00
199 2,138, 531. 92 765, 220. 00
272 3,275, 644.27 972, 049. 00
251 3, 564,336.07 853, 019. 00
186 3,800, 324. 65 917, 486. 00
202 3,968, 484, 74 1; 529 675. 00
141 4,926, 399. 25 1, 245, 141. 00
62 1,455, 097. 09 513, 743. 00
185 2, 682, 859. 07 758, 785. 00
2,563 | 40,440,575.34 14, 145, 475. 28

The following table shows the number of cases included in the first
tabulation under this heading that were disposed of by the Board
of Tax Appeals by decisions after hearings upon the merits:

Number | Deficiencies Deficiencies
Month Year of proposed by the| determined by
appeals | commissioner the board
I |
October-o—— == .. 1926 it \ $1, 689, 520. 39 $873, 160. 00
November == (81928 44 | 673, 672. 37 397, 204. 00
December o 1926 72 ‘ 910, 347. 03 517, 025. 00
January. = 1927 68 1,307, 034. 16 768, 780. 00
February-.-- 1927 76 | 1,547,740.48 891, 838. 00
March. . 1927 81 | 1,040,694.41 580, 389. 00
April..__ 1927 93 1,423,392. 58 1,128, 575. 00
May 1927 96 | 3,926,582.44 3, 875, 576.(0
June_.._____ 1927 132 l, 837 817.02 628, 732. 00
July . 1927 81 2, 280, 031. 46 2,073, 755, 00
Augusto_ .o 1927 125 2, 087, 066. 55 829, 015. 00
September_....__. 1927 131 | 3, 066, 899. 14 1, 399, 822. 00
Total__. 1,076 ‘ 21, 790, 798. 23 13, 963, 871. 00

The following table shows the nwnber of cases included in the

first tabulation under this heading that were disposed of by the
Board of Tax Appeals by dismissal, without hearings or decisions
upon the merits of the tax liability, because of lack of jurisdiction,
nonprosecution, failure to perfect appeals, failure to pay filing feo
or hearing fees, failure to comply with board orders or upon motion
or consent of the parties:

SR Deﬁcie%cit;es Tt Deﬁcier(zlcies
Number | proposed by 5 Number | proposed by
Month Year (¢ anpeals| the commis- Month Year | appeals| the comumis-
sioner sioner

October._.......... 1926 173 | $1, 134, 848.96 139 $655, 225. 59
November. .. 1926 130 59, §96. 52 166 585, 494, 42
December.... 1926 162 760, 013. 50 61 110, 304. 37
January._.._ 1927 114 548, 666. 31 129 | 1,045,460, 34
February 1927 175 905, 931. 11 100 1,437, 704. 81
March. ... 1927 181 1,128, 271. 61

Apriloooo ... 1927 131 561, 265. 80 ERO A1 WN— | 1, 661 9, 833, 083. 34
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Chart showing accumulation of cases.
The following chart shows the accumulation of undecided cases
before Board of Tax Appeals.

BOARD OF TAX APPEALS

Number of Appeals Docketed, Disposed of, and Pending
Monthly, duly 1324~

Thousands Thoosawds
20

" / )
/ 12
2 10
Appaals Pending
(end  of montn)
| / | | 8

4 \/ 4

o

A :
Appeals Docketed /Y
1 7 N /i
—_ e TN e
A g ey

5 e e o e [ P o
Sepl. Dec Mar. Jvme Sept. Dec. tar. dune Sapt. Dec. Mor. Jure Sept. Dec. Mar Jdone

Facal Year 1925 1926 1927 1328

PART 3. BRIEF OUTLINE OF IMPORTANT FACTS

(1) The controversies under the excess profits tax acts impose by
far the greater burden upon the Board of Tax Appeals. TFor
example : Fifty-three per cent of the tax years involved in cases before
the board or under the Revenue Acts 1917 and 1918. Thirty-three per
cent are under the Revenue Act of 1921. That is, 86 per cent are
under the Revenue Acts of 1917, 1918, and 1921. The provisions
of the Revenue Act of 1918 appear 18,472 times, and the provisions
of the Revenue Act of 1921 appear 16,042 times 1n the cases pending
before the board.

(2) There has been in the past an extraordinary increase in the
number of petitions directly following the expiration of the statute
of limitations.

(8) There are 4,795 cases pending involving less than $1,000
deficiencies.



492 REPORT ON INTERNAL REVENUE TAXATION

(4) A very large percentage of the cases involve difficult and
technical determinations of fact.

(5) Exclusive of the excess profits tax acts, the provisions of law
apparently occasioning the greater number of petitions are (1) the
sections relating to allowable deductions; (2) the statutes of limita-
tion; and (3) section 280 of the Revenue Act of 1926.

(6) The Government has been successful in sustaining its defi-
ciencies in only 40 per cent of the cases involving deficiencies of
$10,000 or more.

A detailed statistical study ot the cases before the Board of Tax
Appeals, prepared by the office of the general counsel, will be found
in the Appendix.

PART 4. RESTATEMENT OF PROBLEMS

The problems presented by the present congestion and accumula-
tion may be restated as follows:

(1) Methods must be found by which a much greater number of
cases pending before the board may be disposed of ; and

(2) Methods must be found by which fewer petitions will be filed
with the Board of Tax Appeals.

PART 5. DISPOSITION OF PENDING CASES

(1) Disposition by the Board of Tax Appeals.

The Treasury Department is of the opinion that the number of

formal decisions of the Board of Tax Appeals disposing of pending
cases can not be materially increased. The department realizes, of
course, that this problem is one solely within the province of the
board. However, several suggestions have been made directed toward
increasing the board’s production. Without discussing in detail the
various suggestions, the Treasury Department desires only to assure
the Congress that 1% is willing to cooperate in every possible way
and to indorse any program acceptable to the Board of Tax Appeals
which, in the opinion of the board, will assist it in the disposition of
the cases pending before it. j
(2) Disposition of cases by stipulation.
It has been stated that tax practitioners find it impossible to enter
into stipulations with the office of the general counsel. The statistics
show that 1,792 cases have been disposed of by the board upon writ-
ten stipulations between the taxpayer and the commissioner. Never-
theless a material increase in the number of stipulations will assist
substantially in the disposition of the pending cases. IFurthermore,
an increase in the number of stipulations will permit the board to
devote a correspondingly greater period to the disposition of other
cases, and also will assist in eliminating otherwise unavoidable delays
in the proceedings before the board. If an adequate, efficient per-
sonnel can be obtained and maintained for the office of the general
counsel, the Treasury is of the opinion that a much larger percentage
of the cases can be disposed of by stipulations, either as to the amount
of deficiency or as to certain of the facts involved in a particular
case.
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(8) Disposition by the special advisory committee.

The special advisory committee (the organization and functions of
which have already been described) is expected to render material
assistance in the disposition of cases now pending of the following
classes:

(1) Cases involving deficiencies of less than $1,000 and not involv-
ing important principles;

(2) Cases involving difficult or technical questions of fact, such
as valuations, rates of depreciation, bad debts, reasonable salaries,
etc., but not involving questions of law;

(2) Cases in which the deficiency letters were mailed in order to
protect the interests of the Government from the bar of the statute of
limitations;

(4) Cases involving administrative policies in which the interests
of the Government require a change in the policy in force at the
time the deficiency letter was mailed; and

(5) Cases in which the petition was filed by the taxpayer because
of a misunderstanding of the position of the bureau.

PART 6. POSSIBILITIES OF A REDUCTION IN THE FUTURE IN THE
NUMBER OF PETITIONS FILED WITH THE BOARD

(a) Review of statistics.

In so far as the part which the burean is to play in preventing
cases from going to the board is concerned, it 1s essential at the
outset that the proper relation between the closing of cases by the
bureau and the cases pending before the board be appreciated. It
will be recalled that, in our past experience, only 0.6 per cent of the
cases closed by the bureau reach the board; and that approximately
81 per cent of the taxpayers receiving deficiency letters acquiesce and
pay without going to the board. Nevertheless, the Treasury should be
of substantial assistance in remedying the situation.

(b) Final closing agreements.

Section 1106 (b) of the Revenue Act of 1926 (with corresponding
provisions in the 1921 and 1924 acts) provides for final agreements
in certain cases. Such agreement entered into between the commis-
sioner and the taxpayev is binding upon both partics, and the case
is finally ciosed and disposed of forever, except only in the case
of fraud. Under the provisions of this section, however, an agree-
ment can not be entered into until a final determination, assess-
ment and payment has been made. It has been recommended by the
Joint Committee that this section be amended to permit the entry
of final closing agreements at any of the various points at which
final determinations may be made. The Treasury earnestly indorses
this recommendation and is confident that a very large percentage
of cases will be closed by final agreements if the necessary flexibility
is given in the statute.

(¢) Closing of excess-profits tax cases.

It is recognized generally that the Revenue Acts of 1917, 1918, and
1921 present extraordinarily difficult problems. It is not surprising
that a large number of cases arising under these acts have been pre-

“sented to the Board of Tax Appeals. However, the number of cases

involving these acts now pending before the bureau is being reduced
94500—28—voL 111——4
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rapidly and this class of cases will be removed within a reasonable
period. If final closing agreements are made possible, it is believed
that many of the cases still pending in the bureaun involving the 1917,
1918, and 1921 acts will never reach the board.

(d) Better understanding of the law.

The fact is frequently overlooked that income tax laws and pro-
cedure are of very recent origin. It was to be expected that several
years would be required before the tremendous number of taxpayers
would obtain a rasonable understanding of the requirements of the
laws and maintain adequate accounting methods. It is believed that
the number of errors on the part of taxpayers attributable to mis-
understanding is being decreased appreciably. Corresponding de-
crease in the deficiencies asserted and the petitions to the board will
result.

The provisions of law relating to deductions from gross income, as
stated above, are the most controversial and result in the most of the
petitions to the board. The Treasury is confident that taxpayers are
rapidly reaching a better understanding of the allowable deductions.
The sections are receiving final judicial interpretations. The number
of petitions attributable to controversies over deductions will decline
markedly in the future. The statutes of limitations have occasioned
considerable difficulty to the bureau and the taxpayer. These con-
troversies can not continue forever, for the proper interpretation to
be given the various statutes of limitations will be decided ultimately
by the board and the courts. Section 280 of the Revenue Act of
1926 marks a novel but necessary departure in the prevention of the
evasion of taxes by the transfer of assets. The constitutionality of
the section has been attacked. It is not surprising that a very large
number of petitions involving this section are now pending before the
board, and it may reasonably be expected that the number will in-
crease. IKinal decisions under this section, however, will be forth-
coming as soon as the cases can be reached by the board.

(e) Revision of the deficiency letter.

It is recognized that many petitions are filed with the board be-
cause the taxpayer is unable to understand the true position of the
bureau and the determinations giving rise to the assertion of the
deficiency. The taxpayer, of course, has received notices from time
to time from the bureau from which, with but rare exceptions, he is
enabled to determine the bureaw’s position. Nevertheless, if the 60-
day letter embodies a more detailed explanation of the basis for the
assertion of the deficiency, the percentage of deficiencies acquisced in
by the taxpayer will be increased, with a corresponding decrease in
the number of petitions filed with the board. The form of deficiency
letter has been revised, and a new form will be available for use in
the near future.

(f) Deficiency letters and the statute of limitations.

The statutes given above, together with the chart of the number of
petitions filed with the board, indicate clearly a very substantial in-
crease in the petitions immediately following the expiration of the
statutory period of limitations applicable to the particular year. It

is true that heretofore the bureau has been forced to send out 60-day

letters, in order to prevent a statutory bar to assessment and collection
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of the amount properly due, in cases where the taxpayer was unwilling
to file a waiver of the statute. It is recognized that undoubtedly in
many cases the amount of the deficiency asserted by the bureau in such
cases was more than probably would have been determined to be due if
the determination had not been hastened by the approaching expira-
tion of the statute. The magnitude of the task confronting the bureau
has been pointed out. The interests of the Government had to be
protected. Indeed, if the bureau had permitted the statutory period
to expire without protecting the Government’s interests, it would have
subjected itself to severe and proper criticism. With quite the con-
trary true, the Treasury believes that tlie bureau is to be complimented
on being able to protect the Government’s interests.

The present status of the Bureau to-day, however, presents a very
different picture from the burden confronting it two, three, or four
years ago. The fact that the bureau is practically current for all non-
excess profits tax years means that the number of deficiency letters
mailed in the future in order to prevent the tolling of the statute of
limitations will be negligible.

(g) Personnel.

The Treasury is confident that the biggest problem in the adminis-
tration of the revenue laws now confronting 1t is the problem of per-
sonnel. Unless personnel of the proper caliber can be cbtained and
unless the experienced and capable personnel now employed by
the bureau can be retained, the bureau can not be expected to func-
tion smoothly, efficiently, and rapidly. The personnel problem is
discussed in detail hereinafter.

(h) Change in attitude toward settlement of cases.

The recommendation that tax cases should be settled by adminis-
trative action, rather than through litigation, and the abandonment
of the policy that all cases must be decided upon the basis of absolute
accuracy, have been discussed. It is believed that the adoption of
these recommendations is vital.

(i) Further changes in administration.

Suggested changes for the improvement and simplification of the
administraticn are being studied constantly. It is believed that
those already adopted, which have been discussed in detail herein-
before, have contributed substantially to the present condition of the
administrative work of the bureau. Undoubtedly, further changes
will be adopted as consideration and experimentation proves them
feasible.

One very important step toward simplification is now being made,
for example, in depreciation studies, conducted in cooperation with
basic industries. As a result of the studies, and whenever practicable,
maximum and minimum depreciation rates will be established. Any
taxpayer may in the future claim a deduction for depreciation
within the rates so prescribed and the deduction will be allowed by
the commissioner. If he claims a depreciation rate, however, the
burden will be upon him to prove the propriety of the allowance.

It is appreciated fully that production in the bureau is not the
ultimate goal. Production must be accompanied by quality of the
work. Efficiency ratings of the personnel must continue to be based
upon the character of work, as well as upon the amount of work,
performed.
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(3) The special advisory committee.

The special advisory committee should be able to render material
assistance in the reduction in the volunie of petitions filed with the
Board of Tax Appeals in the future. For example, its advice may
be sought prior to the mailing of the deficiency letter upon important
questions of policy, with better determinations of deficiencies result-
ing, and taxpayers who have received deficiency letters will, in proper
cases, have access to it in order to effect a proper settlement without
the necessity of filing petitions.

The committee has not been operating during a suflicient period
of time to permit an accurate prediction based upon its production
record. The final settlements effected by it (averaging about 260 a
month) have resulted in a rather substantial reduction in the number
of petitions which would otherwise have required decisions by the
board. As its experience and personnel permits effective functioning,
the number of cases finally settled without action by the board should
approximate 500 a month.

CHAPTER V. OFFICE OF THE GENERAL COUNSEL

The foregoing analysis of the condition of work in the bureau
shows that marked progress has been made in the disposition of
cascs. The Bureau of Internal Revenue, as stated above, is prac-
tically current in its work at the present time.

The pressing problem of the Dureau of Internal Revenue several
years ago was in the Income Tax Unit. It is now in the office of the
general counsel.

This is due to the fact that about 19,000 cases arc pending before
the Board of Tax Appeals, and the general counsel’s office must
defend the burcau’s position before that tribunal.

The problem existing in the general counsel’s office can be under-
stood and appreciated only with a thorough knowledge of the tre-
mendous volume of work pending in the office as related to the per-
sonnel, the complexities and diflicnlties of the cases, and the amount
of work and time which a single case may require. Such a thorough
analysis of the work of the general counsel’s oflice 1s absolutely neces-
sary before any recommendations toward remedying the situation
can be made.

1n the {ollowing pages a detailed analysis is made of the work of
cach division as a whole, of the work of some of the attorneys for one
month, and of specitic cases.

Tie Gexerar CouNSsEL

The activities of the general counsel’s office may be said to embrace
the whole field of Federal taxation in connection with cases in suit
(eriminal aud civil) ; appeals to the Board of Tax Appeals; income
and profits tax cases specially referred by the commissioner on appeal
or otherwise: cases of a similar character received directly from the
Income Tax Unit; estate, capital stock, and sales tax questions; docu-
mentary, public utilities, insurance, occupational, beverage, luxury,
tobacco, oleomargerine, and special taxes; accounts, supplics, and
cquipment; and the consideration, preparation, and revision of
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Treasury decisions and regulations, mimeographs, and other formal
compilations.

The office is divided into six divisions, viz, Interpretative 1, Inter-
pretative II, penal, civil, appeals, and administrative.

The only income and profits tax cases required by existing proce-
dure to be referred to the office of the general counsel by the Income
Tax Unit for review on protests by taxpayers prior to {inal determi-
nation of deficiencies are those involving proposed assertions of pen-
alties. Cascs are referred by the Income Tax Unit to the oflice of
the general counsel, however, without restriction if the consideration
or opinion of the oflice is desired. Cases involving net refunds of
$50,000 or more and all cascs involving proposed allowances includ-
ing interest for any year or years aggregating $75,000 where there
is a net refund in any amount are referred to the oilice of the gen-
eral counsel for review. In respect of cases involving an allowance
of $75,000 or more, the oflice of the general counsel prepares a state-
ment of fact to be submitted to the Joint Committee on Internal
Revenue Taxation. All compromise cases and all cases in which
claims are filed by collectors in bankruptcy and receivership proceed-
ings and claims against the estates of insolvent persons are referred
to the oflice of the general counsel.

Representatives of the oflice of the general counsel are assigned
to the various audit divisions of the Income Tax Unit and are at
hand to advise promptly in matters covered by established prece-
dents; where there is any doubt as to the law in any particular case
or where a new proposition of law is advanced, the question is
referred to the general counsel for decision.

The oflice is the commissioner’s representative in all proceedings
before the Board of Tax Appeals. When an appeal is filed with the
board a copy of the petition is served upon the general counsel, who
then makes a requisition upon the Income Tax Unit for the adminis-
trative file and thereafter handles the appealed case to a conclusion
before the board.

In cooperation with the Department of Justice the gencral counsel
handles all civil internal revenne cases in the Federal courts. The
cases include the prosecution of suits by the United States to recover
unpaid taxes and the defense of suits brought by taxpayers against
collectors of internal revenuc or the United States to recover taxes
alleged to have been erroneously collected, and appeals to the circuit
courts of appeals or to the Court of Appeals of the District of Colum-
bia from decisions of the Board of Tax Appeals. The office also pre-
pares indictments and assists in the prosccution of criminal cases
arising under the income tax laws.

INTrReRETATIVE Division I

This division considers questions relating to the income and excess-
profits tax provisions of the several revenue acts as well as those
questions of procedure (particularly in connection with liens and
distraints) which arise in connection with the administration of the
mternal revenue laws. It also passes finally upon all rulings pro-
posed for publication in the weekly Internal Revenue Bulletin.
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In general practice specific questions are submitted for opinion by
other branches of the Bureau of Internal Revenue. Letters, proposed
mimeographs. and memoranda prepared elsewhere in the bureau
are often submitted for review and comment. While it is impos-
sible to give in detail a summary of the many classes of questions con-
sidered during the fiscal year ended June 30, 1927, it may be said
among the most important have been with reference to amortization,
bases for determining gains and losses in particular cases, depletion
and depreciation, distinction between associations and trusts and asso-
ciations and partnerships, credits and refunds and interest thereon,
installment and deferred payment sales, status of requisition charters
under act of June 15, 1917, and Executive order of July 11, 1917,
invested capital, capital net gains, compensation to State officers or
employees, deductibility of various forms of State and local taxes,
donations, development of practice under section 280 of the revenue
act of 1926 and limitations thereunder as to assessment of transferees,
execution of waivers by fiduciaries, placing and releasing of liens for
internal-revenue taxes, waivers for assessment and collection, right of
dower as exempt from Government’s claim for tax against deceased
spouse, liability to distraint of tenancies by the entireties, and
limitations, particularly with reference to assessment and collection
in the light of the decision of the Supreme Court of the United States
in the case of New York and Albany Lighterage Co. et al. v. Bowers,
273 U. S. 346.

On June 30, 1927, there were pending in the interpretative and
penal divisions of the oftice 808 income and profits tax cases, involving
1,840 tax years, including claims, but exclusive of bankruptcy and
receivership cases, insolvent, interest, and delinquency penalty com-
promise cases. The appeals division was charged with 18,481 appeals
to the Board of Tax Appeals, covering approximately 32,000 tax
years and 48 appeals to the circuit courts. The civil division was
charged with 2.282 cases in suit and 255 cases for suit involving
approximately 4,323 tax years.

The cases pending before the division June 30, 1927, were classified
by years and amounts as follows:

| |
1017 | 1018 | 1019 | 1020 | 1921 | 1922 | 1023 | 1024 | 1025 | 1026 | Total
$1000rless . o.oeeeoooooioiill 1 |ioiolfacoooo o[ - it
$101 10 $500______ 1 2 1 8 5 21
$501 to $1,000____ 1 TS 1 8
$1,001 to $10,000... 13 8, 8| 9| 6 63
$10,001 to $50,000. 11| 6 10| 11| 18 88
$50,001 and over.__.________..._ 9 1| 20| 17| 12| 17 118
Total e oo cceaeceenas 30| 30| 3 38| 3, 49 54| 36| 14| 1 330

Actual number of jacketed cases represented in the above compilation . e oo onciee e
To which jacketed cases questions of administrative law should be added to the number of.

Making the total of jacketed cases on hand June 30, 1927

The following comparative figures indicate the volume of work
(without regard to tax years) handled by the division during the past
three years:
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) Fiscal years

‘ 1925 1926 1927
Cases on hand July 1 ..o oo e 85 236 317
Cases received QUIING YOATr - -« oo oot emmmmee 1, 480 894 1,623
Cases t0 be 8ceOUNteA 0L~ e oo e im e oo eee e 1, 565 1,130 1,940
Cases disposed of AUIING Year. . oo oo e cecececececan—————- 1,329 813 1,624
(EASesiraTN AN JT 013 RURes s e D 236 317 316

As illustrative of the activities of the division reports on typical
cases have been obtained from three of the attorneys in the division.

ATTORNEY A

This report shows the various issues and the difficulties encountered
in five of the cases considered and disposed of by me in and about
the month of June, 1927.

Case I.—Issue: What portion of British income taxes, supertaxes,
and taxes withheld at the source paid by a British subject in
Great Britain during a British financial year (where part of those
taxes are paid by reason of income from United States sources) are
deductible under United States revenue laws in computing the
British subject’s net taxable United States income where he files his
United States return on (a) a calendar-year basis and (b), a fiscal-
year basis?

‘The British income-tax system is materially different from the
American system, and the answer to the foregoing question required
an extensive study of the British system (viz, the British income tax
act of 1918 and the succeeding annual finance acts, 1919 to 1926,
inclusive) ; tax cases adjudicated by the British courts; and taxpayers’
conferences.

Case 1T —Issues: (1) The income-tax status of sums of money (a)
realized from the seizure and sale of enemy-owned assets by the
Alien Property Custodian and converted into the United States
Treasury, and (b) impounded and converted into the United States
Treasury under licensing agreements granted under the authority
of the trading with the enemy act, passed October 6, 1917, as amended
from time to time; and (2) what portions of the foregoing sums of
money were taxable as income, to whom taxable, and for what years
taxable.

The disposition of th's case required a careful study of foreign
forms of organization and of doing business; and of foreign laws
relative to the devolution of property. It required an intensive study
of the provisions of the trading with the enemy act of October 6,
1917, together with its numerous amendments; examination of Su-
preme Court decisions and of various court records; and conferences
with the taxpayers’ representatives, the Alien Property Custodian’s
oflice, the Department of Justice, and the United States Treasurer’s
office. The facts were inadequate, and it was necessary to assemble
them and to piece them together from a great variety of sources.

The determination of issue (2) involved a study of the income
tax and estate tax provisions of the revenue acts of 1916, 1917, 1918,
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1921, and 1924 as applied to or affecting the M Company and its
members and their successors and descendants abroad; and of the
income-tax provisions of the same acts, together with the trading
with the enemy act, as affecting the Alien Property Custodian.

Because the field to be covered was broad and in some respects un-
charted, particular care had to be taken to make the framework on
which the conclusions were reached in this case sufficiently elastic not
to preclude the independent consideration and determination of dif-
ferent issues on different facts and on different sections of the revenue
laws arising within the general field of “Alien Property Custodian ”
cases, and yet it was necessary to obtain a perspective of this field
and, in so far as was possible, to anticipate the nature of questions
which might arise thereunder.

Case I[1. Tssue: Whether a dower interest in lands in the Terri-
tory of Alaska has priority over a Federal tax claim.

The decision in this case involved an examination of the lien and
priority provisions of the United States Revised Statutes and an
examination of Supreme Court cases; a study of the laws of the Ter-
ritory of Alaska and of the State of Oregon; and a careful analysis of
decisions made by the courts of Alaska and of Oregon.

Case IV. Issues: (1) Whether a sum of @ dollars in cash paid to
the taxpayer by the United States Y Department in 1919 in connec-
tion with the taxpayer’s adoption of a conservation program with
respect to a gas field for the benefit of the Y Department constituted
capital or taxable income for 1919 to the taxpayer; (2) if income,
whether it was all income for the year 1919 or was proratable over
the life of the contract; and (3) the effect of certain recitals in a
preliminary memorandum.

The disposition of this case required a careful analysis of the
involved provisions of an information memorandum and a final con-
tract, including the obtaining of information from the Y Depart-
ment, development of technical knowledge, and taxpayers’ and
accounting conferences. It required consideration and determination
of the applicability of such legal theories of treatment as (a) con-
structive seizure of property and replacement, (b) subsidy, and (c)
contribution to capital account, together with a study of distinctions
in Supreme Court cases and the effect of various provisions of the
revenue laws.

Cuase V. Issues: (1) In what year a sale of assets, dependent upon
the acquisition under one control of many conflicting interests,
occurred in a legal sense; (2) whether the transaction was taxable;
(8) whether the statute of limitations applied; and (4) the effect of
court decisions.

This case required the acquisition of an accurate knowledge of the
settlement, development, and consolidation of Z territory, since it
was the acts of certain companies and individuals in effecting a combi-
nation of conflicting interests of long standing, which gave rise to
the issues mentioned.

The disposition of the case involved an examination of a great
many papers and close study of various memoranda, agreements,
contracts, corporate resolutions, stockholders’ notices, escrow ar-
rangements, the legal effect of purported exchanges of stock, etc.,
together with numerous conferences.
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During the month attention was also given to the case of the N
Company, a foreign corporation. The development and disposition
of this case required covering in detail the broad field of what con-
stitutes income from sources within the United States and income
from sources without the United States (a) in the case of property
“produced ” without the United States and sold within the United
States. and (b) in the case of property “purchased” without the
United States and sold within the United States, under the various
provisions of the revenue acts of 1913, 1916, 1917, 1918, 1921, 1924,
and 1926. Examination of many contracts, of bureau and Attorney
General rulings, and of court decisions was necessary.

Some work was also done on the case of the O Company. The
question at issue concerned the deduction properly allowable to the
taxpayer under certain provisions of the revenue laws authorizing a
deduction in the case of insurance companies of the net addition
required by law to be made within the taxable year to reserve funds.
The disposition of the case involved a study of State insurance
requirements, laws, and decisions; of technical insurance and account-
ing principles; and of the relationship of all of the foregoing to
applicable provisions of the revenue laws.

Major issues awaiting determination in pending cases are:

Certain aspects of the subject of the basis of depletion of oil prop-
erties under various revenue acts, with relation to regulations and
court decisions.

Whether the reinsurance by one casualty company of its risks with
a second casualty company in consideration for which the second
company received the net assets of the first company is such a con-
solidation, merger, or reorganization as is contemplated in section
203 (h) (1), Revenue of 1926, and whether such assets shall be
included in the gross income of the second company.

Whether payments under certain annuity contracts are all income
or are all a return of cost; and 1f neither, then what portion con-
stitutes taxable income until the cost is restored; and under what
circumstances the entire payment will constitute taxable income.

Whether or not under particular facts the distribution to stock-
Lolders of the stock of a new corporation which acquires the property
of the old corporation represents a nontaxable distribution of stock
received in a reorganization transaction.

Whether a certain contract and the acts carried out in consumma-
tion of the contract, constitute a sale of the capital stock of a company
or a sale of its assets with relation to matters of invested capital, good
will, appreciation of values, and gain or loss on sale of capital assets.

Whether or not a partnership between a husband and wife, actuaily
carried on as such, Is in view of particular State laws a partnership
within the meaning of the income tax law permitting the filing of
separate returns by the members thereof. '

Taxability of profits realized upon the liquidation of subsidiaries.

Whether or not a real-estate subdivision contract, in view of the
method of performing it, constitutes a conditional contract to sell, a
sale, or is a selling agency agreement and the resulting tax liabilities.

Whether the organization expenses of a taxpayer corporation are
deductible from its gross income in the taxable year in which it was
merged with another similar corporation in accordance with certain
State laws.
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What constitutes the creation of a valid trust of corporate securi-
ties; legal effect of a surrender of interests in the alleged trust and of
a sale followed by repossession of the securities after part payment:
method and time of returning for taxation any profit realized under
the gain or loss provisions of the revenue laws covering sales and
exchanges of stock or property.

What in the X case constitutes taxable gain upon the receipt of
liquidating dividends. When does a contract to sell stock become a
completed transaction and the income taxable. Whether the liqui-
dating corporation receives taxable income, and, if so, who is respon-
sible for the tax.

The nature of a contract covering the conservation and sale of a
natural resource, and the ensuing rights.

Taxability of gain upon the sale of devised property held in trust
for beneficiaries and to whom taxable. Construction of will and of
State laws.

Whether or not a reorganization of banks occurred under provisions
of the Revenue Act of 1926 under which no gain or loss is recognized
for income-tax purposes, or whether an outright sale occurred which
resulted in the taxpayer receiving a liquidating dividend.

Whether an agreement vesting certain rights in an oil company
with respect to the property of a second oil company constitutes a
sale or a sublease; and if the latter. did the second company rctain
such an interest as would form the basis for a depletion allowance.

Matter of insurance reserves; what constitutes a legal addition to
such reserves for tax purposes, and the deduction allowable under
the revenue laws from gross income on account of additions to such
reserves.

Matter of computing profits realized upon the maturity of insur-
ance policies.

Amount of depreciation allowable in the light of (a) retirement
reserves set up on the books of the X Public Utility Co. and (b)
charges to operating expenses.

ArrorNey B

The following report covers a period of one month. The issues
involved in the principal cases disposed of during that month and
the difficulties encountered are as follows:

Case [—Issues: 1. Whether the X Company is a limited part-
nership under laws of State of Y.

2. If a limited partnership, is it to be treated as a partnership or
a corporation for income-tax purposes?

3. If a partnership, are the profits derived from the operation of
its business in the United States subject to withholding in the case
of the two nonresident alien members of the partnership and is the
partnership required to file Form 1042 with respect to the profits of
such members?

4. Arve the salaries authorized by the partnership agreement to be
paid to the nonvesident alien members for serviees performed in
foreign countries subject to income tax?

5. Are the profits of a domestic partnership from sources without
the United States subject to tax in the hands of the nonresident
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members thereof? In other words, are the gains and profits of the
partnership to be treated as if they were received directly by the
members ?

6. Were the United States or the foreign countries the source of
the profits made on the sale of cotton to foreign customers?

7. What are the criteria for determining the source of income de-
rived from the sale of goods purchased in one country and sold to
customers in another country ?

8. Under the terms of the contracts of sale did the “sale” of the
cotton take place in the United States or in the foreign country?

9. Is the method employed by the partnership of prorating the
profits on the basis of bales sold to customers without the United
States to total bales sold correct?

In determining the first issue it was necessary to examine the
Y statutes on limited partnerships and decide whether the partner-
ship agreement entered into created a limited partnership under Y
law. Issue 2 required a decision as to whether Y limited partner-
ships are of the type described in article 1505 and treated as part-
nerships or of the type described in article 1506 and taxed as
corporations.

Having reached the conclusion that the company was a limited
partnership under Y laws of the type described in article 1505 and
to be treated as a partnership. it was necessary to determine whether
the partnership profits belonging to the nonresident alien members

vere of the type of income subject to withholding nnder section 221
and whether the partnership was hable for a return on Form 1042.
There were no previous rulings passing directly on this question,
and 1t was necessary to examine all the rulings made with respect to
the type'of income from which withholding is required and all the
rulings with respect to the persons who are required to withhold.

A prior ruling covered the question involved in issue 4.

The answer to issue 5 raised the question as to -whether the items
received by the partnership lost their identity when passing through
the hands of the partnership to the credit of the partners in the
form of partnership profits. This question required consideration
of court decisions involving the interpretation of the Revenue Act
as it relates to partnerships and also the prior rulings of the office
which had a bearing on the question.

Having determined that the gains and profits of the partnership
are to be treated for income-tax purposes as if they were received
directly by the members, it was necessary to determine whether the
profits made on the sale of the cotton to foreign customers were from
sources within the United States or from sources within foreign
countries. In deciding this question all of the rulings which have
been made by this office since the incorporation of section 217 into
the Revenue Acts were referred to in order to determine what cri-
teria are to govern in determining the source of income derived
from the sale of property purchased in one country and sold to
persons in another country. It was then necessary to look to the
contracts under which the cotton was sold by the partnership and
decide whether under the terms of sale the cotton was sold in the
United States. This question involved a thorough study of a large
portion of the law of sales, and in the course of such study reference
was made to the definitions of trade terms used in international sales
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prepared by the International Chamber of Commerce and the Ameri-
can foreign trade definitions as adopted by a committee formed of
representatives from the leading export associations of the country,
which definitions are accepted by bankers who finance exports. The
decision of the eighth issue made it unnecessary to pass on the ninth
issue.

Case [l—Tssues: 1. The principal issue was whether certain in-
come received by the decedent in the years 1922, 1923, and 1924, to
the date of his death, was received in his individual capacity or as a
trustee of a college which he has incorporated.

9. The income in question was received as rentals for machines
invented by the decedent and leased nnder very definite leasing con-
tracts. Oral representations were claimed to have been made by the
decedent which resulted in the rents being received from date of such
representations as a trustee for the college. This raised the question
as to whether a written contract could be altered by oral repre-
sentations. P

3. The omission of the income from the decedent’s returns was dis-
covered more than a year after his death and after a consent decree
had been entered in suits brought by beneficiaries under the will and
the college. The decree determined that the property which yielded
the income in 1922, 1923, and 1924 was college property and that the
income was college income. This raised a further issue as to what
effect or force the consent decree has on the IFederal Government in
determining the income-tax liability of the decedent for the years in
question.

4. A further issue was the date on which certain property was
given to the school by taxpayer.

The main difficulty in this case was getting the facts. The file was
so voluminous that it required more than one week to read it. The
revenue agent had submitted five or six reports and copies of depo-
sitions taken during the litigation and a copy of the agreement
entered into between the liticants which formed the basis for the
consent decree. as well as copies of other documents which he con-
sidered to have a bearing on the case. The attorneys for the tax-
payer submitted a very lengthy brief and exhibits of many kinds,
including copies of the complaint in the suit and of the decree.

After reading throngh the file the next difficulty was to sift down
and bring together in proper sequence all the facts which seemed to
have 2 bearing on the question submitted and check them up by
comparing the revenue agent’s versions with that of the attorneys
for the taxpayer and also by checking up with the facts as disclosed
by the estate tax file.

This having been done, the first legal proposition considered was
the force of the consent decree on the Government, who was not a
party to the suit.

The next problem was to determine the relation of the parties
under the contracts and the character of the payments made. In
construing the contracts the statutes of the State of Y were con-
sulted to see whether there was anything in such statutes which would
have a bearing on the correct determination of the guestion.

The next problem was to determine whether the oral representa-
tions claimed to have been made amounted to an assignment of the
contracts and his rights thereunder or changed his character in any
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way so that he thereafter received the amounts as a trustee for the
college. This involved the question as to when the terms of written
contracts can be altered by parol agreements, which in turn raised the
question of consideration. .

Since the attorneys for the taxpayer clalmed that a trust was
created, it was necessary to determine when and how a person can
make himself a trustee, and whether the taxpayer had made him-
self a trustee of the college and received the rentals under the leasing
contracts in such capacity.

Another problem was to determine what effect the method of han-
dling the funds by the taxpayer had on the question.

Case 111.—Issue: When is real property acquired by inheritance
within the meaning of section 204 (a) (5) of the Revenue Act of
1924 ¢

The decedent, mother of taxpayer, acquired real property in Y
in 1913 and died in 1914 Two wills were successively offered for
probate but were contested by the taxpayer, the only child and
heir, on the ground that her mother was not mentally capacitated at
the time she executed the will. A jury in each case found the de-
cedent not mentally capacitated at the time of execution of the will.
The last judgment was rendered in May, 1918, the effect of which was
that the decedent died intestate and the taxpayer as her sole heir
inherited the real estate in question. The property was in the hands
of a collector ad colligendum during litigation of the wills and was
eiven into the possession of the taxpayer when the last judgment was
rendered.

The property was sold in 1924 and the taxpayer claimed that the
basis to be used in determining the profit was the value as of May,
1918, the date of the last judgment, the contention being that the
property was acquired at the time the last judgment was rendered
and the property given into her plysical possession. The taxpayer
cited a Board of Tax Appeals decision and a Court of Claims de-
cision, both involving personal property, as being authority for using
the date the property came into possession of the taxpayer as date
of acquisition rather than the date of death of the decedent. The tax-
payer also quoted certain sections of the code of Y which were
considered to have a bearing on the case.

It was necessary to show what provisions of the code of Y affected
the question and to establish the time of vesting of a fee simple title in
1'ealfestate by inheritance both at common law and under the code
of Y.

Case IV, Issue: Deductibility of attorneys’ fees, expenses, and court
costs expended by a nonresident alien in securing the return of money
belonging to such alien and which was wrongfully held by a domestic
corporation.

Through a chain of assignments, the balance due a nonresident
alien as his share in a venture undertaken in 1913 and 1914 came
into the possession of a domestic corporation some time in 1918.
No part of this amount was income from United States sources.
Of the balance which it received in 1918, the domestic corporation
voluntarily paid to the nonresident alien 24 x dollars. Payent of the
balance was refused and the alien brought an equity action against
the domestic corporation in the Supreme Court of the State of New
York, the result of which was that the domestic corporation was
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ordered to return the balance of 73 x dollars and as a penalty against
the defendant, interest of 35 xdollars and costs, making the total
decree 109 x dollars. The total expenses in recovering this sum were
57 x dollars, being attorneys’ fees, investigators’ fees, traveling ex-
penses, miscellaneous expenses, court costs, depositions, ete. The
attorneys’ fees and costs were more than the interest received. It
had been previously ruled that the interest awarded in the decree

was income from sources within the United States and subject to tax.
v/

The problem presented by this case is this: Should the attorneys’

fees and costs be met first out of the interest awarded as a penalty
or treated as the cost of recovering principal and interest or of
recovering only principal. This required a study and classification
of all the rulings made with respect to the deductibility of attorneys’
fees and court costs. From this study it was determined how the
attorneys’ fees and expenses should be treated.

Case V. Issue: Whether the personal money allowance authorized
by statute to be paid to a rear admiral who is serving as admiral is
compensation for the additional duties and subject to tax or whether
it is an allowance and exempt from tax under the ruling laid down in
the Clifford-Jones decision (60 Ct. Cl. 562).

The taxpayer argued that the increased pay was to compensate for
the additional duties and that the personal money allowance was to
cover the cost of the official entertaining which ig an incident of the
office of admiral.

The Clifford-Jones decision held that the value of quarters and the
money allowance for rent of quarters authorized by section 6 of the
act of June 10, 1922. to be paid to Army officers were allowances and
not income. The language in this decision in some portions would
indicate that the Court of Claims intended to hold that all allowances
are exempt from tax. ‘

The bureau had held that the subsistence allowance for officers
authorized by section 5 and the per diem allowance in lieu of subsist-
ence when traveling on official business and away from the post of
duty, authorized by section 12 are allowances and not subject to tax.

On the other side of the question there was a ruling that the “ post
allowances” paid to ambassadors and ministers is additional com-
pensation and subject to tax, in view of the fact that the act authoriz-
ing the post allowances designates such allowances as additional
compensation.

Major issues in cases awaiting determination are:

(1) Whether the manner in which business is done by a foreign
corporation having no office or place ot business in the United States
results in taxable income from sources within the United States.

(2) Is the method described in General Counsel’s Memorandum
1387 (Bulletin VI-14, 3). of handling deferred payment sales of
personal property not on the installment plan applicable to detferred
payment sales of real estate not on the installinent plan where the
purchaser’s promise to pay is represented only by a contract of sale,
there being no notes or other obligations of the purchaser?

(3) Who is to be deemed the responsible agent of a nonresident
alien for the purpose of filing returns for such alien within the
meaning of article 40417

(4) When are the amounts received by an author for his writing
carned income and when unearned income?
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(5) Method of determination of the rental value of a building
occupied by a life-insurance company and the deductions allowable
in connection therewith.

(6) Method of computing the credit allowable in the case of an
American corporation having a DBritish subsidiary, the question
being whether the tax on the dividends received 1s a tax on the
American corporation which is a credit under section 238 (a) or a
credit under section 238 (e).

(7) Several cases involve the question of the credit for taxes paid
to foreign countries.

(8) Whether a net loss sustained by a corporation before afliliation
can be deducted from the consolidated net income after affiliation
under the Revenue Act of 1921. The corporation which sustained a
net loss was not responsible for any part of the consolidated net
ncome.

ArrorNey C

As requested, I have prepared the following report which covers
the month of June, 1927, and shows in respect to the principal cases
disposed of during the month, the various issues involved, and the
difficulties encountered in disposing of the cases:

Case I —Issues: This case was submitted by the Income Tax Unit
for opinion on two questions: (1) Does the decision of the Board of
Tax Appeals (appeal of Leah Brunt, administratrix, 5 B. T. A. 134)
in regard to the taxability of the income of the Osage Indians affect
T. D. 8754, which states that income received by the Quapaw Ind ans
from restricted lands is not taxable? (2) What is the basis for
depletion available to the individual Indian allottees of Quapaw
lands whose incomes subsequent to September 26, 1921, are taxable
owing to the removal of restrictions?

The difliculties involved in this case lay in a conflict of views
concerning the taxation of Indian income and the necessity of a
determination of policy between this office and the Department of
Justice. These cases have also been strenuously contested before
this office.by private counsel retained on behalf of the Indians.

Case Il —Issue: This was a request for an opinion on the effect
of the decision of the Board of Tax Appeals in the Brunt case, 5
B. T. A. 134, on procedure in estate-tax cases, particularly as to effect
on the ruling of the Attorney General, March 15, 1924, 34 Ops. A. G.
275, published as T. D. 3570 (C. B. I11I-1, 85). The latter ruling
pertained to income taxation only and held that income received by
members of Five Civilized Tribes from lands exempted from taxation
for a period of years is not subject to the income tax laws. Though
the practice has not been general, it seems some estate-tax cases involv-
ing estates of members of the Ifive Civilized Tribes have been audited
as nontaxable under T. D. 3570 and the request was for instructions
whether such cases should be reopened and the estate tax asserted.

The Brunt case also pertains to income taxation only. The only
relation of these cases to the estate tax is the question whether In-
dians under control of the Federal Government are within the
internal revenue acts without specific mention therein.
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Case has been subject in its disposition to the determination of
policy between this office and Department of Justice as to handling
of Indian cases. A number of conferences have also been necessary
between members of this office as to exact ground on which the
position of the bureau should be placed.

Case I11.—Issue: The taxpayer is a member of the Quapaw Tribe
of Indians. Under the opinion of the Attorney General of March 20,
1925, T. D. 8754 (C. B. IV-2, 37), income received by taxpayer from
her allotment of land of Quapaw lands prior to September 26, 1921,
has not been taxed on account of restrictions on alienation. On the
date mentioned restrictions were removed and her income became
taxable. The question arose as to the basis for deductions from gross
income, on account of lead and zinc operations. Case considered
along with general case first above discussed. Tt was claimea that
the basic date of valuation for depletion deductions was the date on
which the restrictions were removed and not March 1, 1913, as in the
case of other mineral properties acquired prior to the latter date.

The difficulties involved in this case in its disposition were similar
to those indicated in the Indian cases discussed immediately above,
because the question was tied up generally with the theory to be
adopted on the taxation of Indian income.

Case [V.—TIssue: This case involved a request for reconsidera-
tion of the rejection of a claim for refund for 1918 based upon a
claim for special assessment of profitstaxes under sections 327 and 328
of the Revenue Act of 1918. Abnormality in invested capital was
claimed, resulting in hardship as compared with the tax paid by
representative concerns similarly situated. Such abnormality was
alleged to consist of a substantial asset in good will acquired in 1918
frorln a predecessor partnership not capitalized on the corporate
books.

Case V.—Issue: Taxpayer is an incompetent adult of one-half
Creck Indian blood, the owner of homestead and surplus allotments
of land derived from the Creek Tribe. Question as to taxability
during years 1916 and 1921 of income from surplus.

On removal of restrictions by act of May 27, 1908, from the lands
of Indians of given degrees of Indian blood, it provided that minors
included within the class thus freed should be placed under the
jurisdiction of the probate courts of Oklahoma and the duty was
mmposed on Federal agents to investigate administration of the
estates of such minors and to maintain general surveillance. The
probate courts would not approve conveyances of lands of such unre-
stricted minors without consent of Ifederal agents. It was con-
tended that this represented a continied restriction on the alienation
of the lands of such minors, the probate courts being substituted as a
Federal agency. Taxpayer was a minor of the class mentioned, did
not reach his majority until about 1916, but being mentally defective
continued within the charge of the probate courts. The act of 1908
made no provision for Federal action in administration of estates of
unrestricted adult incompetent Indians, but it was contended that
such continned jurisdiction of the probate courts represents a restric-
tion on alienation in the Federal sense both during taxpayer’s
minority and thereafter, rendering surplus allotment free from
taxation.
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The estate of A is partially under the control of the Federal Gov-
ernment through the Interior Department by reason of restrictions
on alienation of homestead allotment, which do not affect the surplus
allotment. Nevertheless, it was argued strenuously that because
the taxpayer for one purpose comes within the restricted class he
should be considered a restricted Indian for all purposes of taxation,
since the partial control indicated of necessity affects the whole
administration of his estate. View pressed upon this office at various
times both before and after the receipt of this case, and it is under-
stood steps have been or are being taken through Interior Department
to submit matter to Attorney General.

Case VI—TIssues: An opinion was requested concerning (1) the
richt of the M Company to capitalize certain operating deficits
incurred while the company was developing a new product and a
market therefor, and (2) the cash value of intangibles acquired by
the taxpayer from its predecessor, the N Company.

The principal issue was the right to capitalize the operating defi-
cits. It involved an examination of the history of the development,
production, and marketing of a certain article by the taxpayer.
Activity first arose in 1911, when A and B conceived the idea of devel-
oping commercial product out of a certain commodity then cons:dered
waste material of no commercial value, conducted experiments and
operated with net losses, 1913 to 1917, inclusive, the amount of which
was charged to a development account. Taxpayer claimed all of such
losses should be capitalized and included in invested capital. Re-
quired a considerable study to determine when purely experimental
and development work of the company ended.

Difficulties consisted largely of proper analysis of the various facts
presented, including a study of the accounts and returns of the tax-
payer from 1913 to 1918, extending over three days.

Case VII—Issue: This case involved the taxability for 1917 to
1922, inclusive, of oil royalties derived from a homestead allotment
received from the Creek Nation of Indians originally allotted to the
father of taxpayer, A, by deed dated August 25, 1902. The deed was
issued to the original allottee under authority of the acts of Congress
of March 1, 1901 (31 Stat. 861), and June 30, 1902 (32 Stat. 500),
containing the provision that the homestead allotment of each Creek
citizen should be nontaxable, inalienable, and free from any encum-
brance whatever for 21 years from the date of deed. A died in 1915
and a three-fourths interest in homestead allotment passed to his
infant son. The question was whether the exempt status of the home-
stead allotment continued into hands of son to extent of his interest.

Case VIII—Issue: The question was, What is the basis for de-
termining gain or loss on sales of stock in 1922 and 1923? Taxpayer
in 1918 executed a declaration of trust in favor of the X Hospital,
covering v shares of the common stock of the M Company, with direc-
tions to pay gains and income to the X hospital to the amount of
dollars, whereupon the principal and any income remaining was to
be returned to the settlor. Trust terminated January —, 1922, and
the original shares were returned to the taxpayer with additional
shares received as stock dividends. The question was whether the
basis for determining gain or loss on sales in 1922 and 19238 is cost to

94500—28—voL 1II——5
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the taxpayer of the original v shares, or whether such cost should
be reduced on the creation of trust, or whether a revaluation should
be made on termination of trust.

Case [X.~—Issue: Question involved, claim of the taxpayer to an
addition to invested capital as of September, 1916, of 7oz dollars
by way of paid-in surplus.

Company was organized in 1914; capital stock, 7 shares; par
value of 102 dollars; issued to the A family for certain coal-mining
properties. In 1916 a group of individuals purchased the stock from
the A family. In the negotiations the purchasers were of the im-
pression that the properties of company included certain coal lands
which were found to be owned individually. Thereupon the prop-
erties individually owned were conveyed to the corporation, subject
to 2 mortgage from the corporation for the purchase price of 95z
dollars. The group then purchased the stock of the company for
202 dollars and agreed to see to it that payment would be made
by the company for properties conveyed to it. It was contended that
the individually owned properties were in fact sold to the purchasers
of the stock; that mortgage from the company was merely security for
the primary obligation of such purchasers, who turned such prop-
erties into the company without consideration for which paid-in
surplus should be allowed.

The case necessitated the construction of a loosely worded contract.

Case X .—Issues: The M Company is a domestic company, the stock
of which is owned by a foreign corporation, the N Company. All
stock of latter company is in turn owned by the Government.
The M Company is a selling agency in the United States of the N
Company. The N Company consigns fur skins to the M Company
for sale 1n the United States which are sold at public auction. Gross
proceeds derived therefrom are remitted to the N Company, less a
commission of — per cent. The sole business of the M Company is
selling goods consigned by the N Company. The M Company’s
profit, if any, comes out of the — per cent of the proceeds mentioned.
The M Company also has agreement with the Government
whereby export licenses are granted under which the M Company
turns over to the Government a percentage of the net profits.

Question raised whether the remittance of — per cent of gross
proceeds to the N Company should be subjected by the United States
to its income tax. Also whether the percentage of net profits paid
to the Government represents a license tax deductible by the M
Company from gross income.

The major issues involved in the cases now on hand may briefly be
stated as follows: )

Whether the statute of limitations on the filing of claims for
refund should be pleaded against non-Indian heirs or next of kin
of a minor Creek Indian on whose behalf income taxes were paid
on income derived from tax-exempt homestead lands.

Revision of closing inventory December 31, 1919, to permit the
inclusion of the value of certain articles to which it is claimed title
passed to taxpayer during the year 1919 though goods were not
delivered until 1920.

Taxability of income derived by taxpayer, an Otoe Indian, from
land conveyed to him by another Indian with the approval of the
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Secretary of the Interior, patent to which is held in trust by the
United States. . .

Determination of the proper interest rate to be charged on addi-
tional assessments for the years 1918 and 1919, involving a construc-
tion of section 283 (d) of the Revenue Act of 1926.

The allowability as a deduction from 1918 income of an alleged
loss of 2 dollars sustained in 1918 on ruble credits in Russian banks
which the taxpayer claims were confiscated in that year by the
Soviet Government. '

Valuation for invested-capital purposes of certain tangible assets
paid in for stock of the corporation. Also question of the proper
basis for computing depreciation deductions.

Whether certain contracts paid in for stock had a value which
can be recognized for invested-capital purposes.

Claim for classification as a personal-service corporation.

The meaning of the term “net earnings” in section 23 of the
merchant marine act of 1920 in respect of vessels operated by owners
in their own behalf.

Whether article 862 of regnlations 45 and 62 re effect on invested
capital of purchase by a corporation of its own stock during the tax-
able year should be amended by reason of the decision of the Board
of Tax Appeals in the appeal of the Clearfield Lumber Co., 3
B. T. A. 1282.

Reconsideration of ruling disallowing as invested capital notes
paid in for stock by principal stockholders. Reconsideration re-
quested under T. D. 3240 by reason of subsequent decisions of the
Board of Tax Appeals and various courts.

IxTERPRETATIVE DiIvisron IT

The work of this division is as follows: (1) Interpreting the pro-
visions of law relating to the following taxes: Admissions and dues,
beverage, capital stock, gift, estate, excise, insurance, legacy, occupa-
tional, oleomargarine, special, stamp, telegraph and telephone,
tobacco, transportation; (2) preparing and reviewing regulations,
Treasury Decisions, informal memoranda and letters relating to such
taxes; (3) reviewing and approving claims for refund of all taxes,
including income and excess-profits taxes, involving a net refund of
$50,000 or more, and all cases involving a proposed allowance, in-
cluding interest, for any year or years aggregating $75,000, where
there is a net refund in any amount; (4) preparing statements of fact
to be submitted to the joint committee on internal revenue taxation
as required by the first deficiency act, fiscal year 1927, approved
February 28, 1927, where a claim has been allowed in excess of
$75,000; (5) assisting in the drafting of contemplated revenue legis-
lation relating to the above taxes; (6) supervising the disposition of
real estate acquired by the Government under the provisions of inter-
nal revenue laws, and with the approval of the Secretary, authoriz-
ing the sale at public vendue of the interest of the United States in
such realty; (7) disposing ot deficiency protests in income and estate
tax cases pending June 30, 1926.

The work performed by this division during the fiscal years ended
in 1924 to 1927, inclusive, was as follows:



62 REPORT ON INTERNAL REVENUE TAXATION

Real-estate cases:

Pending July 1, 1923

Received during year

Disposed of during year.

Pending June 30, 1924

1924
107

~ 110

61

49

During the year 200 hearings were conducted and the division
reviewed 3,402 letters and 1,366 interpretative cases.

Miscellaneous tax claims for abatement and refund:

On hand July 1, 1923 68
Received during year S -l - 7,658
7,726
Disposed of «Quring year:_. __ 8- SESSEIEIE TNL . SEIERERSTS 7,514
On bhand June 30, 1924 212
Compromises not in suit:
On hand July 1, 1923 S 50, 333
Received during year— - ____ 1.3 380, 895
Total to be accounted for- e e 431, 228
Accepted______ 379, 284
Rejected-____ S — 6,910
Total handled 386, 195
On hand June 30, 1924_____ e 45, 033
Total amounts acecepted - ____ . $3, 719, 971. 89
1925
Real-estate cases:
Pending July 1, 1924 S 49
Received during year_ 5
e 54
Disposed of dUrinio yearo—== T oot e o R S 2=
Pending July 1, 1925 32
Interpretative cases:
Pending July 1, 1924 ____ e 169
Received during year R - A - 1,293
1, 462
Disposed of during year_ TR S - 1,289
Pending June 30, 1925___ ___ . _ o _ 173
Deficiency protests:
On hand July 1, 1924 ___ ——— R — 0
Received during year—_ . ____ . ___ o ____ _— 342
342
Disposed of during year— . __________________ U SCENMI 209
Pending June 30, 1925_ __ __ ___________ - 133
Tax board cases:
On hand July 1, 1924 __ ___ 0
Received during year— o _ 148
H8
Disposed of during year__ . __________ 31
117

Pending June 30, 1925_
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On hand July 1, 1924___________ _____ ____ _______ ______ 212
Received during year—. ______ . G, 256
6, 468
Disposed of during year—______________ . 5, 710
Pending June 30, 1925__________ 758

During the year the division conducted 237 hearings and argued

70 cases before the Board of Tax Appeals.

After December, 1925,

only claims involving net refunds of $50,000 were referred to this

office.
1926
Real-estate cases:
Pending July 1, 1925_________ - N 32
iReecived during year——— -~~~ o 3
35
Disposed of during year- - _____ 11
Pending June 30. 1926______ . e 24
Interpretative cases:
Pending July 1, 1925 __________ ________ ____ 173
IRecoived dNring yeal S oS gs T o B e SR 840
: NS ()2
Disposed of duving yeav—__________________________________ 928
94
Transferred to Int. Div. Y a1
On bhand June 30, 1926 ____ 43
Estate-tax deficiency protests:
SSRending July i 9255 T R 133
Received during yeavr— 138
— = 271
Disposed of during yeav—__ 237
Beliding dune 83001926 - 2 o8 &
Tax-hoard cases:
ey dfgihy AL, JBE  e 117
Received during year. . ______________ e Ml
—= ace
Disposed of during year—__________________________________ 103
—_— 285
Transferred to appeals division__________________________________ 285
Pending June 30, 1926_ _________ 0
Miscellaneous tax claims:
Pending July 1, 1925____ H8
Received during year— . _____ . 2,483
3,241
Disposed of during yeav—____________________________ ____________ 3,231
Pending June 30, 1926_____________________ L ___ 10
Income-tax claims (review division) :
Pending July 1, 1925___ . 788
Received duving year— oo ___ 2, 208
) = 2990
Disposed of during year________ 19 848
Pending June 30, 1926___________________ . ____ 148

! During the year the method of counting claims was changed and we now count the
number of cases received, regardless of the nuntber of claims involved or the number of

overassessments prepared.
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Income-tax deficiency protests:

Pending July 1, 1925_______________ — 2, 436
Received during year — 3 0
2, 436
Disposed of duriiigiyearSe=_ 2o TR 2,376
Pending June 380, 1926 _________ o e GO

During the year the division conducted 198 hearings and argued
105 cases before the Board of Tax Appeals.

During the year the amount involved in income deficiency protests
was $54,342.927.41.

The amounts involved in miscellanecus tax claims dispozed of
during the year 1926 were as follows:

Ameunt claimed by taxpayer— $33. 429, 653. 70
AT guntErecomnTe nellEiTI eI S S S 15, 425, 002. 95
Amount approved = o NS S SV S 15,413, 552. 91
Decrease_— e b A e i e 11,450. 04

The amounts involved in income-tax certificates of overassezsment
disposed of during the year 1926 were as follows:

Amount claimed by taxpayer— $3584, §39, 339. 50
Amount recomniended by unit e 134,724,020, 42
Amount approved— . ______________ 128, 800, 967. 19
Decrease_——________ — e ———m RS S §.923.,958.23
1927
Real-estate cases:
Pending July 1. 1926 _ . ____ _ ____________ - . - 24
eceived during year 2 —— 3
— 31
Disposed of during year .. ______ 17
Pending June 30, 1927____ ____ 14
13 quit-claim deeds executed and delivered.
Interpretative cases:
On hand July 1. 1926__.______ R e 3
Received during yeav— . ____________ e - 344
‘ 3ST
Disposed of AUring yeor oo e e e N 349
Pending June 30, 1927_____ S - 38
Estate-tax deficiency protests:
On hand July 1, 1926___ - - - 34
Received during year St S SRR 1
— 35
Disposediof during years -t SEr  m s 29
Pending June 30, 1927 . e e . R 0
Miscellaneous tax claims:
On hand July 1, 1926____________ ____ o __ 10
Received during year— e I 53
N 541
Disposed of during year— . __ - 536
Pending June 30, 192¢__________________ 5
Income-tax claims:
On hand July 1,1926______________________ o ___ 148
Tteceived during the yeavo_ 725
873
Disposed of during the year______ S S 613
Pending June 30, 19275 ST SN S —— 260
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Income-tax deficiency protests:

Enshand July 1, 19260 - e T (£0]
Received during the yeaveo-oo . _____ 1
— 1
Disposed of during the year. .. ___ . __________ _______ ___________ V1]
Pending June 30, 1927 __ __ 1

During the year the division conducted 134 hearings and from
March 1 to the end of the fiscal vear prepared statements of fact
to be submitted to the joint committee on internal-revenue {axaticn
in 188 cases.

The amounts involved in miscellaneous tax claims disposed of
during the year 1927 were as follows:

Amount claimed by taxpayer_—_________________________________ $7, 981. 629. 54
Amount recommended by woit__________ __________________.____ 5, 549, 081. 41
Amount approved—__________________ 5, 549, 081. 41

‘The amounts involved 1n incoeme-tax certificates of overassessments
disposed of during the year 1927 were as follows:

diEclaimed Yy taSpayeite. oo o SR $127, 563, 234, 54
Amount recommended by unit___ 63, 447, 663. 47
Amount approved-________ _______ 58, 603. 313,15
DS - . O S S 4, 844, 350. 32
The amount mvolxed in income claims pending June 30, 1927__ 81, 561, 739. 74

The amount involved in miscellaneous claims pending June 30,
SO S P e R R

336. 779. 43
The amount involved in jackets pending June 30, 1927 ______ 11, 026, 1

[F 02

Classification of certificates of overassessment pending June 20, 1927

|
§ $100 or $50i- | $1,001- | $10,001- |$50,0010r| v .
e less | 101 550(’\ $1,000 | $10,000 | $50,000 | more | Lotl
{
1 1
1 2
i 3 3
1912 il 2 2 6
1015 s 1| 2 7 o
1914 3 3 0 5| 1
1015, TTTT 3 i 2 8 13
1916, 1 3 3 9| 24
TSV 0 5 5 7 54
1018 1111 0 0 0 3 95
1919007 0 0 3 g 94
1920001000 0 0 2 6 7
1021001 0 0 1 10 39
10290 1 0 0 0 4 31
19950 I 0 0 1 2 21
0 0 0 0 9
10950 I 0 0 0 0 2
12 12 20 o8 131 257 500

On June 30, 1927, nine cases were being held awaiting a court
decision or board decision on some similar case. One income tax,
1919, questions involved being (1) March 1, 1913, value of stock of
M Compdnv (2) question of dec1eas1nv March 1, 1913, value of stock
by surplus distributions. This protest is being held awmtm(r a court
decision involving the March 1, 1913, value ‘of the stock of the M
Company. Five cases awalting ’decisions of Board of Tax Appeals
as follows:

;’_Ehxs item consists principally of estate and miscellaneous tax cases for review and
opinion.
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N Company, 1918, 1919. Appeal in later year from commissioner’s
valuation of patents for depreciation purposes.

O Company, 1920, 1922. ~Appeal in prior year from commissioner’s
determination of statutory invested capital.

P Company, 1920. Appeal from deficiency asserted by commis-
sioner against companies ruled not affiliated but included n original
consolidated return.

Q Company, 1919. Same question as involved in case of P
Company. ‘

Estate of A, 1919. Appeal from deficiency asserted by commis-
sioner against beneficiary denied deductions allowed to estate.

One for 1919 held pending a case before the courts involving the
method of determining income of foreign branches of domestic cor-
porations by inventorying current assets and liabilities. One for
1918 is held awaiting decision in its own case now pending before the
Court of Claims. One for 1920 for B Estate trust, one for C, one
for D accumulated income, awaiting disposition of appeal before
the Board of Tax Appeals. The question involved here is the proper
distribution of income under the will to the beneficiaries in this case.

ATTORNEY A

In accordance with your request I have reviewed the cases handled
by me during the month of May, 1927. During that month 20 cases
were considered and 18 were disposed of. The two cases not dis-
posed of were found to involve points requiring additional informa-
tion and conferences were scheduled with representatives of the
companies and the cases were disposed of after the additional infor-
mation was submitted and the cases had been reviewed in the
following month.

In the review of claims cases in which net refunds are in excess
of $50,000 this division is met with two problems. First, the cases
that are forwarded do not outline the particular points involved and
it is necessary to thoroughly review prior audits back to the original
return in order to find the net changes resulting in the present allow-
ance. After the changes have been determined it is necessary to
review these changes to find if they conform to the provisions of the
various revenue acts. It is also necessary to review the deductions
claimed on the return and not disturbed in the present audit in order
to determine whether or not the present tax liability has been com-
puted in accordance with the provisions of the revenue act. The
actual review of the case therefore requires preliminary work to
determine the points involved as well as of work incident to
review as a legal proposition of the deductions resulting in the
overassessment.

With respect to the cases required to be submitted to the joint
congressional committee on internal-revenue taxation this office is
required. in addition to the review of the case, to prepare a memo-
randum setting forth in detail the adjustments from the original
return to the present audit cansing the refunds. Although these
adjustments would not require comment in many instances within
the bureau, as they are covered by well-known hureau rulings, it is
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necessary in the preparation of the memorandum for the joint
committee to set out the basis for the decision of the various points.

For the month of May seven memoranda were prepared for the
committee, nine for the attention of the Income Tax Unit, and nine
were prepared for interoffice purposes explaining the basis for the
approval of the certificates of overassessment as submitted by the
unit.

Case I.—Issues: The proper method of reporting the income earned
through shipments to foreign-owned subsidiary companies and the
proper method of computing statutory invested capital in view of
sales of foreign patent rights to the ‘foreign subsidiary companies
were the pomts involved in this case.

Amount involved

Total difference from return_____________ ______ . __________ 507 ¢ doilars
IAmount present cerfifieate.————— o 69 o dollars

The taxpayer. a domestic corporation, owned during the year under
review the ‘entire capital stock of a number of foreign subsidiary
companies. These subsidiary companies were not affiliated within
the meaning of the revenue act, and the tax liability of the parent
company was determined as i these subsidiary companies had no
relation to the taxpayer. The taxpayer in maintaining its books
and records, however, treated the foreign companies as unincorpo-
rated departments. The articles shipped to these companies were,
therefore, billed by the taxpayer at an arbitrary figure, which amount
was included in sales. The principal portion of “the overassessment
was due to the allowance of a restatement of these shipments at the
price charged the other large customers of the taxpayer. In addition
to the 1nc01p0rated forewn branches several unincorporated foreign
agencies had consigned oood on hand at the end of the year. The
unsold portion of these conswned goods was included in the closing
inventory at the billed price, which was 176 # dollars in excess of the
cost of the merchandise. The exclusion from income of this over-
statement of closing inventory was approved by this office as being
in accordance with the provisions of section 203 of the Revenue Act
of 1918.

With respect to the invested capital the audit resulting in the over-
assessment restored patents transferred to a forelon subsidiary
company for its capital stock to the full par value ot that capltal
stock rather than the value of the patents (originally acquired by the
taxpayer for its capital stock) subject to the limitation provided in
section 326 of the Revenue Act. As the stock of the foreign company
constituted a tangible asset the conversion of the mtanglble good will
into the tﬂn01ble asset removed it from the valuation restriction im-
posed by section 326. This office approved the audit of the Income Tax
Unit in this connection as being in accordance with the provisions of
section 326 of the Revenue Act of 1918. The principal difficulties
encountered in the review of the case arose in connection with a re-
view of the complicated accounts and audit adjustments so as to
single out the net changes resulting in the overassessment. As the
amount involved exceeded $75,000 a detailed analysis of all changes

was prepared in the form of a memorandum for the attention of the
Joint Committee on Internal Revenue Taxation.
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Case 11 —Issues: This case involved the administrative question of
the proper application of an overassessment against the tax liability
which had previously been abated as uncollectible in view of the
bankruptcy of the taxpayer.

Amount involved, « dollars.

After ascertaining from the records division of the Income Tax
Unit that the proposed overassessment involved the allowance of an
abatement claim and that the additional tax for other years had been
abated as uncollectible, so that there was no true net refund involved,
this case was returned to the Income Tax Unit as not being subject to
review by the general counsel.

Case 171 —Issues: There were a large number of minor changes
in this case. but the principal cause for the overassessment was the
propriety of allowance of a deduction from income in each year for
amortization of the cost of the gas-purchase contract acquived in 1913.

Amount involved, 3252 dollars.

The taxpayer acquired a gas-purchase contract in April of 1913 in
exchange for another valuable contract. The Income Tax Unit
valued this gas-purchase contract, in view of the market price of gas,
estimated reserve in the field, and estimated years of production, and
through a capitalization of savings arising out of the low purchase
price fixed a value for the contract of 1.500x dollars. and allowed this
sum to be amortized over the life of the contract. The allowance of
this deduction, the value having been properly verified by the Income
Tax Unit, is in accordance with the provisions of section 234 of the
Revenue Act of 1918, and this office therefore approved the cer-
tificate of overassessment as proper. In view of the fact that the
amount of the overassessment exceeded $75,000, a complete recon-
ciliation of the income shown on the original return with that shown
in the present audit of the case was prepared in the form of a
memorandum for the attention of the Joint Committee on Internal
Revenue Taxation. The preparation of this memorandum involved
considerable work, in view of the many changes made from the
original return to the income shown in the present bureau audit.

Case IV —Issues: Propriety of bureau audit resulting in over-
assessment due to a ruling that the taxpayer was not affiliated with
the M Company and the N Company within the meaning of section
240 of the Revenue Act of 1918.

Amount involved, proposed overassessment under bureau audit,
z dollars.

As the entire overassessment in this case resulted from the ruling
of the Income Tax Unit, with respect to affiliation, the basis for the
affiliation ruling was carefully reviewed. Several conferences were
afforded representatives of the taxpayer and additional information
was secured in regard to the relationships of the stockholders among
themselves in the variocus companies and the method of business con-
duct of the three companies above mentioned. Irom a review of the
evidence in the file this office found that the three companies con-
stituted an economic unit; that there were shiftings of profits; other
interchanges of employees and capital and that an identity of man-
agement and directorate existed during the entire year. It was also
found that the stock ownership in the three companies was owned
or controlled by A, B. C, and D to the extent of 96 per cent in the
taxpayer company, 100 per cent in the N Company, and 100 per cent

R —



REPORT ON INTERNAL REVENUE TAXATION 69

in the M Company throughout the year. In view of the close eco-
nomic unity and mutual business interests of the four stockholders
this office held that the stockholders constituted the same interests
within the meaning of section 240 of the Revenue Act of 1918, and
that, therefore, the companies should be ruled affiliated throughout
the year. The Income Tax Unit was advised that this holding was in
accordance with the decisions of the Board of Tax Appeals in the
cases of Hamilton & Chambers, 1 B. T. A. 694, Rishell Phonograph
Co., 2 B. T. A. 229, and Boston Structural Steel Co., 1 B. T. A. 1004.

An audit on an affiliated basis has been made lndlcatmn a net addi-
tional tax of 222 dollars, which eliminates the entire previous over-
assessment proposed by the Income Tax Unit.

Case T".—Issues: This case was submitted to this office to deter-
mine whether or not the present audit was in accordance with the
decision of the Board of Tax Appeals rendered in the taxpayer’s
case.

Amount involved, 2 dollars.

After the decision of the Board of Tax Appeals in this case a rede-
termination of tax liability was made and following the approval of
this office the resultant tax liability was agreed to in final settlement
under rule 50 of the Board of Tax Appealc The certificate of over-
assessment prepaved in this case was found to reflect the true tax
liability as determined by this office under the decision of the Board
of Tax Appeals. The certificate so prepared was approved.

Case VI.—Issues: The proposed overassessment in this case arose
out of reductions in income due to revaluations of inventory, the
allowance of additional depreciation, and the allowance of amorti-
zation.

Amount involved, # dollars.

The taxpayer originally used a weighted-average method of valu-
ing its inventery. This method was contrary to the bureau decision
contained in T. B. R. 48, published 1 C. B. 47. Based upon a field
examination made by inventory engineers of the bureau. revised
inventories were computed in ‘accordance with the 1)10v1510n~ of
article 1582, Regulations 45. The reviced inventory at the opening
of the taxable vear 1919 showed an increase of 2232 dollars over that
shown on the return, and the inventory at the end of the year was
decreased by 30z dollars. These adjustments resulted in a decrease
in taxable income for the year 1919 of 2622 dollarz. As the inven-
tories used in the present audit of the case were valued in acccrd-
ance with the provisions of section 203 of the Revenue Act of 1918,
the decrease in income resulting therefrom was approved by this
office. The Income Tax Unit also rveduced the income of the tax-
payer by 191z dollars for additional depreciation over that claimed
on the original return. The allowance of depreciation was found
by this office to be based upon reasonable rates on the proper value
of the assets and the additional deduction allowed by the unit was
approved.

In addition to the foregoing the income shown by the 1etmn was
reduced in the amount of 80z dollars for amortization. A claim for
amortization was filed October —, 1922, and the costs of the assets ac-
quired for war production were verified by a field examination. The
loss sustained by the taxpayer on these assets was determined by the



70 REPORT ON INTERNAL REVEXUE TAXATION

sales price during the postwar period, where the assets were sold and
by the value in use where the assets were retained, which value in use
was computed in accordance with the method approved by the Board
of Tax Appeals in the Manville Jenckes Co., 4+ B. T. A. 765. \s the
claim for the allowance was filed within the period indicated in
section 1209 of the Revenue Act of 1926 and the deduction was
determined in accordance with the provisions of section 234 (a) (8)
of the Revenue Act of 1918, the allowance appeared proper and
this office approved the reduction in income arising therefrom. The
original computation of amortization was resubmitted to the unit
and checked by the burcau engineers to verify the fact that the
computation was in accordance with the Manville Jenckes decision.
The final allowance as approved by this office was, therefore, in
accordance with the rulings and regulations approved at the date
of the scheduling of the certificate of overassessment. The principal
diffienlty in the review of this case was encountered in connection
with the reconciliation of the income shown by the return with that
shown by the company’s books and that shown in the present audit
of the case. A detailed statement of the adjustments resulting in
the overassessment was prepared for the attention of the Joint
Committee on Internal Revenue Taxation.

Cases VI and VIII.—Issues: These companies were audited in
connection with the M Company mvolved in Case VI, and were
afliliated with that company during the year under review. The
issues involved were the samie as those involved in that case, except
that they arose in connection with a different year from that for
which the overassessment in that case was prepared.

Amount involved, N Company, 8z dollars; O Company, 52 dollars.

As above stated, these two companies \\010 afliiated with the
taxpayer in Case VI during the year under review. The same
error in connection with consolidated inventories was discovered for
the year 1918 as existed for the year 1919. The use of the weighted-
average method of valuation adopted by the taxpayer was 1e]ected
by the Income Tax Unit and, based upon o field examination, the
mmventories at the beginning of the vear were increased 1,050z dollars
and at the end of the year increased 223z dollars. This revision of
inventories resulted in a net reduction of income of 827z dollars. As
the inventories used in the present andit of the case were valued in
accordance with the provisions of section 203 of the Revenue Act of
1918 and article 1582, Regnlations 45, the net reduction in income
arismg therefrom appear ed proper and was approved by this oflice.
The income for the fiscal year 1918 was also reduced by the allow-
ance of a deduction for amortization. For the reasons stated in con-
nection with Case VI, this oflice approved the reduction in income
arising out of the allowance of antortization. These adjustments to
income resulted in the overassessments in favor of both of the above-
named subsidiary companies of the taxpayer in Case VI.

As the overassessments, together with interest, exceeded $75.000. a
memorandum  was prepared reconciling the income shown on the
original return with the income shown in the present audit for the
attention of the Joint Congressional Committee on Internal Revenue
Taxation.  As stated in connection with case VI, the preparation
of this memorandum involved considerable trouble in view of the
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discrepapcies between the aneoes veported onthe ool on e
original veturn and i the Gl rean andit,

Case TN dssues: 'This taxpayer was engaged o the produetion
of articles for the Gavermupent nnder war conteacto, Ty 1919 0l
received an award o final cettlement and the quetion invalyed iy
concerned with the proper wethod of veporting ineowe durving the
years 1918 and 1919 yeceived hotly fram operation: andey (e s
contracts and from the award in final setllement,

Amount involved, proposed by awit, T4 @ dollaes s appraved by this
office, 40 w2 dollars.

The award received by the taxpayer under the Dent, Act has been
held by this office to he income from Gaverment, confraets tuxable
in 1919 at 1918 rates. This decision was g accordunee with tle
Lolding of the Bourd of "Tax Appeals in the case of A 1 K el
bamn, 5 BT AL 660 The taxpayer bad, however, reduced  the
valuation of inventories of materials held for Gayernment confracts
from the cout of such maferiols to o very low figare, clahned to
represent. the market ot Decenber 31, 19180 In view of the fued,
thut these materinls were held Tor production ander Governpent,
contracts, und in view of the fuct that in the cettlernent, of 1919 cash
reimbursernent, was made to the extent of cost far these nuterinls, thi-
office returned the care to the Yucore 'Tax Upil, recommending that
the materials he included iy the closing inventory for 1918 al cout
rather thun the fower warket ficure,  This recomnendation was in
accordance with the conzistent deci-ions of this office jn cimilay e
The rezult, of the reaudit, of the cone in aceordance with the yecgin
menduation of this office wir, o nel yedyetion iy the oveprssoszigent
proposed in the amount of 355w dollars. "The taxpuyer was afforded
reveral conferences in this case and considerable veccareh was e
gary in order to gmecl the objections to the proponced methad of
aluing inventorics advanced by the taxpayer.

Clase X—lsgzues: 'The audit of this cage principally concerned
regfateraent of income and tax Lability in accordagee with the inafall
ment sules provisions of the Revenue Act of 1926, which were inade
retrouctive to cover the year 1919, for which yeur the present gver-
ugressinent was proposed.

Awount involved, recommended by Ineome Tax Unity Gz dollar:;
approved by this office % dollar,

The audit by the Income Tax Unit wag found after revicw by this
oflice not to conform with the provicions of article: 42 46, inelusive
of Regulutions 69, seetion 120% of the Revenue Aot of 1926, ' he prior
bhureay wudit excluded $rom income that portion of the reeaptys duy
ingg the taxuble yeur representing profic reported se income for prior
years.  The present audit of the cue i in sceordance with the aboye
articles of Regulations €9 and the provisions of ‘5, 1. 55921, which
provide that no puyment, roccived during the tazable yeay shontd e
excluded in computing the winount of income to be retyrned o the
ground that it was received under a gule, the total pmﬁl. from which
was retiurned as incore during the tuxsble yesy or years prioy to the
change by the taxpayer to the inctallment, bagis of reps n(m 7N,

ose X — Tssues: The oversserment in thiz ease is due to o reduc
tion in income by the allowance of amortization in the amount of
622 dollurs and the restorution to invested capital of accounts previe
ously charged off of 574 dollurs,
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Amount involved. overassessment recommended by Income Tax
Unit, 54w doilars; approved by this office, 512 dollars.

The amortization loss in this case is the difference between the
depreciated cost of assets acquired for the production of articles
contributing to the war and the sales price of the property during the
postwar period. The taxpayer’s case was not closed on March 3,
1924, and therefore the allowance of the war loss sustained in connec-
tion with amortization was held proper by this office.

In the prior audit of the case the Income Tax Unit restored to
invested capital 80z dollars, the amount paid in reduction of a mort-
gage on the taxpayer’s property and charged to expense on the books.
This office recognized that the payments on the mortgage debt consti-
tuted capital expenditures but returned the case to the Income Tax
Unit for an apportionment of the expenditures between depreciable
and nondepreciable property. Depreciation on the buildings partly
covered by the mortgage was then deducted from the restored pay-
ments and the net capital investment at the beginning of the taxable
year of 57z dollars was restored to statutory invested capital. This
adjustment of the case appeared proper and the overassessment
prepared as a result of the inclusion of this item in invested capital
and the allowance of the amortization deduction was approved. Sev-
eral eonferen es were held with representatives of the taxpayer and
additional information was submitted to establish the proportion
of the capital expenditures properly allocable to the depreciable
property.

Case X1I-—Issues: The certificates of overassessment in this case
are principally certificates abating large additional taxes assessed in
1924. The tax paid by the company aggregates y dollars, and to this
extent the proposed overassessment represents a refund. The net
refund arises out of the allowance of depletion and depreciation, the
abatement ont of an amended audit in accordance with the actual
facts concerning the taxpayer’s earnings.

Amount involved, proposed by Income Tax Unit, 45z dollars;
approved by this office, 442 dollars. :

The taxpayer and its affiliated subsidiary companies owned some
mining properties, but from the field examination of the books and the
claims filed by the receivers in bankruptcy the corporation was
‘principally a stock-jobbing enterprise. The returns filed by the
companies were very involved and could not be audited from the in-
formation contained therein. The first field examiner was refused
information by the company, the officers informing him that the
books were sent to a foreign country at the end of each year in order
that they might not be available in the event they were subpoenaed by
the United States courts. The examining ofticer went to the stoek ex-
change and prepared a report bhased upon the income which the
company had stated to the stock exchange had heen earned in each
yvear. This mcome was apparently padded in order to aid stock
sales and was largely composed of the receipts derived from the
cale of stock rather than from the sale of minerals. A subsequent
examination was made by the Income Tax Unit and from the records
which were then made available it became evident that the taxpayer
(ienoring depletion) earned a very small income, approximately
equaling the total income reported earned on the original returns.
The present averassessnents to the extent of the large additional




REPORT ON INTERNAL REVENUE TAXATION 73

taxes were therefore due to the exclusion from income of receipts
from stock sales. This reduction in income is in accordance with
the provisions of Article 563, Regulations 45 and therefore the over-
assessment to that extent was approved by this office.

The additional depletion allowed by the Income Tax Unit
wiped out the entire income and the proposed overassessment
refunded the tax originally paid. The allowance of the deduction
for depletion appeared proper in view of the bureau findings that the
deduction represented the actual loss sustained by the taxpayer from
that source during the years under review.

However, the audit by the Income Tax Unit did not allocate the
original tax in accordance with the provisions of section 240 of the
Revenue Act of 1918 and the decision of the Board of Tax Appeals in
the Mather Paper Co. case, 3 B. T. A. 1. The file was returned to the
Income Tax Unit for reaudit in this connection. The case has not
been returned to this office ; but approximately two-thirds of the over-
assessment of net tax paid on the original return will be barrea, as
no claims were filed within the statutory period. As in the case
with most bankruptey files, the reconciliation of the income and capi-
tal shown on the original return with that shown in the present audit
of the case was extremely difficult. The returns were not properly
filed in the first instance and the returns, books, and present audit,
being compiled from different sources, were diflicult to reconcile.

Case X[1II—TJssues: The overassessment originally proposed by
the Income Tax Unit was due to the allowance of a deduction from
‘income for additions to reserve for unredeemed premium coupons.

Amount involved, overassessment proposed by unit, 672 dollars;
amount approved by this office, none.

It has been the policy of the taxpayer from 18— to issue coupons
with certain classes of its products, these coupons being redeem-
able in premiums. In all years prior to 1921 the taxpayer alleged
that it deducted from gross income the cost of redemption of coupons
actually redeemed each year without reference to the year of the
issue of the coupons. No liability appeared on the books at any
time prior to the close of 1921 for unredeemed coupons. At the end
of 1921 the taxpayer estimated that it would redeem 60 per cent of
all coupons issued, and on that basis set up out of income a reserve
for the cost of redeeming coupons for 1921.

The Income Tax Unit, after a review of all the evidence, and based
upon the taxpayer’s experience in prior years, fixed the percentage of
coupons redeemed at 56.6 and set up a reserve for unredeemed cou-
pons as at December 31, 1920, out of surplus to cover the liability
existing on that date. Since the taxpayer had taken a deduction
based upon the 60 per cent redemption, the audit, in accordance with
the finding that the percentage of coupons redeemed was 56.6, should
have resulted in additional income. The error in the bureau com-
putation was found after review by this office to be in the assumption
that a portion of the reserve constituted the sole addition for 1921.
The taxpayer was afforded a conference and furnished this office
with journal entries and data explaining the entire transaction as
entered on the company’s books. The case was returned to the unit
and an audit, in view of the additional information, resulted in an
additional tax liability of approximately 22 dollars. As the certifi-
cate of overassessment had previously been scheduled, this office
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advised the Income Tax Unit to remove the certificate from schedule -
and assess the additional tax liability.

Case X1V —Issues: The entire proposed overassessment resulted
from an audit of the taxpayer and the N Company on a consolidated
basis for the year 1921. %‘he propriety of consolidation was the point
involved in this case.

Amount involved. overassessment proposed by Income Tax Unit,
1122 dollars; additional tax as result of review by this office, 109z
dollars.

The audit on the basis of consolidation resulted in the overassess-
ment proposed by the unit. On a nonaffiliated basis there was a tax-
able income for the taxpayer which resulted in an additional tax
liability of 109z dollars. The loss of the N Company could not
be offset against the income of the taxpayer, as the companies were
held not afliliated, so the net saving in tax by the audit in accordance
with the recommendation of this office was 221z dollars.

With respect to the facts involved it was noted in the review by
this office that the voting stock of the taxpayer was owned by a
number of companies. These companies are separate corporations
unrelated as between themselves and are owned more than 50 per cent
by interests which would be classed, from an ownership standpoint, as
“minority ” so far as the remainder to the group of related companies
is concerned. These companies sell their products through six
agencies. These agencies are corporations and are owned individually,
so that on a proprietorship basis they are not affiliated among them-
selves or with any of the companies. The agencies are, however,
each represented by a principal stockholder who is active in the
management of the business. These officers vote through proxies
all of the stock of the N Company owned by the various agency
corporations. There is no allegation in the file that these officers of
the agencies vote the stock as a unit. The ownership of the stock is
distributed unequally among the six agencies and that owned by each
agency appears to have been voted by proxy by the principal officer
in such company. .

These same officers of the six agencies have been created trustees
under a voting-trust arrangement by which the stock of the taxpayer
owned by the companies is placed under unified control. Thus the
affiliation of the corporation with the N Company is based by the
unit on the fact that the same six individuals vote the stock of the
N Company by virtue of proxies and the stock of the taxpayer
by virtue of the voting trust. There is no identity of stock ownership
to any material cxtent between the companies, the minorities through
ownership appearing from the information now in the file to exceed
80 per cent of the total issue.

In view of the holdings of the Board of Tax Appeals in the case
of Parker Sheet Metal Works, 3 B. T. A. 608, and Watsontown Brick
Co., 3 B. T. A. 85, this office held that a mere majority ownership
would not suflice to establish affiliation and that control of the busi-
ness did not establish control of stock. The control contemplated by
the act is control of voting rights.  (Baird Machine Co.,2 B. T\ A. 89,
and cases cited therein.) It was apparent that the same individuals
as officers of the agencies did not vote the stock of the N Company
owned by the agencies in their own right. The control of the
stock belonged to the agencies but not to the officers who as agents
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for their respective corporations voted the stock. (Block Street
Whart & Warehouse Co., 2 B. T. A. 183.) Since, therefore, the con-
trol of the stock of the taxpayer was not in the same interests who
owned and controlled the stock of the N Company this office advised
the Income Tax Unit that those companies should be ruled not
affiliated for the year under review.

Case XV .—Issues: The taxpayer was engaged in the production of
articles for the Government under war contracts. T'he proposed
overassessment arose in connection with a revaluation of inventories
of materials acquired to produce the articles for the Government.
The issue involved, therefore, was concerned with the propriety of
the prices fixed by the unit in valuing the taxpayel inventories.

Amount involved, proposed overassessment by the unit, 3z dollars;
additional tax under audit in accordance with recommendation this
office, 22 dollars.

The taxpayer’s original returns did not reconcile with the books,
the figures contained in the return being taken from other sources.
This is particularly true with respect to inventories. The Income
Tax Unit following a field examination revalued the inventories on
a cost of replacement basis for all years. DBased upon this revalua-
tion of inventories the certificates of overassessment recommended by
the unit were prepared.

This office reviewed the case and found that the materials in-
ventoried were acquired for production under war contracts. The
taxpayer was actually reimbursed in 1919 under the Dent Act for the
entire cost of the material so acquired. This office therefore held
that the inventories should be carried at cost and not at some other
arbitrary figure. This valuation was in accordance with the pro-
visions of section 203 of the revenue act of 1918. A reaudit of the
case in accordance with the recommendation of this office resulted
in a reduction in the overassessment of 52 dollars.

Case XVI—TIssues: The taxpayer in this case in preparing its
original return valued inventories on a cost or market, whichever is
lower, basis. The Income Tax Unit in auditing the case valued the
inventories on a cost basis. The overassessment arising from this
action was entirely due to the method of valuing inventories and this
was the only issue in the case.

Amount mvolved, x dollars.

This case involved a point very similar to that encountered in
Case XV. The taxpayer in this case was engaged in production of
articles for the Government under war contracts. The materials
purchased, however, for this Governnient contract production were
in all respects standard and of the same general specifications as
those acquired for the production of normal | peace-time merchandise,
and the taxpayer was engaged at the same time in the production of
both Government contract “OOdb and peace-time goods.

There was no method of allocating the goods purchased to Gov-
ernment contracts and to peace-time installations prior to the requisi-
tion of the raw materials for the particular jobs. The actual em-
ployment of the goods and allocation of the goods to the various
types of jobs constituted the first appropriation which would ear-
mark goods acquired for Government-contract purposes from the
goods acqulred for peace-time production. In view of this situa-
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tion this office held that the taxpayer in accordance with its election
should be permitted to inventory materials not appropriated to Gov-
erninent contracts upon a cost or market, whichever is lower basis.
This method of valuation of inventories is in accordance with section
203 of the Revenue Act of 1918 and article 1584 of Regulations 62.
The file was returned to the Income Tax Unit for reaudit in accord-
ance with this recommendation, and the amended certificate pre-
pared in accordance with this reaudit have not been returned to this
office. Several conferences were held with the taxpayer in develop-
ing the difference between the method of production and operation
of this company and other companies engaged in war manufacture.

Case XV I[—Issues: This case involved the question of the proper
niethod of computing tax for the first taxable period in 1918 where
the taxpayer maintained its accounting records on a fiscal-year basis
and had previously filed its returns on a calendar-year basis.

Amount involved, 2 dollars.

Under the decision of the Board of Tax Appeals in the case of
Henry D. Weed, 2 B. T. A. 84, the tax should have been computed in
accordance with the provisions of section 226 of the Revenue Act of
1918 and not under the provisions of section 205. The Income Tax
Unit, however, stated that the inventory at December 31, 1917
(although satisfactory for the purpose of closing the calendar year
1917 case), was not sufficiently accurate to determine the income for
the first period ended in 1918. This office returned the case to the
Income Tax Unit with the recommendation that the tax for the first
period ended in 1918 be computed under the provisions of section
296 and that the income for this period be determined by allocating
the fiscal-year income shown on the original books betsveen the por-
tion falling in the calendar year 1917 and in the first fiseal peried
falling in the year 1918. This adjustment of income permitted a
computation of tax in accordance with the proper provisions of the
Revenue Act and in accordance with the decision of the Board of
Tax Appeals above cited. The resultant tax liability, although differ-
ent from that indicated in the prior audit by the Income Tax Unit
under section 205, did not change the amount of the proposed certifi-
cate of overassessment, as that amount was limited by the provisions
of section 284 of the Revenue Act of 1926. Several conferences were
held with the taxpayer in this case and the final audit has been acqui-
esced in by the taxpayer. The taxpayer was inclined to protest the
previous audit of the case as not being in conformity with the
decision of the Board of Tax Appeals in the Henry D. Weed case
cited supra.

Case XVIII—Issues: The issue involved in this case was the pro-
priety of a redetermination of amortization after March 3, 1924, the
date mentioned in section 284 (a) (8) of the Revenue Act of 1921.

Amount involved, amount allowed by unit, none; amount claimed
by taxpayer, @ dollars.

This case was forwarded to this office in connection with the tax-
payer’s protest that the amortization should not now be redetermined
in view of the provisions of the Revenue Act of 1921. It was found
by this office after a review of the entire file that the taxpayer’s case
had not been closed on March 3, 1924, and in fact was not closed at
the present time. The amount of amortization therefore had never
been determined finally, and the present inquiry into the proper
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amortization deduction was not in the nature of a redetermination
but was in the nature of the usual investigation leading up to a
determination of the proper deduction allowable. The case was
therefore returned to the Income Tax Unit with a recommendation
that the amortization feature be considered on its merits and the case
closed in accordance with the findings of the Income Tax Unit. It
is impossible to state at the present time whether the veview of the
amortization under the decision of the Board of Tax Appeals in the
Manville Jenckes case will result in an additional tax liability or a
refund.

ArroryEY B

In response to your request for a statement of the cases handled
by me during a typical month I have prepared the following data.
1t is my experience with these cases, involving overassessments, that
few of them can be disposed of as originally submitted, but most of
them require conferences, submission of additional data, and some-
times audit revisions. This results, among othier things, in work being
done on a particular case at different times, and it often happens
that a case may be almost completely worked up in a period of time
preceding the month when recorded as disposed of here.

The following indicates the difficulty of some of the cases:

Case 1: M partnership and A, a partner. When previously before this office
there was a certificate of overassessment to the partnership for 1917 in the
amount of 58x dollars and to the individual partuer a certificate for 55.x dollars.
Upon consideration here this office returned the record to the Income Tax Unit
for further consideration. Thereafter a revised audit was wmade, the result
of which was to reduce the partuevship overassessment from 58z dollars to
54z dollars, and the overassessment of 55r dollars to the individual was con-
verted to a deficiency of some 252 dollars. Our office action in this particular
month was to approve the revised certificate to the corporation. e over-
assessment was due chiefly to allowance of additional depletion deductions and
was based upon a field agent’s report.

Case 2: M Company. This case was first submitted on a certificate of over-
assessment for the fiscal year ended March 31, 1918, in the amount of 3 dollars.
The reduction in tax was due to aillowance of depleiion, vnder the 1917 law, on
the March 1, 1913, value of a leascho!d (which action was later confirnied by
the United States Suprenie Court decision in the case of Lynch ». Alworth-
Stephens Co., T. D. 3690), and the allowance of special assessnient uunder section
210 of the 19i7 act and section 827 of the 1918 act. This oilice ruied against
the allowance of special assessment in a memorandum, and the revised certificate
of overassessment approved in this month was for 2x dollars.

Case 3: A. This individual was a stockholder in the X Company and so
received a distribution in liquidation in January, This transaction has
received much consideration in the department, in connection with other partici-
pating stockhelders. It was found necessary to obtain additional data in the
case of A as to certain otlier 1osses claimed on dispoxition of securities., also a
further field agent’s report, with reference to the X liquidation transactions.
In this month the case received consideration upen a revision of the audit,
partly based upen memorands from this office, but the audit has since been
further revised, based upon the additional data furnished this year, and is
not ye: closed. The certificate last proposed was in the amount of 124z doliars
for the taxable year.

Case 4: M Company. The years 1917 and 1918 were involved here, and the
year 1917 had previously been considered in a recommendation by the old Com-
mittee on Appeals and Review and in a memorandum by this office. The cer-
tificate for 1917 was for 16z dollars and that for 1918 was 17z dollars. Errors
were found in the audit, and a conference was held with the Income Tax Unit
auditor and the taxpayer’s representative, at which the latter agreed to revision
of the allowances for depreciation and for ohsolescence of certain assets, and the
record was returned to the unit on a memorandum. The case was later returned
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here for approval of the revised audit, which showed a net increase in tax for
the period from 1913 to 1920, inclusive, of 62 dollars.

Case 5: X Compuny and Y Company. These fwo corporationg filed consoli-
dated return for 1918, but later were ruled not affiliated, under the 1ulings of
the department then in effect, which adhered to legal and not actunal stock con-
trol. Upon resubmission of the audit upon a separate basis, due to the commis-
sioner's acquiescence in board decisions sustaining actual control in lieu of legal
control, it became necessary to reexamine the affiliation feature. Duplicate
assessments had been made but only one was paid. There was also some doubt
as to the collectibility of the unpaid assessment, and the Board of Tax Appeals
decision in the case of Mather Paper Co., 3 B. T. A. 1, relative to allocation of
tax was at first not acquiesced in by the commissioner. The taxpayer's attor-
neys and agents were invited here for a conference, and as a result thereof an
agreement was made to allow affiliation and by filing a new waiver to increase
the tax collectible by something like 252 dollars, although final action on the
case did not come before me.

Case 6: M Company. This concern had been much considered in the depart-
ment, with particular reference to its invested capital and the application of
the limitation on intangibleg, This was the subject of a memorandum by this
office. The record here contained certificates of overassessment for 86z dollars
for 1918 and for 172 dollars for 1919. Questions arose as to the depreciation
or amortization of leascholds, particularly those with extension periods. Hear-
ings were afforded the taxpayer’s general counsel and copies of leases were
brought down from New York. Upon consideration of this additional data
the unit’s adjustment was found to be correct and the certificates of overassess-
ment were approved.

Case 7: M Company. This case contained a certificate of overassessment for
8z dollars for the year 1818, which was the result of allowing special assessment
under section 327 of the 1918 act. Upon consideration of the case in this office,
in connection with others similar, it was held that special assessment grounds
did not exist and the overassessment was disallowed.

Case 8: M Company. This case contained a certificate of overassessment for
oz dollars for 1918, based upon allowance of special assessment under section
327 of the Revenue Act of 1918. This was another of the cases cousidered
with regard to the basis for allowance of relief, and it was decided that proper
grounds did not exist in this case. The certificate of overassessment was there-
fore disallowed.

Case 9: M Company. This case is one that had received much consideration
in the department for a number of years. Our office approved an audit adjust-
ment in January, , through approval of certificates of overassessment for
1918 and 1919, in the respective amounts of 202z dollars and 1732 dollars.
Thereafter, in the taxpayer asked for the allowance of additional
amertization on facilities disallowed as expense deductions, and for realloca-
tion of the amortization allowance in accordance with a change in the regula-
tions, with particular reference to facilities not completed in time to produce
war articles. Then numerous briefs were filed and a number of conferences
were held in which many other points were raised. The audit was revised for
1917, 1918, and 1919 and resubmitted to this office for approval of certificates
of overassessment for 1917 and 1918 in the respective amounts of 7Sz dollars
and 326z dollars., After receipt of briefs here and a number of conferences with
the taxpayer's representatives there was prepared here in this month an in-
formal memorandum to the unit covering various issues. Since that time, how-
ever, due to additional briefs and conferences, that memorandum has subse-
quently been revised.

Among the major issues in case 9, that have been considered here,
are the following:

1. Proper treatment of intercompany profits in inventories at January 1,
1917, with respect to invested capital, and as to determination of net income
subject to excess-profits tax and the net income subject to the 2 and 4 per cent
normal tax. This point was considered in an interpretative ruling, S. M. 3384,
C. B, IvV-1, 277.

2. Proper treatment of intercompany profits in inventories at January 1,
1918, both from the standpoint of invested capital and computation of the net
income. subject to the 12 per cent normal tax and to the profits taxes. S. M.
1530, I1I-1 C. B. 307, made a ruling as to such inventories, from the stand-
point only of net income subject to the 12 per cent income tax. Subsequently,
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a question was raised as to the elimination of such profits from invested capital,
although the taxpayer later conceded the applicability of the limitation in
section 331 of the 1918 act, but this office has not yet conceded that such profits
(approximating 250 # dollars) should be excluded from profits tax in 1918 (and
therefore for all years) by being included in January 1, 1918, inventories.

3. The taxpayer has challenged the bureau's right to redetermine amorti-
zation under such recent board decisions as that in the case of Manville
Jenckes Co.,, 4 B. T. A. 765. Subordinate points have been discussed, such as
the proper facilities subject to amortization, and, prior to the decizion by the
board in the G. M. Standifer Construction Corporation case, 4 B. T. A. 525,
what companies had established a proper basis for such allowance.

4. Reduction of invested capital for prior year’s Federal income and profits
taxes, in accordance with article 845, Regulations 45. The issue was later
settled by section 1207 of the Revenue Act of 1926, contrary to the taxpayer’s
contentions, and the case of Guaranty Construction Co., 2 B. T. A, 1145. See
also Russel Wheel & Foundry Co., 3 B. T. A. 1168.

5. Restoration to invested capital of 200 # dollars for patents that expired
prior to 191%. The Income Tax Unit recognized this claim as good will emerging
from patent values, but this office has not yet recognized the claim, on authority
of such decisions as the Union Metal Manufacturing Co., 1 B. T. A. 895; Winsor
& Jerauld Manufacturing Co., 2 B. T. A. 22; Northwestern Steel & Iron Cor-
poration, 6 B. T. A. 119; Dexter Folding Co., 6 B. T. A. 655; Lee Hardware Co.
v. United States, T. D. 3883 ; La Belle Iron Works ». United States, T. D. 3181
and 256 U. S. 377; and T. D. 3877.

6. Loss of 93 z dollars claimed on lands purchased to establish a power site,
which attempt, due to adverse legislation and loss of a Supreme Cowmrt decision,
proved abortive. The Income Tax Unit conceded this claim but this office has
not yet done o, relying upon such decisions as A. J. Schwarzler Co.,, 3 B. 1. A.
535, and Fred €. Champlin, 1 B. T. A. 1255. The loss was claimed for Y
when the Supreme Court’s mandate came down. Incidental issues arose such
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