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HEARINGS OF
JOINT COMMITTEE ON INTERNAL REVENUE TAXATION 

ON THE ADMINISTRATION OF SECTION 722 OF
THE INTERNAL REVENUE CODE 

F ebruary 6 , 1946

Statem en t o f  M aurice A u st in , Chairman o f  th e  
Committee on F ed era l T axation  o f  th e

American I n s t i t u t e  o f  A ccou n tan ts

To th e  H onorable Members o f
th e  J o in t  Com m ittee on In te r n a l Revenue T a x a tio n :

T h is  s ta tem en t la  r e s p e c t f u l ly  su b m itted  on b e h a lf  o f  th e  

Committee on F ed era l T axation  o f th e  American I n s t i t u t e  o f  A cco u n ta n ts . 

  The American I n s t i t u t e  o f  A ccou ntan ts i s  t h e  o n ly  n a t io n a l

o r g a n is a t io n  o f  c e r t i f i e d  p u b lic  a c c o u n ta n ts . I t s  members number In  

e x c e s s  o f  9 , 0 0 0 . P u b lic  a c c o u n ta n ts , p rob ab ly  more than any o th e r  

group , have a  d ir e c t  and in t im a te  c o n ta c t  w ith  th e  p r a c t ic a l  adm in is

t r a t io n  o f  th e  ta x  la w s , in c lu d in g  th e  s e c t io n  under c o n s id e r a t io n .

T h is s ta te m e n t r e p r e s e n ts  the c a r e f u l ly  c o n s id e r e d  v ie w s  o f  the  

I n s t i t u t e d  Committee on F ed er a l T a x a tio n , w hich  c o n s i s t s  o f  members 

ohosen f o r  t h e ir  a b i l i t y ,  e x p e r ie n c e  and r e p u ta t io n  i n th e  f i e l d  o f  

ta x a t io n ,  and i s  b a se d  not o n ly  upon th e  e x p e r ie n c e s  o f  th e  members
 

o f  th a t  com m ittee , b u t a l s o  upon th e  e x p e r ie n c e s  o f  many o th e r s  w h ich , 

in  one way o r  a n o th er , have been b rough t t o  th e  a t t e n t io n  o f  th e  

com m ittee .

We w ish  to  make i t  c le a r  a t  th e  o u t s e t  th a t  t h i s  s ta tem en t  

i s  n o t  made in  the s p i r i t  o f  c r i t i c i s m ,  b u t i n a s in c e r e  endeavor to  

p la c e  b e fo r e  t h i s  J o in t  Committee p e r t in e n t  f a c t s ,  a s  we s e e  them , 

reg a rd in g  the a d m in is tr a t io n  of  S e c tio n  722 o f  th e  I n te r n a l  Revenue



Code, and c o n s tru c tiv e  su g g estio n s  and recommen d a ti ons f o r  the  im

provem ent of such a d m in is tra tio n  i n the  i n te r e s t  o f bo th  government 

and ta x p a y e r . R e p re se n ta tiv e s  o f the Bureau of I n te r n a l  Revenue and 

o f th e  T reasu ry  Departm ent w ill  be the  f i r s t  to  a f f irm  th a t  our p a s t  

re c o rd  dem onstra tes a  sym pathetic  understand ing  o f the  B ureau’ s 

p r a c t i c a l  problem s of a d m in is tra tio n  and of a c t iv e  co o p e ra tio n  on our 

p a r t  in  t h e i r  s o lu t io n .

We have reco g n ized  from th e  beg inn ing  th a t  Sect io n  722 

p la c e d  upon the Bureau a heavy and unpreceden ted  a d m in is t ra t iv e  burden 

which, by reason  o f i t s  n a tu re  and the amounts in v o lv e d , h as  assumed 

an im portance out o f a l l  p r o p o r t io n  to  i t s  p la c e  in  the  ta x  s t r u c t u r e .

As you know, the  form of r e l i e f  p rov ided  by S e c tio n  722 i s  a v a i la b le  

when, f o r  c e r ta in  s p e c if ie d  rea so n s , n e i th e r  in v e s te d  c a p i t a l  nor 

a c tu a l  prew ar ea rn in g s  fu rn is h  an adequate s ta n d a rd  of norm al p re-w ar 

e a rn in g  power, so th a t  d e te rm in a tio n  o f excess p r o f i t s  ta x  l i a b i l i t y  

under the g e n e ra l form ulas p rov ided  in  the Code r e s u l t  in  an e x c ess iv e  

and d is c r im in a to ry  ta x . To o b ta in  r e l i e f  in  such cases i t  i s  neces

sa ry  to  e s ta b l i s h  what normal pre- war, i . e . , base p e r io d , e a rn in g s  

would have been had c e r ta in  c o n d itio n s  then e x is te d  which, i n  f a c t ,  

d id  n o t e x i s t . Many cla im s f o r  such r e l i e f  have been f i l e d ,  in v o lv in g  

la rg e  am ounts. The d e t a i l s  re g a rd in g  th i s  a re  s e t  f o r th  in  the  B u reau 's  

s ta te m e n t, and, a lth o u g h  the Bureau’ s f ig u re s  on the  amounts o f  refund  

claim ed do no t g ive  e f f e c t  to  the  s u b s ta n t ia l  o f f s e t  re p re se n te d  by 

th e  co rrespond ing  in c re a se  in  income ta x  l i a b i l i t y ,  th e  sums in v o lv ed , 

though sm a lle r  than  the  e ig h t b i l l i o n  d o l la r s  r e f e r r e d  to  in  th e  

Bureau’ s s ta tem en t are  n e v e r th e le s s  very  s u b s ta n t ia l .  We do n o t wonder,
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th e re fo r e ,  th a t ,  faced  w ith  an e lu s iv e  problem  o f t h i s  n a tu re , i n 

v o lv in g  so much money and so many ta x p ay e rs , the  a d m in is tra t iv e  

o f f i c i a l s  a re  found to  e x e rc ise  extrem e c a u tio n , to  be wary of 

c r e a t in g  p re c e d e n ts  w ith  u n fo re see ab le  re p e rc u s s io n s , and to  p roceed  

slow ly b e fo re  i m portant p o in ts  a re  determ ined  by l i t i g a t i o n .

We a re  no t h e re  p r im a r ily  concerned w ith  slow ness of admin

i s t r a t i o n . We a re  much more concerned w ith  sound and p ro p e r  a d m in is tra 

t io n ,  than  w ith  speedy a d m in is tra t io n ;  and, w hile undue d e la y  in  ad

m in is t r a t io n  may undoubtedly  n u l l i f y ,  to  a la rg e  e x te n t ,  th e  r ig h t s  

g ra n te d  by law, we should much p r e f e r  a slow er, but sound, e q u ita b le  

and p ro p e r a d m in is tra t io n  of th e se  p ro v is io n s , th an  a speedy one which 

m erely succeeds in  crowding the l i t i g a t i o n  c a le n d a rs  and t r a n s f e r r in g  

th e  d elay  from one p o in t  to  ano t h e r .

In  i t s  s ta tem en t, the Bureau has g iven  i t s  rea so n s  f o r  slow

n ess  in  p ro g re ss  of a d m in is tra tio n  to  d a te . With most o f th e se  reaso n s 

we a g re e . The s e c tio n  i s  d i f f i c u l t  and in v o lv es  e n t i r e ly  new problem s, 

The number o f  cl a i ms and amounts in v o lv ed  are  l a r g e . Many c la im s, p e r 

haps a  s u b s ta n t ia l  p ro p o rtio n  of the whole, a re  i l l - f o u n d e d  o r i l l -  

p re p a re d . L ike a l l  o th e r  em ployers, the  Bureau has s u f fe re d  s e r io u s  

wartime sh o r ta g e s , bo th  in  number and in  qual i f i c a t i ons o f  p e rso n n e l.

The number o f  taxpay ing  r e tu rn s  to  be p ro cessed  has m u lt ip l ie d .

O ther p re s s in g  problem s, r e f e r r e d  to  in  the  Bureau s ta te m e n t, have 

p reo ccu p ied  Bureau a t te n t io n  and manpower. Many tax p ay ers n a tu r a l ly  

w ishing  to  aw ait c l a r i f i c a t i o n  of a  s e c tio n  o f such unpreceden ted  

n a tu re ,  and d e s iro u s  of not being  i ncluded among the  g u in e a -p ig s  fo r

-3 -



preceden t-m ak ing  l i t i g a t i o n ,  have delayed  f i l i n g  o r i mplementing 

t h e i r  c la im s . Many ta x p a y e rs , faced  w ith  a d e a d lin e  f i l i n g  d a te  on 

September 15, 1943 (su b seq u e n tly  extended by s ta tu to r y  amendment), 

f i l e d  s o - c a l le d  sk e le to n  claim s to  p r o te c t  t h e i r  r i g h t s ,  w ith o u t 

o p p o rtu n ity  to  exp lo re  f u l l y  what r ig h t s  to  r e l i e f  they  a c tu a l ly  had,

I t  i s  w ith  a  f u l l  u n d ers tan d in g  of th e se  c ircum stances th a t  we say 

th a t ,  f o r  the  imm ediate p r e s e n t ,  we a re  much more concerned w ith  the  

k ind  o f a d m in is tra tio n  th an  w ith  i t s  speed .

We b e lie v e  th a t  the  Bureau o f  I n te r n a l  Revenue h as h o n e s tly  

and s in c e re ly  t r i e d  to  ad m in is te r  t h i s  s e c tio n  f a i r l y ,  as i t  sees  i t .  We 

a lso  b e l ie v e , a t  the same tim e, however, th a t  under p re s e n t c o n d itio n s  

of o rg a n iz a tio n  and p ro ced u re , the very  n a tu re  and h is to ry  o f the 

Bureau, i t s  t r a d i t io n  and t r a in in g ,  and i t s  p a s t  r e la t io n s  w ith  C ongress, 

make i t  i n e v i ta b le  th a t  in  i t s  a d m in is tra tio n  o f t h i s  s e c t io n , the  Bureau, 

d e s p i te  i t s b e s t in te n t io n s ,  should  assume an a d v e rsa ry  c h a ra c te r ,  shou ld  

app ly  the  s e c tio n  narrow ly  and r e s t r i c t l v e l y ,  and, where q u e s tio n s  o f  

i n t e r p r e t a t i o n  o f the  s e c tio n  a r i s e ,  should alm ost in v a r ia b ly , and in  

many ca se s , u n n e c e s s a r ily , s e le c t  the in t e r p r e t a t i o n  u n fav o rab le  to 

c la im an ts  g e n e ra lly , -  a l l  r e s u l t in g  in  u n n e c e s s a r ily  fo rc in g  many 

m e rito r io u s  claim s to  l i t i g a t i o n .  That t h i s  i s  th e  c o n d itio n  i s  the  

consensus o f  our e x p e rien ce , and, th i s  c o n d itio n , we cannot em phasize 

too  s tro n g ly , we b e lie v e  to  be th e  p roduct o f c ircu m stan ces and no t o f 

in te n t io n .

The f e a tu re s  o f p re s e n t a d m in is tra tio n  which have been most 

p r o l i f i c  o f d i s s a t i s f a c t i o n  may be c l a s s i f i e d  g e n e ra lly  as in v o lv in g

(1 ) Bureau a t t i t u d e  o r  approach to  a d m in is tra t io n , (2) c e r ta in  ap p a ren t



l im i ta t io n s  o f the  p re se n t s t a tu te  which, of cou rse , the  Bureau must 

a d m in is te r  as i t  f in d s  i t ,  and (3) unduly narrow  in te r p r e t a t i o n s  by the  

Bureau of s p e c i f ic  p o in ts  invo l v ing  a p p l ic a t io n  o f th e  s e c t io n . Of 

th e se  th e  f i r s t  i s  by f a r  th e  most im p o r ta n t. A cco rd ing ly , w hile 

recom mendations w ith  r e s p e c t  to  a l l  of th e se  phases a re  s e t  f o r th  

l a t e r  h e re in , i t  seems a p p ro p r ia te  to  expand b r i e f ly  a t  t h i s  p o in t  on 

th e  m a tte r  o f g en e ra l a t t i t u d e  or approach to  a d m in is t r a t io n .

At th e  p re se n t tim e i t  i s  the  g e n e ra l ex p e rien ce  th a t  an 

a p p l ic a t io n  f o r  r e l i e f  i s  a l l  too f re q u e n tly  (though  n o t, o f  co u rse , 

u n iv e rs a l ly )  approached by Bureau o f f i c i a l s  w ith  a view to  f in d in g  

re a so n s , w hether te c h n ic a l  o r r e a l ,  f o r  d isa llo w in g  th e  c la im , r a th e r  

th an  in  a r e a l  e f f o r t  to  determ ine to  what e x te n t ,  i f  any, i t  has 

m e r it .  I t  i s  th e  all-too-com m on ex p e rien ce  to  r e cei ve a  revenue 

a g e n t’ s r e p o r t  recommending r e je c t io n  o f th e  claim  w ith  the  mere s t a t e 

m ent, r e c i t e d  in  s te re o ty p e d  p a t te r n ,  th a t  the tax p ay er has n o t e s ta b 

l i s h e d  q u a l i f i c a t io n  fo r  r e l i e f  and has not e s ta b l i s h e d  a c o n s tru c tiv e  

base p e r io d  i n come re p re s e n tin g  normal e a rn in g s . This may occur a f t e r  

the agen t has made an e x te n s iv e  exam ination  and req u e s te d  and re c e iv e d  

voluminous d a ta  o r , as happens in  many o th e r  ca se s , w ith o u t even a 

conference w ith  the  ta x p a y e r’ s r e p r e s e n ta t iv e s .  To a  la r g e ,  a lth o u g h  

l e s s e r ,  deg ree , a s im ila r  a t t i t u d e  p r e v a i ls  a t  h ig h e r  f i e l d  l e v e l s .

T his a t t i t u d e  i s  n o t confined  to  claim s which o b v io u sly  la c k  m e r it ,  

a lth o u g h  th e  p robab ly  la rg e  number o f  g ro u n d less  cla im s i s  a c o n tr ib u 

to ry  f a c t o r . We co n s id e r t h i s  c o n d itio n  to  be the  r e s u l t  of a b e l i e f  

c u rre n t th roughou t the B ureau’ s f i e l d  o f f ic e s  as to  the a t t i t u d e  

toward th e se  claim s o f the W ashington rev iew ing  s e c t io n s  and p o lic y 

making o f f i c i a l s .  T his g e n e ra l im p ressio n  has been c re a te d , we b e lie v e ,
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by th e  n a tu re  and c h a ra c te r  o f  the r e g u la t io n s  and b u l l e t in  is su e d  

by the  Bureau, which appear to  be p r im a r ily  concerned w ith  l im i ta t io n s ,  

c a u tio n s  and u n accep tab le  c la im s, th e o r ie s  and p ro ced u res , a s  w ell as 

by th e  h ig h  p ercen tag e  o f com plete o r  p a r t i a l  r e je c t io n s  by th e  review  

d iv is io n s  in  W ashington of claim s allow ed in  whole o r  in  p a r t  in  the 

f i e l d . The f a c t  th a t  r e je c t io n s  in  the f i e ld  a re  no t s u b je c t to  

W ashington rev iew  o r  c r i t i c i s m ,  w hile  com plete o r p a r t i a l  a llow ances 

a re  s u b je c t  to  such review , i s  a n o th e r  f a c t o r .

We b e lie v e  th a t  t h i s  c o n d itio n  has  been made in e v i ta b le  by 

th e  fo llo w in g  f a c to r s ,  among o th e r s :

(1 )  The Bureau of I n te r n a l  Revenue i s by n a tu re , t r a in in g  and
t r a d i t i o n ,  the watchdog o f the  T reasu ry , and in e v i ta b ly  
assumes an ad v e rsa ry , r a th e r  than  a J u d ic ia l ,  p o s i t io n  — 
w ith  the consequent n a tu ra l  tendency to  develop re a so n s , 
t e ch n ic a l o r o th e rw ise , f o r  d isa llo w in g  c la im s, in s te a d  
o f e x e r t in g  e f f o r t s  to determ ine the e x te n t o f t h e i r  m e rit, 
T his co n d itio n  i s  ac ce n tu a te d  by the p rocedure  o f hav ing  
the  r e l i e f  claim s p ro cessed  by the  same p erso n n e l and in  
th e  same manner as the o rd in a ry  run  of ta x  i s s u e s ,  w ith  
re s p e c t to  which an ad v e rsa ry  a t t i t u d e  on th e  p a r t  o f the 
Bureau has become accustomed p ro c e d u re .

(2) P a s t  ex p e rien ce  w ith  C ongressional rev iew  o f i t s  a c t i v i t i e s
have made th e  p o s s i b i l i t y  o f  C o n g ressio n a l c r i t i c i s m  an 
e v e r -p re s e n t f a c to r  a f f e c t in g  Bureau p o lic y  and im p e llin g  
i t  always to  sup p o rt i t s  d i s p o s i t io n  of ta x  cases  by a 
re c o rd  so w ell documented as to  be beyond a l l  c r i t i c i s m .
This co n d itio n  i s  norm ally  conducive to  sound a d m in is tra 
t io n .  In  th e  p re se n t in s ta n c e , however, by reaso n  o f the 
f a c t  th a t  the  s e c t io n  d e a ls  w ith  s u b s ta n t ia l  re fu n d s o f 
ta x e s  on p r o f i t s  r e a l iz e d  du ring  the  war y e a rs , based upon 
f a c to r s  n o t s u s c e p tib le  o f  p re c is e  m athem atical d e te rm in a
t io n ,  and in v o lv in g  e s s e n t i a l l y  p e rso n a l Judgments reg ard in g  
which men may e a s i ly  d i f f e r ,  th e  concern about C ongressional 
c r i t i c i s m  has reached  a s ta g e  o f s u p e r-c a u tio n , which tends 
to  re so lv e  a l l  doubts of i n te r p r e ta t io n  a g a in s t  the  ta x 
p ay e r and to  r e q u ire  a degree o f p ro o f which th e  n a tu re  o f 
th e  su b je c t does no t p e rm it .

(3) The Bureau, over i t s  e n t i r e  h i s to r y ,  has g e n e ra lly  d e a l t  w ith
m a tte rs  which were capable of m athem atical o r  quasi-m athe
m a tic a l d em o n stra tio n . Such an approach  to  th e  a d m in is tra 
t io n  of s e c tio n  722 i s  u t t e r l y  in a p p ro p r ia te  and unw orkable.



The problem  i s  analogous to  th a t  in v o lv ed  i n the  r e 
n e g o t ia t io n  o f war c o n tra c ts  and c a l l s  fo r  a s im ila r  
approach toward i t s  s o lu t io n . While the  in a p p ro p r ia te 
ness of m athem atical s o lu t io n  of s e c t io n  722 cases is  
recogn ized  in  the Bureau s ta te m e n t, i t  i s  d i f f i c u l t  
f o r  p e rso n n e l, t r a in e d  in  the  m a tte rs  which norm ally  
c o n fro n t th e  Bureau, to  d ea l w ith  S e c tio n  722 cases by 
th e  r a d ic a l ly  d i f f e r e n t  method of d e r iv in g  a “f a i r  and 
J u s t ” f ig u re  fo r  normal prew ar ea rn in g s  by ap p ly in g  to  
th e  p e r t in e n t  f a c t s  a considered  judgment o f what i s  
reaso n ab le  under a l l  o f  the  c irc u m sta n ces .

O ther problem s coming under t h i s  g e n e ra l heading  o f  adm inis

t r a t i o n  may be r e f e r r e d  to  b r ie f ly  as fo llo w s :

(a ) The p re se n t p rocedure o f p ro c e ss in g  s e c t io n  722 c la im s to 
g e th e r  w ith  a l l  o th e r  m a tte rs  a f f e c t in g  a c o rp o ra t io n ’ s 
ta x  l i a b i l i t y ,  has made p o s s ib le  an u n fo r tu n a te  p r a c t ic e  
in  many f i e l d  o f f ic e s  o f i n s i s t i n g  upon th e  w ithdraw al 
of s e c t io n  722 r e l i e f  claim s as a c o n d itio n  f o r  the  s e t t l e  
ment o r  d ropping  of o th e r  t o t a l l y  u n re la te d  i s s u e s .  This 
f re q u e n tly  happens a t  a tim e when th e  m e rits  o f s e c tio n  
722 claim s have no t been ex p lo red , and, in  some ca ses , in  
f a c t ,  even b efo re  a s e c tio n  722 claim  has been f i l e d .
While the  in c lu s io n  of a s e c t io n  722 claim  in  a  g en e ra l 
s e ttle m e n t may be e n t i r e ly  p ro p er where i t s  m e r its  have 
been weighed and taken  in to  account in  the  s e tt le m e n t , 
t h i s  p rocedure seems to  be u t t e r l y  u n f a i r  and out o f 
p la c e  where th a t  i s  no t the  s i tu a t io n ,

(b ) The manpower sh o rtag e s  have so f a r  made i t  not p o s s ib le  f o r
the  Bureau to  have th e se  claim s p ro cessed  in  th e  f i e l d  
by a  s u f f i c i e n t  number o f p e rso n n e l a d e q u a te ly  t r a in e d  
f o r  t h i s  p u rp o se . T h is , of cou rse , i s  a p ro d u ct o f war
tim e c o n d itio n s  and presum ably w i l l  be rem edied as 
r a p id ly  as c o n d itio n s  p e rm it,

( c) The p ro o f c a l le d  fo r  in  many s e c tio n  722 cases r e q u ir e s  
f ig u re s  o f s a le s ,  c o s ts  and ea rn in g s  o f  o th e r  co rp o ra
t io n s ,  u su a lly  c o m p e tito rs . In  the v ery  n a tu re  of th in g s , 
th e se  f ig u r e s , w hile a v a ila b le  to  th e  Bureau, a re  not 
a v a ila b le  to  the  tax p ay er excep t in  th o se  r e l a t i v e l y  few 
cases  where tra d e  a s s o c ia t io n s  have secured  such d a ta .
T h is p la c e s  c la im an ts  a t  a se r io u s  d isad v an tag e  in  the  
h an d lin g  o f t h e i r  c la im s.
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While th e re  i s  th e  r ig h t  o f  rev iew  by an im p a r t ia l  body, 

th e  Tax Court o f  th e  U nited S ta te s , th e re  a re  s e v e ra l rea so n s  why 

t h i s  remedy i s  a f a r  from adequate  means o f  d e a lin g  w ith  th e  s i t u a 

t io n  which th e  p re s e n t  c o n d itio n s  o f  a d m in is tra tio n  a re  bound to  

c r e a te .  The Tax Court i s  burdened w ith  p ro ceed in g s in v o lv in g  many 

ty p es  o f  ta x  i s s u e s , o f  which S ec tio n  722 i s  presum ably on ly  a minor 

p a r t , in  a d d i t io n  to  which i t  i s charged w ith  the du ty  o f h e a r in g  

a p p e a ls  in  r e n e g o t ia t io n  ca s e s .  The number o f  S ec tio n  722 ca ses  

w hich, under p re s e n t  c o n d itio n s  o f  a d m in is tra t io n , w i l l  reach  the  

Tax Court w i l l  c lo g  i t s  c a le n d a rs fo r  y e a rs . The p roced u re  o f  th e  

C ourt i s  form al and i s  su b je c t to  form al r u le s  o f  ev id en ce . F ac ts  

nu t subm itted  fo r  the Com m issioner’s review  may n o t be proved in  a 

S e c tio n  722 p ro ceed in g  in  the  Tax C ourt. T his type o f  p rocedure  i s  

s in g u la r ly  in a p p ro p r ia te  fo r  the ty p es o f  is s u e s  invo lved  in  S ec tio n  

722 p ro cee d in g s , in v o lv in g , a s  they  do, in tim a te  d e t a i l s  o f  o p e ra tin g  

c o n d itio n s , m anufactu ring  c o s ts ,  demand and g en e ra l economic d a ta , 

p a r t i c u l a r l y  in  the  cy c le  and d ep ressed  in d u s try  c a s e s . We would 

view th e  m a tte r  d i f f e r e n t ly  i f  p rocedure  fo r  p ro c e s s in g  c la im s w ith in  

the  Bureau were designed  o r in  f a c t  o p era ted  to  a p p r is e  the  c la im an t, 

th rough  re sp o n s ib le  Bureau o f f i c i a l s ,  o f  the  a lle g e d  d e f ic ie n c ie s  o f  

h i s  c la im  o r  p ro o f  in  sup p o rt th e re o f ,  so a s  to  enab le  him to  supply  

a p p ro p r ia te  su p p o rtin g  d a ta  i f  he can . Under p re s e n t a c tu a l  co n d i

t io n s  o f  Bureau p ro ced u re , th e  c la im an t seldom le a rn s  a u th o r i t a t i v e ly  

what shortcom ings o f  p ro o f the  Bureau a l le g e s  in  h i s  c a se , w ith  c o r 

resp o n d in g  la c k  o f  o p p o r tu n ity  to  develop a  com plete f a c tu a l  case be

fo re  form al t r i a l  in  the Tax C ourt, when i t  i s  o f te n  too l a t e .  The 

a t t i t u d e  o f  Bureau r e p r e s e n ta t iv e s  in  most in s ta n c e s  i s  to  a s s e r t
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inadequacy o f p roof o r m e rit w ithou t r e a l  e f f o r t  to  sp e c ify  the s h o r t 

comings, r e ly in g  upon th e  ta x p a y e r’ s burden of p roo f to  su p p o rt t h e i r  

p o s i t io n .

An o rd e r ly  and f a i r  a d m in is tra tio n  of a se c tio n  such a s  t h i s  

demands th a t  th e re  be some forum in  which c la im a n ts  may have th e i r  

c la im s h ea rd  under an in fo rm al p rocedure  in  which f a c tu a l  c o n tro v e rs ie s , 

i f  any, can be re so lv e d  in fo rm a lly , the  p o s i t io n s  of bo th  s id e s  d e f in e d , 

and th e  o p p o rtu n ity  to  remedy f a c tu a l  d e f ic ie n c ie s  in  the l i g h t  o f th e  

p o s i t io n s  th u s  tak en , and in  which such c la im s w il l  be passed  upon by 

o f f i c i a l s  w ith  a r e s p o n s ib i l i ty  which w il l  su p p o rt the  p ro p er e x e rc is e  

o f the  type of p e rso n a l j udgment re q u ire d  by th e se  c a se s , and which 

w il l  no t be tram m elled by t r a d i t io n  and t r a in in g  and p a s t  r e la t io n s  

w ith  C ongressional Committees, which i n te r f e r e  w ith  th e  use o f an 

approach to  th e se  c a ses  more a p p ro p r ia te  than  th a t  which i s  s u i ta b le  

in  the  o rd in a ry  run o f ta x  is s u e s .
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We subm it th e  fo l lo w in g  recom m endations:

I . An ind ep en dent a d v iso ry  board sh ou ld  be e s t a b l i s h e d  t o  h ea r  S e c t io n  

722 c a s e s , upon th e  a p p l ic a t io n  o f  c la im a n ts , under in fo rm a l p roced u res,

and to  make recom m endations fo r  d i s p o s i t i o n ,  w hich s h a l l  be  prim a f a c i e

c o r r e c t  in  any su bseq uent p r o c ee d in g  in  th e  Tax C ourt.

I t  i s  v i s u a l i z e d  th a t  upon f a i l u r e  o f  agreem ent a f t e r  ex

h a u s t io n  o f  p roced u res a v a i la b le  w ith in  th e  Bureau, a  t e n t a t iv e  n o t ic e  

o f  d is a llo w a n c e  would be i s s u e d  by th e  C om m issioner, w ith in  t h i r t y  

days o f  w hich th e  ta x p a y er  w ould have th e  r ig h t  to  a p p ly  f o r  h e a r in g  

b e fo r e  th e  a d v iso r y  b oard . The C om m issioner would be r e q u ir e d  to  r e 

f e r  to  th e  Board a l l  f a c t s  b e fo r e  him r e l a t in g  to  th e  c la im , in c lu d in g  

such g e n e ra l econom ic f a c t s  a s  th e  Com m issioner h as c o n s id e r e d  in  

a r r iv in g  a t  h i s  c o n c lu s io n s , and to  d e f in e  h i s  p o s i t io n  w ith  r e s p e c t  

to  th e  c la im . B oth  s id e s  would be e n t i t l e d  to  subm it a d d it io n a l  f a c t s  

from tim e to  tim e d u rin g  the c o u r se  o f  the p r o c ee d in g  and w ould  be 

r e q u ir e d  t o  fu r n is h , to  th e  e x te n t  p o s s i b l e , such d a ta  a s  th e  Board 

m ight deem n e c e s s a r y . P ro ceed in g s b e fo r e  th e  Board w ould be i nform al 

and n o t s u b je c t  to  form al r u le s  o f  e v id e n c e . The Board member or  

members would I n d ic a te  in  what r e s p e c t s  th ey  t e n t a t iv e l y  a g reed  o r  

d is a g r e e d  w ith  th e  c o n te n tio n s  o f  th e  p a r t i e s  and th e  adequacy c f  

t h e i r  p r o o f .  The h e a r in g s  would be h e ld  in  one or more s e s s io n s , w ith  

such r e a so n a b le  adjournm ents fo r  su b m iss io n  o f  a d d it io n a l  d a ta , a s  may 

b e s t  prom ote a  j u s t  d e te r m in a tio n .

The Board would b e  e s t a b l i s h e d  a s  an in d ep en d en t a g en cy , 

o u ts id e  th e  T reasury Departm ent, c o n s i s t in g  o f  a  number o f  members

on a  f u l l - t im e  b a s i s , s u f f i c i e n t  to  h o ld  r e g io n a l  s i t t i n g s  i f  th e  
Board w ould deem t h a t  e x p e d ie n t , and sh o u ld  b e  a d e q u a te ly  f in a n c e d  

and s t a f f e d  w ith  i t s  own e x p e r t s .
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The Board, i f  i t  c o u ld  n o t b r in g  about an agreem ent betw een  

th e  p a r t i e s ,  would ren d er  a r e p o r t ,  s e t t in g  fo r th  f in d in g s  and c o n c lu 

s io n s  o f  f a c t ,  w h eth er or n ot th e  a p p lic a n t  q u a l i f i e s  f o r  r e l i e f  and 

on what ground s, a  d e ter m in a tio n  o f  c o n s t r u c t iv e  b a se  p e r io d  n e t  incom e, 

and a  s ta te m e n t o f  th e  f a c t s  and c o n c lu s io n s  upon w h ich  su ch  d eterm in a

t io n  i s  b a sed .

Such r e p o r t  w ould be a d v is o r y , b u t , in  any su bseq uent pro

c e e d in g  in  the Tax C ourt, such r e p o r t ,  b o th  a s  t o  f a c t s  and c o n c lu s io n s ,  

w ould be prim a f a c i e c o r r e c t ,  and th e  burden o f  p r o o f would be on th e  

p a r ty  e x p r e s s in g  d isagreem en t w ith  such r e p o r t ,  in  w hole o r  in  p a r t .

To th e  e x te n t  not c o n tr o v e r te d  in  th e  p le a d in g s  and r e f u t e d  by p r o o f ,  

th e  r e p o r t  o f  th e  Board would be b in d in g  on th e  Tax C ou rt. Under 

th e s e  c o n d it io n s ,  p r o o f  b e fo r e  th e  Tax Court would p r o p e r ly  be l im i t e d  

to  f a c t s  su b m itted  t o  the Board.

We b e l ie v e  th a t t h i s  procedure w ould c r e a te  a  forum much 

more s u i t a b le  than any now e x i s t in g  fo r  th e  proper d i s p o s i t i o n  o f  

th e s e  c la im s . We do n o t f e e l  th a t  suc h a  Board would be "s o f t e r ” o r  

any r e a d ie r  to  g r a n t r e fu n d s u n j u s t i f i a b l y ,  o r  i n s e n s i t i v e  to  

C o n g r e ss io n a l r e v ie w , nor sh ou ld  i t  b e . We a r e  c on v in c e d , how ever, 

th a t  under su ch  a  procedure c la im s  would g e t  th e  k in d  o f  h e a r in g  

a p p r o p r ia te  t o  t h e i r  n a tu r e , w hich th e  p r e se n t  proced ure d oes n o t  

a f f o r d , and th a t i t  w ould t e n d ,  to  a s u b s t a n t ia l  d e g r e e , t o  p r e v en t  

an accu m u la tio n  o f  S e c t io n  722 c a s e s  from c lo g g in g  the c a le n d a r s  o f  

th e  a lr e a d y  overw orked Tax C ourt.
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I I .  The l a s t  s e n t e nc e o f  Sec t io n  722 ( a ) sh o u ld  b e  d e l e t e d ,  w ith  

r e t r o a c t iv e  e f f e c t .

T h is se n te n c e  r e q u ir e s  t h a t ,  w ith  c e r ta in  e x c e p t io n s , i n 

d eterm in in g  c o n s tr u c t i v e average  b a se  p e r io d  n e t  i ncome, no regard  

sh a l l  be had to  e v e n ts  o r  c o n d it io n s  o c c u r r in g  or  e x i s t in g  a f t e r  

December 3 1 , 1 9 3 9 . P robably  no s in g le  p r o v is io n  h as done a s  much a s  

t h i s  one t o  n u l l i f y  m e r ite d  r e l i e f .  T axpayers commencing b u s in e s s  

tow ard th e  end  o f  1 9 3 9 , o r  l a t e r ,  o r  u n d ergo in g  a  change in  management 

or o th e r  change in  c h a r a c te r  of  th e  b u s in e s s  toward th e  end o f  1 9 3 9 ,  

g e n e r a l ly  f in d  i t  im p o ss ib le  f o r  la c k  o f  e x p e r ie n c e , to  e s t a b l i s h  

c o n s tr u c t iv e  e a r n in g s  on th e  b a s i s  o f  t h e ir  new o p e r a tin g  c o n d it io n s .

The tw o-year  p u sh -b ack  r u le  becom es a lm o st i m p o ssib le  to  a p p ly  i n many 

c a s e s . In  com puting c o s t s  under new o p e r a t in g  c o n d it io n s  g iv in g  e f f e c t  

to  th e  pushback r u le ,  th e  ta x p a y e r  i s  fo r b id d e n , f o r  exam ple, to  d e te r 

mine i t s  t y p ic a l  fa c to r y  payr o l l  by r e fe r e n c e  to  i t s  f u l l y  d e v e lo p ed  

o p e r a tin g  c o n d it io n s  i n 1941,  which w ould b e  th e  b e s t  sou rce  o f  su ch  d a ta .

I t  i s  r e c o g n ized, o f  c o u r s e , th a t  p o s t-1 9 3 9  f ig u r e s ,  i n v o lv in g  

war y e a r s  a s  th ey  do, m ust be u sed  w ith  c a u t io n . In  some o a s e s ,  th ey  

would b e  so  a f f e c t e d  by war economy c o n d it io n s  a s  t o  b e  e n t i r e l y  u s e l e s s  

a s  e v id e n c e  from w h ich  t o  h e lp  draw i n fe r e n c e s  a s  to  norm al p r e -1 9 40  

f i g u r e s . In  o th e r  c a s e s ,  com parison w ith  i n d u stry  s t a t i s t i c s  w i l l  

s u g g e s t  s im p le  p ro ced u res f o r  e l im in a t in g  p o s t-1 9 3 9  f a c t o r s  from th e  

f i g u r e s . In  s t i l l  o th e r  c a s e s ,  no ad ju stm ent w i l l  b e  n e c e s s a r y . Where, 

f o r  exam p le, p o s t-1 9 3 9  d a ta  a r e  r e s o r t e d  to  fo r  th e  purp ose o f  d eterm in 

in g  th e  number o f  m achine o p e r a to r s  r e q u ir e d  i n a  g iv e n  departm ent 

under g i v en c o n d it io n s ,  war economy c o n d it io n s  a r e  a  t o t a l l y  i r r e le v a n t  

f a c t o r ,  and th e r e  i s  no sound r e a so n  f o r  d en y in g  u se  o f  su ch  f i g u r e s .
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I t  i s  n o t su g g e s te d  by any means th a t  p o s t-1 9 3 9  f ig u r e s  

be g iv e n  a n y th in g  ap p roach in g  d e te r m in a t iv e  w e ig h t . I t  i s  su g g e s te d  

m erely  th a t  th ey  be a d m iss ib le  a s  e v id e n c e , to  be g iv e n  su ch  w e ig h t  

and u sed  in  such  manner a s may seem proper t o  the a d m in is tr a t iv e  

a g e n c ie s  and th e  Tax C ourt, c o n s i s t e n t  w ith  th e  p u rp o ses o f  th e  

s e c t io n .  S u re ly  sound a d m in is tr a t io n  can be t r u s t e d  t o  u se  p r o p e r ly , 

and n o t  to  m isu se , su ch  d a ta , p a r t i c u la r ly  i f  a p p r o p r ia te  c a u t io n s  

be e x p r essed  by th e  C o n g ressio n a l C om m ittees.

The p r e s e n t  p r o h ib it io n  a g a in s t  u se  o f  p o s t-1 9 3 9  d a ta  was 

prom pted by a  f e a r  th a t  i t  w ould n ot b e p o s s ib le  to  e x t r a c t  th erefrom  

th e  " con tam in atin g" in f lu e n c e  o f  th e  war economy. A lthough t h i s  i s  

a  form id ab le  d i f f i c u l t y ,  we b e l i e v e  th a t  i t s  p r o p o r t io n s  have been  

e x a g g e r a te d , and t h a t  th e  problem  can be s a f e l y  d e a l t  w ith  a d m in is tra 

t i v e l y .  In  an e f f o r t  to  p r o t e c t  th e  a d m in is tr a t iv e  a g e n c ie s  and Tax 

C ourt a g a in s t  th e m se lv e s , t h i s  p r o v is io n  h a s  t i e d  them in  a  s t r a i t  

J a c k e t, w hich  c o m p le te ly  n u l l i f i e s  m er ited  r e l i e f  in  many c a s e s ,  and 

h a s  c r e a te d  a s i t u a t io n  in  w hich th e  ta x p a y e r , w h ile  u n ab le  to  u se  

p o s t-1 9 3 9  su p p ort h i s  c a s e ,  f r e q u e n t ly  f in d s  such d a ta  u sed  to  r e 

f u t e  h i s  C laim . T h is  i s  done n o t o n ly  by th e  Bureau, bu t by th e  Tax 

Court a s  w e l l  ( a s  in  th e  Monarch Cap Screw and M anufacturing Co. c a se . ) 

Even th e  Bureau b u l l e t i n  d oes th e  same th in g  by p r o v id in g  th a t  where 

a  p re -1 9 4 0  change in  c a p a c ity  w hich q u a l i f i e s  fo r  r e l i e f  i s  abandoned  

a f t e r  1 9 3 9 , c o n s t r u c t iv e  b a se  p e r io d  i ncome b a sed  on su ch  change in  

c a p a c ity  w i l l  n o t  be a llo w e d .
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statement, endorsed by the Ways and Means and Finance Committees, as to its interpretations of the points set forth in IV, below.

I I I . T his  J o in t  Committee shoul d  make a  c le a r  and u n e q u iv o c a l

As a lr e a d y  s t a t e d , fe a r  o f  C o n g re ss io n a l c r i t i c i s m  h as  

ca u sed  th e  Bureau, i n  our o p in io n , to  adopt unduly narrow in t e r p r e t a 

t i o n s  a s  t o  th e  p rop er method o f  a p p ly in g  th e  s e c t i o n . We b e l ie v e  

th a t  a  c le a r  in t e r p r e t a t iv e  sta tem en t by t h i s  J o in t  Com m ittee, 

endorsed  a s  above i n d ic a te d , c o u ld  and would b e  fo llo w e d  by th e  

Bureau and by th e  Tax Court w ith o u t c a u se  f o r  con cern  ab ou t su b seq u en t  

c r i t i c i s m  fo r  a d o p tin g  th e  i n t e r p r e t a t io n s  th u s  s t a t e d ,  and would be  

a  trem en d ou sly  im portant f a c t o r  in  f a c i l i t a t i n g  d i s p o s i t i o n  o f  p en d in g  

c la im s  and a v o id in g  n e e d le s s  l i t i g a t i o n .  We r e c o g n iz e  th e  u n p reced en ted  

n a tu re  o f  t h i s  s u g g e s t io n . P r a c t i c a l l y  sp ea k in g , how ever, such  a  

s ta te m en t would d i f f e r  but l i t t l e  from s im i la r  i n t e r p r e ta t io n s  con

ta in e d  i n th e  c o n v e n tio n a l typ e  o f  C o n g re ss io n a l Com m ittee r e p o r t .

The s i t u a t i o n  i s  e x tr a o r d in a r y  and c a l l s  f o r  a  l i k e  rem edy. The 

a l t e r n a t iv e  i s  y e a r s  o f  l i t i g a t i o n .  I t  i s  i n r e c o g n it io n  o f  th e  

u n u su al n a tu re  o f  our s u g g e s t io n  t h a t ,  a lth o u g h  th e  d is p u te d  p o in t s  

o f  i n te r p r e t a t io n  a re  num erous, we have c o n f in e d  th e  p r e se n t  su g g es

t io n  to  a  r e l a t i v e l y  sm a ll number o f  p o in t s  w hich h ave  been  a  la r g e  

sou rce  o f  d i f f i c u l t y ,

IV. I t  i s  suggested that the Joint Committe e  state  i tsviews on at 
le a s t  the following disputed poi n ts  of i nterpretation:
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A. Concept o f  "normal e a rn in g s "

S ec tio n  722(a) r e f e r s  to  th e  e s ta b lish m e n t in  th e se  c a se s  

o f  a " f a i r  and j u s t  amount re p re s e n tin g  normal e a rn in g s  to  be 

used as  a c o n s tru c tiv e  average base p e r io d  n e t income fo r  the  

p u rp o ses o f  an excess p r o f i t s  ta x  based unon a com parison o f  

normal e a rn in g s  and e a rn in g s  d u rin g  an ex cess  p r o f i t s  ta x  p e r io d .” 

The Bureau a p p a re n tly  has in te rp r e te d  t h i s  to  mean th a t  i t  i s  

n ec essa ry  to  e s ta b l i s h  what th e  a r i th m e t ic a l  average o f  the  ta x 

p a y e r ’ s base p e r io d  e a rn in g s  would have been under normal co n d i

t io n s  o f  o p e ra t io n s , g iv in g  e f f e c t  n o t on ly  to  c o r r e c t io n  o f  the  

v a r io u s  a b n o rm a litie s  o r  commencement o r  change i n c h a ra c te r  o f  

th e  b u s in e ss  which q u a l i f ie d  the  tax p ay er fo r  r e l i e f , b u t a ls o  

g iv in g  e f f e c t  to  th e  e l im in a tio n  o f  o th e r , u n re la te d , c o n d itio n s  

b e l ie v e d  to  be no t “norm al."  and w ith o u t n e c e s s a r i ly  g iv in g  e f f e c t  

to  the methods o f com putation o f  average base p e r io d  n e t income 

p ro v id ed  by S ec tio n  713 in  the  case o f  a l l  ta x p a y e rs .

We b e l ie v e , on the  o th e r  hand, th a t  what was in tended  by 

th e  quoted language was a f ig u re  r e p re s e n tin g  the  average base 

p e r io d  n e t income to  which the tax p ay er would have been e n t i t l e d  

under S ec tio n  713 had the  d e p re ssa n t a b n o rm a litie s  n o t e x is te d  

o r  had th e  tax p ay er th roughou t the base p e r io d  enjoyed the  e a rn 

in g s  le v e l  which i t  had a t ta in e d  a c tu a l ly  o r  c o n s tru c t iv e ly  by 

th e  end o f  the  base p e r io d  in  c a ses  o f  commencement o r  change in  

c h a ra c te r  o f  the b u s in e s s .

We b e lie v e  th a t  our view o f  the s i tu a t io n  n e c e s s a r i ly  fo llow s 

from the p r e p o s i t io n  th a t  the  main purpose o f  S ec tio n  722 was to  

e lim in a te  d is c r im in a tio n  between ta x p ay e rs  s im ila r ly  s i tu a te d ,  a s
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i s  ev idenced  by the p ro v is io n  th a t  t h i s  r e l i e f  be g ran te d  where 

th e  ta x  computed in  the  o rd in a ry  way i s  "ex c ess iv e  and d isc r im in a 

t o r y , " and th a t  t h i s  o b je c t iv e  can be accom plished on ly  i f  th e  

com putation o f  the  ta x p a y e r 's  average base p e r io d  income be modi

f ie d  to  tak e  account o f  th e  c o n d itio n s  which c re a te  the  d isc r im 

in a t io n ,  w ith o u t denying to  the  c la im an t the  b e n e f i t  o f  o th e r  

f a c to r s ,  c o n d it io n s , and methods o f  com putation , th e  b e n e f i t s  o f  

which a re  a v a i la b le  to  the la rg e  number o f  "o th e r  ta x p ay ers  

s im ila r ly  s i t u a t e d . ”

T his p o in t  i s  b a s ic  and u n d e r l ie s  a number o f  the  d is p u te s  

now p r e v a i l in g  between th e  Bureau and ta x p a y e rs . One o f  th e   

im p o rtan t appl i c a t i c n s  o f  the p o in t  invo lved  i s  s e t  f o r th  in  B, 

below.

We c o n s id e r  i t  to  be c l e a r ly  d is c r im in a to ry , fo r  example, 

i f  a  tax p ay er which has s u f fe re d  a d is tu rb in g  ev en t q u a l ify in g  

i t  f o r  r e l i e f  should  be re q u ire d  to  exclude from i t s  base p e r io d  

Income the  e f f e c t  o f  c o n d itio n s  a f f e c t in g  ta x p a y e rs  g e n e ra lly  

d u rin g  th e  base p e r io d , even though in  an a b s t r a c t  sense no t 

"norm al” (w hether the  European war o r  any o th e r  g e n e ra l co n d i

t io n )  , w hile the  v a s t  m a jo rity  o f  o th e r  ta x p ay e rs  n o t s u f fe r in g  

such d is tu rb in g  e v e n ts  a re  allow ed to  b e n e f i t  from th e  in c re a se d  

base p e r io d  e a rn in g s  due to  th e  very  same c o n d itio n s .

B. A p p l ic a t i o n  o f  the  g rowth formu la  and 75% r u le

in  S ec tio n  722 ca ses

The B ureau’ s p o s i t io n  i s  th a t  in  r e c o n s tru c t in g  normal base 

p e r io d  e a rn in g s  the  subnorm ality  o f  one o r more y e a rs  in  th e  base 

p e r io d  w i l l  have been taken  in to  accoun t and th a t  th e re  i s  no
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room fo r  a p p l ic a t io n  o f  S ec tio n  7 1 7 (e ) (1 ) , which p ro v id e s  th a t ,  

in  av e rag in g  the income o f the  base p e r io d  y e a rs , the low est 

y ea r s h a l l  be r a is e d  to  75% o f  the average o f th e  o th e r  th r e e ,  

in  e f f e c t  p ro v id in g  th a t  the average base p e r io d  n e t inoome s h a l l  

be no l e s s than  9 3 -3/ 4% o f  the  average o f  the  th re e  b e s t  y e a rs .

( I t  i s  to  be no ted  th a t  the  75% ru le  i s  an au to m atic  ru le  n o t 

dependent on a showing o f subnorm ality  f o r  any base p e r io d  y e a r .)

The Bureau a ls o  ta k e s  the  po s i t io n  th a t  a p p l ic a t io n  o f  the  

growth form ula co n ta in ed  in  S ec tio n  7 1 3 (f) to  S e c tio n  722 cases  

mus t  depend on the  c irc u m sta n ces . In  p r a c t i c e ,  use o f  the  growth 

form ula in  such c a se s  i s  v i r t u a l l y  never a llow ed .

The B ureau’s p o s i t io n  seems to  be th a t  the  75% r u le  and 

growth f orm ula a re  in  them selves r e l i e f  m easures and a re  in  e f f e c t  

superseded and inc luded  when re c o n s tru c te d  base p e r io d  ea rn in g s  

a re  e s ta b l is h e d  under S ec tio n  722.

We b e lie v e  th a t  one o f the  prim e p u rposes o f  S ec tio n  722 

was to  e lim in a te  d is c r im in a tio n  between ta x p ay e rs  s im ila r ly  

s i tu a te d  (n o te  th a t  th e  s e c tio n  a p p l ie s  where the  ta x  i s  ex cess iv e  

and d i s c r im in a to ry ) ;  and th a t  t h i s  purpose i s  no t accom plished , 

where r e c o n s tru c t io n  i s  made s e p a ra te ly  fo r  each base p e rio d  y e a r, 

i f ,  a f t e r  r e c o n s tru c t io n  o f  th e  income o f  each base p e r io d  y ea r 

to  e lim in a te  a b n o rm a litie s  o r  g ive e f f e c t  to  change in  c h a ra c te r  

o f  the  b u s in e s s , e t c . ,  the  average i s  no t computed under the  same 

r u le s  ( i , e . ,  75% ru le  and growth form ula) a p p lic a b le  to  every  

o th e r  c o rp o ra tio n . Thus,
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Example:

The tax p ay er had a f i r e  i n 1939 which reduced  i t s  e a rn in g s ; 

i t s  co m p etito r d id  n o t. The f ig u re s  o f  bo th  com panies would be 

a l ik e  were i t  no t fo r  the  f i r e .  The a c tu a l  and re c o n s tru c te d

f ig u re s  a re  as  fo llow s?

Taxpay er
A ctual 
f ig u re s

R econ
s tru c te d

1936 ........................... ....
1937 ........................................
1938  
1 9 3 9 .........................................

Average base p e r io d  n e t 
income:

A ctual -  g iv in g  e f f e c t  
to  the  75% r u le .  . .

R e c o n s tru c te d :

P er Bureau -  n o t g iv in g  
e f f e c t  to  75% r u le  .

G iving e f f e c t  to  75% 
ru le

In  t h i s  case  the Bureau would

$150,000
180,000

60,000
150,000

$150,000
180,000

60,000
200,000

C om petitor

$150,000
180,000

60,000
200,000

150,000
165, 625

147 , 500

165 625
196,875

g ra n t no r e l i e f  a lth o u g h  the

c la im a n t 's  base p e r io d  e a rn in g s  have been a d v e rse ly  a f f e c te d  by

th e  abnorm al f i r e  o c c u rren c e . In  the  absence o f which i t s  average 
165,62 5

base p e r io d  n e t income would have been $196,875 i n s te a d  o f

$150,000.
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C. A p p lic a tio n of t he tw o -  yea r  pushback r u le .

The pushback ru le  g iv e s  th e  c la im an t the b e n e f i t  o f two

a d d i t io n a l  assumed y ea rs  o f developm ent in  e s ta b l i s h in g  th e  le v e l  

f o r  r e c o n s tru c t in g  normal p re-w ar e a rn in g s , where th e  b u s in e ss  

was commenced o r a change in  c h a ra c te r  o f the  b u s in e ss  o ccu rred  

d u rin g  o r im m ediately  b e fo re  th e  base p e rio d  and th e  b u s in e ss  o f 

th e  c la im an t did n o t reach  normal ea rn in g  le v e l  by th e  end of 

th e  base p e r io d . The B ureau’s p o s i t io n  in  app ly ing  t h i s  r u le  i s  

th a t  account may be taken only o f th o se  changes which a c tu a l ly  

o ccu rred  b e fo re  th e  end of th e  base p e r io d  and th a t  no account 

may be taken of changes which d id  no t a c tu a l ly  occur d u rin g  the  

base p e r io d  but which woul d in  normal course  occur d u rin g  an 

a d d i t io n a l  two y ea r developm ent p e r io d . Thus, i f  p ro d u c tio n  of 

a new p roduct i s s t a r t e d  in  th e  base p e r io d , th e  B ureau’s com

p u ta tio n  of the  e f f e c t  o f two y e a r s ’ a d d i t io n a l  developm ent w ith  

t h i s  p ro d u c t would be l im ite d  to  the ta x p a y e r ’s p ro d u c tiv e  

c a p a c ity  a c tu a l ly  e x is t in g  o r s u b je c t to  commitment a t  the  end 

of th e  base p e r io d , and would n o t tak e  in to  account th e  f a c t  

th a t  expansion of s a le s  o f th e  new p ro d u ct would in  normal course  

le a d  to  expansion o f c a p a c ity , p a r t i c u la r ly  where a d d i t io n a l  

c a p a c ity  means m erely r e n ta l  o r  r e l a t i v e l y  in ex p en siv e  purchase 

o f a d d i t io n a l  m achines. A nother i l l u s t r a t i o n  i s  a f fo rd e d  by 

change in  management ca se s . Changes in  management f re q u e n tly  

b r in g  about changes in  method o f o p e ra tio n , new p ro d u c ts , in 

c re a se s  in  c a p a c ity . The Bureau l im i t s  th e  re c o n s tru c t io n  in  

such c a ses  to  th e  changes a c tu a l ly  pu t in to  e f f e c t  o r  committed 

f o r  ( i n case  o f c a p a c ity  changes) by the  end of th e  base p e rio d  

and does no t take  in to  account th e  f u r th e r  changes which the
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changed management would norm ally  be expected  to  pu t in to  e f 

f e c t  d u rin g  an a d d i t i o n a l  t wo - y e a r  developm ent p e r io d . This 

p o in t may a ls o  a f f e c t  b u s in e sse s  newly commenced.

We b e lie v e  th a t  under th e  pushback r u le  th e  ta x p ay e r i s  

e n t i t l e d  to  take in to  account a l l  changes which would reaso n ab ly  

be expected  to be p u t i nto e f f e c t  d u rin g  a two y ea r a d d i t io n a l  

developm ent p e rio d  as  a r e s u l t  o f the  changes a c tu a l ly  a f f e c te d  

d u rin g  th e  base p e r io d .

D. N ature of commitment to  a cou rse  o f a c t io n  r e s u l t i ng i n a

post-1939  change i n c a p a c i ty .

I t  i s p rov ided  in  S ec tio n  722(b )(4 ) th a t  th e  tax p ay er may 

take i n to  account a change i n c a p a c ity  fo r  o p e ra tio n  o r p ro d u c tio n  

o c c u rr in g  a f t e r  December 31 , 1939, a s  a  r e s u l t  o f a cou rse  o f ac 

t io n  to  which the  tax p ay er was committed p r io r  to  1940. I t  was 

c le a r ly  i n d ic a te d  i n the  C ongressional Committee r e p o r ts  a t  th e  

tim e o f th e  enactm ent of t h i s  se c tio n  th a t  a le g a l ly  b in d in g  com

mitment was not contem plated. The T reasury  re g u la t io n s  and 

b u l l e t i n  do n o t, i t  i s  t r u e ,  s t i p u la t e  th e  n e c e s s ity  o f a le g a l ly  

b in d in g  commitment, bu t do r e q u ir e  e i th e r  th a t ,  or some o v e r t 

a c t io n , w ithdraw al from which would work a s u b s ta n t ia l  d e trim en t 

to  the  tax p ay er. U sually  t h i s  means e i t h e r  a le g a l  commitment o r 

th e  ex p en d itu re  o f sums In p a r t i a l  c a rry in g  ou t o f th e  course  of 

a c t io n , which would be l o s t  in  whole o r  in  s u b s ta n t ia l  p a r t  i f  

the  course  of a c t io n  were abandoned. In  p r a c t ic e ,  a le g a l ly  

b in d in g  commitment i s  alm ost in v a r ia b ly  i n s i s t e d  upon. One form 

of t h i s  d i f f i c u l t y  appears in  c a se s  where th e  tax p ay er has acq u ired  

o r  o b lig a te d  i t s e l f  to  pu rchase  c e r ta in  p ie c e s  of equipm ent
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c o n s t i tu t in g  p a r t s  o f  a l a r g e r  u n i t ,  w ith  no le g a l ly  b in d in g  

o b l ig a t io n  to  pu rchase  the  ba lan ce  of th e  p ie c e s  o f  equipment 

in  th e  u n i t .  Sometimes th e re  i s  an o p tio n  to  pu rchase the  r e 

m aining p ie c e s , and in  o th e r  c a se s  th e re  i s  no such o p tio n . 

But, In  th e  c a ses  which we have in  mind, the  lo g ic  o f  th e  s i t u 

a t io n  i s  c le a r  th a t  th e  tax p ay er would n o t have purchased  o r   
o b lig a te d  i t s e l f  to  buy the  f i r s t  p ie c e s  of equipm ent, i f  i t  

d id  no t u l t im a te ly  in te n d  to  a c q u ire  th e  b a lan ce . T his type 

o f case  alm ost u n iv e r s a l ly  m eets w ith  d i f f i c u l t y  o f a c c e p ta n c e .

We b e lie v e  th a t  a commitment w ith in  th e  meaning o f S ec tio n  

72 2 (b )(4 ) i s  s u f f ic ie n t ly  e s ta b l is h e d  by th e  p rod u ctio n  of 

ev idence of an unequivocal d e c is io n  made p r io r  to  1940 to  

embark upon the  co u rse  of a c t io n ,  w hether o r  no t a le g a l ly  

b in d in g  o b lig a tio n  was in c u rre d  and w hether or no t th e  tax p ay er 

can comply w ith  th e  d e trim en t t e s t  s t ip u la te d  in  the  Bureau 

b u l l e t i n .

R e sp e c tfu lly  subm itted ,

Mau r i ce Aus t i n  
Chairman, Committee on F ed era l Taxa t i on

American I n s t i t u t e  o f A ccountan ts
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