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HEARINGS OF
JOINT COMMITTEB ON INTERNAL REVENUE TAXATION
ON THE ADMINISTRATION OF SECTION 722 OF
THE INTERNAL REVENUE CODE
February 6, 1946
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Statement of Maurice Anatin, Chalirmsn of the
Committee on Federal Taxation of the '
American Institute of Accountants

To the Honorable Members of
the Joint Committee on Internal Revenue Taxation:
This statement is respectrully submittad on behalt of the _

Committee on Federal Taxation ol the Amerioan Institute of Acoountanta.
v The American Instiftiute of Accountants is the only national
| “organization of certlfieé public asccountants. Its members number in
excese of 9,000. Publlc acoouvntants, probably more than any other
group, heve a direct and intinste contact with the practical adminie-
tration cf the tax 1aws, inecluding the seotlon under consideration.
This statement represeﬁta the carefully considered views of the
Institute’s Committee on Federal Taxation, which consists of members
chosen for their‘abllity; experiencs® and iaputatzon in the field of
taxatlon, and 1s based not only upon the experiences of the members
of that committee, but also upon the experiences of many others whieh,
in one way or‘another, have been brought to the attention of the
‘committes.

' We wish to make it clear at the outset that this statement
is not made in the spirit of oritiocism, but in a sincere endeavor to
‘ place before this Joint Committee pertinent facts, as we see them,

regarding the adminiatrstion of Bectlon 722 of the Internal—nevenuo



Code, and constructive suggesilione and recommendations for the im-
provement of such administraticn in the interest of both government
and taxpeyer. Representativee of the Bureau of Internal Revenue and
of the Treasury Departmeni will be the first %o affirm that our past
record demonstrates a sympathetic understanding of the Buresau's
practical problems of adminlistration and of active cooperation on our
part in thelr solution.

We have recognized from tihe beginning that Seotion 722
placed upon the Bureau a heavy and unprecedented adminigtrative burden
which, by reason of 1%s neture and thes amounts involved, has assumed
an importance out of all proportion to its place in the tax structure,
Ag you know, the form of relief provided by Section 722 1s available
when, for certain speclfied ressonsg, nelther invested capltal nor
actual prewar earnings furnisn an adequate standard of normal pre-war
earning power, sc that determinstion of excess profits tax llability
under the geﬁeral formulas provided in the Code result in an excessive
and discriminatory tax. To obtain relief in such cases 1t ls neces-
sary to establish what normal pre-war, l.e,, base perlod, earnings
would have been had certaln conditions then exlsted which, in fact,;
did not exist, Many olalms for such relief have been filed, involving
large amounts. The detazils regarding this‘are set forth in the Bureau's
statement, and, although the Burecau’s figures on the amounts of refund
clalmed do not give effect to the substantlal offéet represented by
‘the corresponding increase in lncome tax liabiiity, the sums involved,
though smaller than the eight billion dollars referred to in the

Bureau's statement are nevertheless very substantial. We do not wonder,



therefore, that, faced with an eluslive problem of thic nature, in-
volving so much money and so many taxpayers, the administrative
officlals are found to exerclse g¢xtreme caution, to bé wary of
crealing precedents with unforeseeable repercussions, and to proceed
slowly before important points asre determined by iitigation.

We are not here rrimearily concerned with slowness of4adm1ﬁ-
‘lstration. We are much more concerned with sound and proper administra-
tion, than with speedy administration; and, while undue delay in ad-
minlstration may undoubtedly nullify, to a large extent, the rights
granted by law, we should much prefer & slower, but sound, equitable
and proper adminigtration of these provisions, than a speedy one which
merely suc.eeds in crowding the litigetlion calendars and transferring
the delay from one point %o ancther,

In its statement, the aﬁreau has given itg reasons for slow-
ness in progress of administration to date. With most of these reasons
we agree. The section is difficult and involves entirely new problems.
The number of claims and amounts involved are large. Many claims, per-
haps a aubétantial proportion of the whole, are 1ll-founded or 1ll-
prepared. Like all other employers, the Bureau has suffered serious
wartime shortages, both in number and in qualificationsof personnel.
The number of taxpayilng returns to be processed has multiplied.

Other pressing problems, referred to in the Bureau statement, have
preoccuplied Bureau attention and manpower. Many taxpayerg naturally
wishing to await cleriflcation of a section of such unprecedented

nature, and desirous of not being Ancluded among the guinea-pigs for



~ precedent-making litigation, have Gelayed filing or implementing
their clalms. Many taxpayers, faced with a deadline filing date on
September 15, 1943 (subsequently extended by statutory amendment),
filed so-called skeleton clalms to ﬁrotect their rights, without .
opportunity to explore fully what rights to relief they éctually had.
It is with a full understanding of these circumstances that we say
that, for the immedliate present, we are nmuch more concerned with the
kind of administration than with 1ts speed.

We believe that the Burzau of Internal Revenue has honestly
and sincerely tried to administer this section fairly, as 1t sees it, We
also believe, &t the same time, however, that under present conditions
of organization and procedure, the wery nature and history of the
Bureau, its tradition and treining, and 1ta past relations with Congress,
make it lnevitable that in its administration of this seotion, the Bureau,
despite 1ts best intentions, shovid assume an adversary character, should
epply the section narrowly and restrlctively, and, where questions of
interpretation of the sectlion arise, should almost invariably, and»ln(
many cases, unnecessarily, select the interpretation wifavorable to
clailmants generally, - all resulting in unnecessarlly forcing many
meritorious claims to iitigation. That this 1is the éondition is the
coneensus of our experieﬁce, and, this condition, we cannot emphaslze
too stfongly, we believe to be the product of clrcumstances and not of
intention. ‘
The features of present adminlistration which have been most
prolific of dissatisfaction may be classified generally as involving

(1) Bureau attitude or approach to administration, (2) certain apparent
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limitations of the present statute which, of course, the Bureau must
edminister as it finds 1%, and (3) unduly narrow interpretations by the
Bureau of specific points involving application of the section. Of
these the firet is by far the most important. Accordingly, while
recommendatlons with respect to all of these phases are set forth
later herein, it seems appropriate to expand briefly at this point on
the matter of general attitude or approach to administration,

At the present time it is the general experience that an
application for relief is all too frequently {though not, of course,
universally) approached by Bureau officlals with a view to finding
reaeons, whether technical or real; for disallowing the claim, rather
than in a real effort to determine to what extent, 1f any, it has
merit. It is the all-too-common experience to receive a revenue
agent's report recommending relesction of the claim with the mere state-
ment, recited in stereotyped patiern, that the taxpayer has not estab-
lished  .qualification for rellel and has not established a constructive
base period income representing normal earnings. Thls may occur after
the agent has made an extensive examination and requested and received
voluminous data or, as happens in iany other cases, without even a
conference with the taxpayer's representatives. To a large, although
lesser, degree, & similar attitude prevails at higher fleld levels.
This attitude is not confined to claims which obviously lack merit,
although the probably large number of groundless clalms 18 a contribu-
tory factor. We consider this condition to be the result of a bellef
current throughout the Bureau's field offices as %to the attitude
toward these claims of the Washington reviewing sections and policy-

making officials. Thig general impression has been created, we belleve,



by the nature_and cheracter of the regulations and bulletin issued
by the Bureau, which appear to be primarily concerned with limitations,
cautions and unacceptable claims, theories and procedures, as well as
by the high percentage of complete or partial rejections by the review
divislons in Washington of claims allowed in whole or in part in the
field. The fact that rejections in the flield are not subjeot to
Washington review or criticism, while complete or partial allowances
are subject to such review, 18 another factor,

We belleve that thls condition has been made inevitable by
the following factors, among others:

{1) The Bureau of Internal Revenue 1s by nature, training and
tradition, the watchdog of the Treasury, and inevitably
asgumes &n adversary, rather than a Jjudiclal, position --
with the consequent natural tendency to develop reasons,
technical or otherwise, for disallowing claims, instead
of exerting efforts tc determine the extent of thelr merit.
This condition is ecoentuaited by the procedure of having
the relief claime processed by the same personnel and in
the same manner as the ordinery run of tex issues, with
respect to which an adversary attitude on the part of the
Bureau has become accustomed prccedure.

(2) Past experience with Congressional review of its activitles
have made the possiblility of Congressional criticism an
ever-present factor affecting Bureau policy and impelling
it always to support its disposition of tax cases by a
record so well documented as to be beyond all criticism,
This condition is normally conducive to sound administra-
tion. In the present instance, however, by reason of the
fact that the sectlon deals with substantial refunds of
taxes on profits realized during the war years, based upon
factors not susceptible of precise mathematical determina-
tion, and involving essentlially personal Judgments regarding
which men may easily differ, the concern about Congressional
oriticism has reached a stage of super-caution, which tends
to resolve all doubts of interpretation agelnst the tax-
payer and to require a degree of proof which the nature of
.the subject does not permit.

(3) The Bureau, over its entire history, has generally dealt with
matters which were capable of mathematical or quasi-mathe-
matical demonstration., ©Such an approach to the administira-
tion of seotion 722 is utterly lnappropriate and unworkable.
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The problem is analogous to that involved in the re-
negotiation of war contracts and culls for a similar
approach toward its rolution., While the inappropriate-
ness of mathematical soluticn of sectlon 722 cases 1is
recognlzed in the Bureau statement, it 1e difficult
for personnel, trained in the matters which normally
confront the Bureau;, %o deel with Section 722 cases by
the radically different method of deriving a "fair and
Just" figure for normal prewar earnings by applying to
the pertinent facts a considered Judgment of what 1s
reasonable under all of the circumstances.

Other problems coming under this general headling of adminis-
tration may be referred to briefly as follows:

{a) The present procedure of processing section 722 claims to-
gether with 2ll other matters affecting a corporation's
tax liability, has made poesible an unfortunate practice
in many field offices of insisting upon the withdreawal
of section 722 relief clalims a8 a condition for the settle-
ment or dropping of other totally unrelated issues. This
frequently happens at a time when the merits of section
722 claims have not been explored, and, in some cases, 1in
fact, even before a section 722 cleim has been filed.
Wnile the inclusion of a section 722 claim in a general
settlement may be entirely proper where 1ts merits have
been weighed and %taken into account in the settlement,
this procedure seems to be utterly unfair and out of
place where that 1s not the situation,

(b) The manpower shortages have so far made 1% not possible for
the Bureau to have these claims processed in the field
by a sufficlent number of personnel adequately trained
for this purpose, This, of course, 1s a product of war-
time conditlions and presumably will be remedied as
rapldly as conditions permit.

{c) The proof called for in many sectlon 722 cases requires
figures of sales, costs and earnings of other corpora-
tiong, usually competitors. In the very nature of things,
these figures, whlle available to the Bureau, are not
available to the taxpayer except in those relatively few
cases where trade assoclatlons have secured such data.
This places claimants at a serious disadvantage in the
handling of thelr claims.



While there is the righi of revieﬁ by an impartial body,
the Tax Courtit of the United Statiss, thsre are ssveral rsasons why
this remedy is a far from adequate means of dealing with the situa-
tion which the present conditions of administration are bound té'
create. The Tax Courl is burdensd with proceedings involving many
types of tax issues, of which Section 722 is& presumably oniy a minor
part, in addition %o which it 1s charged with the duty of l:saring
appeale in renegotiation cases. The number of Section 722 cases
which, under preasent conditiens of administration, will reach the
Tax Court will clog its calendars fer years., The procedurs of the
Court is formal and is subject t¢ formal rules of evidence. Facts
not submitted for the Commissioner’s review may not be proved in a
Section 722 proceeding in the Tax Court., This type of procedure is
singularly inappropriate for the %types of ipsues involved in Section
722 proceedings, invelving, as they do, intimate detaila of operating
conditions, manufacturing costs, d2mand and general econcomic data,
particularly in the cycle and depressed industry casea. We would
view the matter differently 1f procedure for processing claims within
the Bureau were deeigned or in fact cperalted to aporise the clalmant,
through responsible Bureau officials, of the alleged deficiencies of
his c¢laim or proof in support thersof, 80 as to enable him to suovply
appropriate supporting data if he can, Under present actual condi-
tiona of Bureau procedure, the claimant seldom learns authoritatively
what shortcomings of proof the Bureau alleges in his case, with cor-
responding lack of opportunity to develop a complete factual case be-
fore formal trial in the Tax Court, when it 1g often too late. The

attitude of Bureau representatives in most instances is to assert

B



inadequacy of proof or merit without reel effort te speclfy the short-
comings, relying upon the taxpayer's burden of proof %o support their
position, W

"An orderly and falr administration of a section such as this
demands that there be some forum in which claimants may have thelr
claime heard under an informal procedure in which factual controversies,
if any, can be resolved informally, the positions of both sides defined,
and the opportunity to remedy factual deficiencies in the light of the.
positions thus taken; and in which such claims will be passed upon by
officials with a respongibility which will support the proper exercise
of the type of personal Judgmen? required by these cases, and which
will not be trammelled by tradition and training and past relations
with Congressional Committees, which interfere with the use of an
approéch t? these cases more appropriate than that which is suitable

in the ordinary run of tax issues.
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We submit the following recommendations:

I. An independent advisory board should be established to hear Section

722 ocases, upon the application of claimants, under informal progcedures,
and to make recommendations for disposition, which shall be prima facle
correct in any subseguent Eggceeding in thg Tax Court. '

It 1s visuslized that upon fallure of agreement after ex-

haustion of procedures avallable within the Bureéu, a tentative notlce
of disallowance would be issued by the Commissioner, within thirty
days of which the taxpayer would have the right to apply for hearing
before the advisory board. The Commissioner would be required to re-
fer to the Board all facts before him relating to th@ claim, including
such general economic facts as the Commissioner has oonsidered in
arriving at his conoclusions, and to define his position with respeoct
to the claim. Both sides would be entitled to submlt additional faots
from time to time during the course of the prooceeding and would be
required to furnish, to the extent possible, such data as the Board
might deem necessary. Proceedings before the Board would be informad
and not subject to formal rules of evidenoe., The Board member or
members would indicate in what respects they tentatively agreed or
disagreed with the contentions of the parties and the adequacy of
their proof. The hearings would be held in one or more sesgsions, with
such reasonable adjournments for submission of additional data, as may
beat promote a jJjust determination.

The Board would be established as an independent agency,
outside the Treasury Department, consisting of a number of members

on a full-time basis, sufficient to hold regional sittings if the
Board would deem that expedient, and should be adequately financed

and staffed with i1ts own experta.
=1 0=



The Board, if 1% could not bring about an agreement between
the parties, would render a report, gsetting forth findinge and conclu~
sione of fact, whether or not the applicant qualifies for relief and
on what groundsq'a‘datermination of constructive base period nep income,
and a statement of the facts and oconcluslons ubon which such determina-
tion is based.

Such report would be advisory, but, in any subseguent pro-
ceeding in ths Tax Court, such report, both as to facts and conclusions,
would de prima facle correct, and the burden of proof would be on the
party expressing disagreement with such report,'ln whole or in part.

To the extent not controverted in the pleadings and refuted by proof,
the report of the Board would be bLinding on the Tax Gourti» Under
these oconditlions, proof before the Tax Court would properly be limited
to faots submitted to the Board,

We believe that this procedure would create a forum much
more sultable than any now existing for the proper diaposition of
these claims, We do not feel that such a Board would be *softer® or
any readier to grant refunds unjustifiably, or insensitive to '
Congressional review, nor should 1t be. We are convinced, however,
that under such a procedure claims would get the kind of hearing
appropriate to their nature, which the present procedure does not
afford, and that it would tend,tc a subatantlal degree, to prevent
an accumulation of Section 722 cases from clogging the calendars of

the already overwprked Tax Court.



IL, Ihe iast sentence of Secthion "'22(&1, ﬂhotg.(d he deleted, rd, 4 ;
M&rmcto ] |

Thls sentence requires that, wi3h oertain excev)tlo::s,, 1n
datermining oonstmctiva averagze ‘oase pariod net income, no regard
shall be had to events or conditions ococurring or existing after
| Deoember 31, 1979. Probably no single provision has done as nmch as
this one to nullify merited relief. Tavpayers comm&ndlng bmzinus
toward tho end of 1939, or later, or nm.ergomg a c}mg& m managemnt
or other change in character or the business toward the en& of 1939.
ganerally find 1t impossaible for lack of experience, %o esﬁablllh
constructive earnings on the basis of theilr new operating oond:.t:.ona.
The two-year pueh-back rule 'cecomas almost mpcssi‘nle to apply in many
casee. In computing oosts under new coperating cordltions glv!.ng erfact ,
to the puabback ruvle, the taxpsyer is forbidden, for example;, to deter-
mine ite typical factory payroll by reference to itu m:tiy féevol‘ope'd :
ope:a.ung oond.ﬁ:tcms in 1941, whiesh !:m?;'?d be the besnt 'mﬁrce of nluch data.

It 18 reaogniud, of cowrse, that posva1939 rigure 3, 1nvolv:.ng»
war yaars as they do, must be used with ocaution. In some cases, thoy |
vould be so affected b:f war economy ooncntions as to be entirel':i'& a&asa,
as evidence from which to help draw 1nterenou as to nomal pre-19uo
figures. In other cases, comparison with industry atatisuos Wil -
suggest simple procedures for eliminating post~1939 raotors from tho
' ﬁ.gnres. In st1ll other cases, no adjustment will be nesessary. whom. %
for example, post«*1939 data are resorted to for the purpose of detm;m-
ing the number of machine operators required in a given department
.undbr given conditions, war economy condit iong are a totally irrelevant .
faotor, and there 1e ‘no sound reason for denying i;se of suoh figures.

=212=



It 18 not suggested by any means that post-1939 figures
be given anything approaching determinative weight. It is suggested
merely that they be admissible as evidenoe, to be given such weight
and used in such manner as may seem proper to the administrative
agencles and the Tax Court®, consistent with the purboaea of the
section. Surély sound administration can be trusted to use properly,
and not tc misuse, such data, particularly Af appropriate osutions
bes expressed by the Congreesional Committees.

The present prohibition against uee of post=1939 data was
pronpted by a fear that 1% would not be possible to extract therefrom
the "contaminating" Ainfluence of the wer aconomy. Although this is
a formidable difficulty, we beliave that its proportions have been
exaggerated, and that the problem can be safely deaslt with administra-
tively. In an effort to protect the administrative agencies and Tax
Court againet themselves, thils provision has tied them in a strait
Jacket, which completely nullifies merited relief in many cases, and
has oreated a situation in which the taxpayer, while unable to use
post=1939 to support his case, frequently finds such data used to re-
fute his claim. This 18 done not only by the Bureau, but by the Tax
Court as well (as in the Monarch Cap Screw and Manufacturing Co. caee.)

Even the Bureau bulletin does the same thing by providing that where
a pre-1940 change in capaeity which qualifies for relief is abandoned
after 1939, constructive base period income based on such change in

oapacity will not be allowed.
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III. This Joint Comnittee should make s clear and uneguivocal

as t station of the s set th in IV .

As already stated, fear of Congressional oritiocism has
caunsed the Buresu, in our opinion, %o adopt unduly narrow interpreta-
tions as to the proper method of applying the section. We believe
that a olear interpretative statement by this Joint Committee,
endorsed as above 1ndicated, could and wouldkbe followed by the
Bureau and by the Tax Court without cause for concern about subsequent
oritiolsm for adopting the interpretations ihus stated, and would be
a tremendously important factor in facllitating disposition of pending
olaims and avolding needlcss litigation. We recognize the unprecedented
nature of this suggestion. Practically speaking, however, such a
statement would differ but little from similar interpretations con-
tained in the conventional type of Congressional Committee report.

The situation is extraordinary and calls for a like remedy. The
alternative is years of litigation. It is in recognition of thb
unusual nature of our suggestion that, althoughvthé disputed points
of interpretation are numerous, we have confined the present sugges—
tion to a relétively smsll number of points whieh,have been é largoy
source of difficulty. |

IV. It is
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A. Concept of “"normal earnings"

Section 722(a) refers to the establishment in these cases
of a "lair and Jus® amouni rapresenting normal earnings to be
used ag a construciive average base pericd net income for the
purpcses of an excess profits tax based ucon & comparison of |
normal earnings and earnings during an excesa profits tax period."
The Bureau apparently has initarpreted this %o mean that it 1s
necessary to establish whai{ the arithmetical average of the tax-
payer'e base periocd eafninga would hévs been under normal condi-
tionse of operations, giving effect not only to correction of the
various abnormalities or commencement or change in character of
the business which qualified the taxpayer for relief, but also
giving sffect te the eliminatlion of ather, unrelated, conditions
belisved to be not "normal " snd without necessarily giving effect
%o the mathods of computation of average base pericd net income
provided by Sectien 71% in the case of all taxpayers.

We believe, on the cother hand, that what was intended by
the quoted language was a figure representing the average base
period net income to which the taxpayer would have been entitled
under Section 713 had tThe depressant abnormalities not existed
ar had the taxpayer throughout the base period enjoyed the earn-
ings level which it had attained actually or consiructively by
- the end of the base perlod in cases of commencement or change in
character of the business.

We believe that our view of the siPuation necessarily followa
from the preposition that the main purpose of Section 722 was to

eliminate discrimination betwesn tTaxpayers similarly situated, as
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18 evidences by he prﬁviﬁi@n that this relief be gfanted where
the tax computed in the ordinary way is %excessive and discrimina-
tory,® and that this objesctive can be accomplished only if the
computation of the taxpayer's average base period income be modi-
fied %o take acccunt of ths conditione which creaie‘the discrim-
ination, without denying %o %he claimant the benefit of other
factors, conditions, and methods of computation, the benefite of
which are available to %the large number of "other taxpayers
glmilarly situatsd.®

This point 1is baaic-and underlies a number of the dlsputes
now prevalling batwesn The Bureau and taxpayers. One of the °
important applicaticns of the peint invelved is set forth in B,
belaw.

We consider it %o be clsarly diecriminatorya’for exampls,
Af a taxpayer which has suffered a disturbing event qualifying
it for relief should be required %o exclude fTrom ite base periocd
income the effect of conditicne affecting taxpayers generally
during the base period, even though in an abstract sense not
*normal" (whether the’European war or any other general condi-
%ion), while the vast majority of eother faxpayers not suffering
'3uch disturbing events are allowed to benefit from the increased

bass period earninge due to the very same conditions,

B. Application of the growth formula and 75% rule

in Section 722 cases

The Bureau's poaition is that in reconsiructing normal base
period earninge ths subnormality of one or mors years in the base

period will have been taken into account and that there is no
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room for application ef Sestion 713{e){l), which provides that,
in averaging the income of the base periocd years, the lowest
year shall bs ratesd %o 757 of the average of the cther three,

in effect providing that the average base periocd net income shall
be no less than 93-3/4% ¢f the average of the three beal years.
(It 48 to be noted that the 75% rule is an automatic rule not
dependent on a showing of subnormality for any base period year.)

The Bureau sals¢ takes the vcaltion that application of the
growth formula contained in %sation 713(f) to Section 722 éases
musl depend on the circumstances. In practice, use of the growth
formula in such casea 1s virtually never allowsd.

The Bureau's poslticn seeme To be that the 75% rule andl
growth formula are in f%hemseives relief measures and are in effect
supergsded and included when reconstructed bass perisd sarnings
ares established under dection 7z2.

We bslieve that one of the prime purposes of Section 722
was to¢ eliminate discrimination betwsen taxpayers similarlj
situated {(note that the esction applies where the tax is excesaive

and discriminatory); and that this purpcse is not accomplished,

where reconstruction is made separately for each base periocd year,
1, after reconsiruction of the income of each base period yéar
to eliminate abnormalitlen or give effect to change in character
of the business, stc,, the average is not computed under the same
ruleg (1.e., 75% rule and growth formula) applicable %o every

other corpora%ticn, Thus:



Lxample:

The taxpayer had & Tirs in 1939 which reduced itse earnings;
1ts competitor dsd not. The figures of both companies would be
alike were it not for the fire. The actual and reconstructed

figures are as follows:

' Taxpayer
Actual Recon-

Tigures structed Competitor
1936 . . . 0 0 e e e e ®150,000 ®150,000 $150,000
1937 & o 6 a4 4 e 0 e e 180,000 180,000 180,000
1938 . . . 4 . e e e . 60,000 60,000 60,000
1939 . 4 v 4 e e e e 150,000 200,000 200,000
Average base period net
income:
Actual -~ glving effect 165 625
to the 754 ruls, . . 150,000 - 332%$¥§
Reconstructed;
Per Bureau - not giving
effect %o 75% rule . 147,500 -
Giving effect to 75H% 165 625
rule [ . * L] L] ° % L4 . 7 =

In this case the Bureau would grant no relief although the
claimant‘s base period earnings have been adversely affected by
the abnormal fire occurrence, in theabsence of which its average
bage period net income would have been QigZ%ggg’inatead of

$150, 000. |
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C. hpplization of the Tw--vear pughback rule.

The pushback rule glves the claiment the bhenefit of two
additional assumed years of development in establishing the level
for reconstructing normsl pre-war earnings, where the businéss
was commenced or a change in character of the business occurred
during or immadlately before the base period and the busginess of
the claimant d1l¢é not reach normal earning levelvby the end of
the base period. The Buresu's position in applying thls rule is
that account may be taken only of those changes which actually
occurred before the end of the base perlod and that no account
may be taken of changes which did not actually occur during the
base period but which would in normal course occur during'an
additional two year development perioed. Thus, if production of
a new product is started in the base period, the Bureau's com-
putation of the effect of two years' additional development with
thig product would be limited to the taxpayer's productive
oapagity actually existing or subject to commitment at the end
of the‘base period, and would not take into account the fact
that expansion of sales of the new product would in normal course
lead to expansion of capacity, particularly where additional
capacity means merely rental or relatively inexpensive purchase
of additional machines. Another illustration ig afforded by
change in management cases. Changes in management frequéntly
bring about changes in method of operation, new products, in-
creases in capacity, The Bureau limits the reconstruction in
such cases to the changes sctually put into effect or committed
for (in case of capacity changes) by the end of the base period

and does not take into account the further changes which the
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changed managementi wWeuld normally be expected to put into ef-
fect during an additionsl (vo-yzar devélopment perlod. Tﬁis
polnt may also affect businegses newly commenced.

We believe that under the pushback rule the taxpayer is
entitled to take into account all changes whlch would reasonably
be expected to be put into effect during a two year additicnal
development period es a result of the changes actually affected

during the base perliod.

D, Nature of commitment to a course of action resulting in a

post-1939 change in capacity.
It is provided in Seaticn 722{b)(4) that the taxpayer may

take into ecccount a ochange in capecity for operation or production
occurring after December 31, 1939, ae a result of a course of ac-
tion to which the taxpayer was committed prior to 19U40. It was
clearly indicated in the Congressional Committee reports at the
time of the enactment of this c20tlon that a legally binding com-
mitment wae not contemplated, The Treasury regulations and
bulletin do not, 1% is true, stipulate the necessity of a legally
binding commitment, but do reguire either that, or some overst
action, withdrawal from which would work a substantial detriment
to the taxpayer. Usually this means either a legal commitment or
the expenditure of sums in partisl carrying out of the course of
action, which would be lost in whole or in substantial part if

the course of astion were abandoned. In practice, a legally
binding commitment is almost invariably inelisted upon. One form
of this difficulty appears in cases where the taxpayer has acquired

or obligated 1tself to purchase certain pleces of equlpment
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constiﬁuting parts of a larger unit, wilth no legally bindine
obligation to purchase the balance of the pleces of equipment
in the unit. Sometimes there is an optlon to purchase the re-
maining pieces, and ln other cases there 18 no such option,
‘ But, in the cases which we have in mind, the logic of the situ-
ation is clear that the taxpayer'would not have purchased or
obligated itself to buy the first pleces of equipment, if it
d1d not ultimately intend to acquire the balance. This type
of casge almost universally meets with difficulty of accep%ance.
We belleve that a commitment within the meaning of Section
722(b)(4) 1eaufficiently established by the production of
evidence of an unequivocal decision made prior to 1940 to
embark upon the course of action, whethef or not a legally
binding obligation was incurred and whether or not the taxpayer
can comply with the detriment test stipulated in the Bursau
bulletin,

Regpectfully submitted,

Mairice Augtin o
Chairman, Committee on Federal Tdkation
American Ingtitute of Accountants
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