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EXCESS PROFITS TAX ON CORPORATIONS, 1950

MONDAY, DECEMBER 4, 1950

UNITED STATES SENATE,
Committee on Finance,

Washington, D. C,

The committee met at 10:30 a. m., pursuant to call, in room 312,
S_gr}ate Office Building, Senator Walter F. George, chairman, pre-
siding.

BP{'esent: Senators George, Byrd, Hoey, Kerr, Millikin, Taft, and
utler.

Also present: Colin F. Stam, chief of staff, Joint Committee on
Internal Revenue Taxation; and Elizabeth B. Springer, chief clerk.

The CrairMaN. The committee will be in order. Mr. Secretary,
we are beginning hearings on H. R. 9827, which the House of Repre-
sentatives has under consideration today and tomorrow. A copy of
the bill is inserted in the record at this point.

(H. R. 9827 is as follows:)

[H. R. 9827, 81st Cong., 2d sess.]

AN ACT To provide revenue by imposing a corporate excess profits tax, and for other
purposes

Be it enacted by the Senate and House of Representatives of the United States
of America in Congress assembled, That this Act may be cited as the “Excess
Profits Tax Act of 1950”.

TITLE I—EXCESS PROFITS TAX

SEC. 101. IMPOSITION OF EXCESS PROFITS TAX.

Effective with respect to taxable years ending after June 30, 1950, chapter 1
of the Internal Revenue Code is hereby amended by adding after section 424
the following new subchapter :

“SUBCHAPTER D—EXCESS PROFITS TAX
“Part I—Rate and Computation of Tax

“SEC. 430. IMPOSITION OF TAX.

“(a) GENERAL RULE. In addition to other taxes imposed by this chapter, there
shall be levied, collected, and paid for each taxable year ending after June 30,
1950, upon the adjusted excess profits net income, as defined in Section 431, of
every corporation (except a corporation exempt under section 452) an excess
profits tax equal to whichever of the following amounts is the lesser:

“(1) 30 per centum of the adjusted excess profits net income, or

“(2) an amount which when added to the tax imposed for the taxable
year under this chapter, determined without regard to the tax imposed by
section 102 and without regard to the tax imposed by this subchapter, equals
67 per centum of the corporation surtax net income, computed under section
15 or Supplement G, as the case may be, but without regard to the credits
provided in section 26 (h) and ().
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2 EXCESS PROFITS TAX ON CORPORATIONS, 1950

For computation of tax in the case of a short taxable year, see section 433 (a) (2),

“(b) TAxXABLE YEARS BEGINNING BErFore Jury 1, 1950, aNp ENDING AFrteg
JunE 30, 1950.—1In the case of a taxable year beginning before July 1, 1950, and
ending after June 30, 1950, the tax imposed by subsection (a) shall be an amount
equal to that portion of a tentative tax, determined under subsection (a), which
the number of days in such taxable year after June 30, 1950, bears to the total
numbor of days in such tiaxable year.

“(¢) MuTuaL INSURANCE CoMPANIES.—In the case of a mutual insurance com-
pany other than life or marine, if the gross amount received from interest,
dividends, rents, and premiums (including deposits and assessments) is over
$75,000 but less than $125,000, the tax imposed under this section shall be an
amount which bears the same proportion to the amount ascertained under this
section, computed without retference to this subsection, as the excess over $75,000
of such gross amount received bears to $50,000.

“(d) DEFERMENT OF PAYMENT IN CASE oF ABNORMALITY.—If the adjusted excess
profits net income (computed without reference to section 442, 443, or 444) for
the taxable year of a taxpayer which claims on its return, in accordance with
regulations prescribed by the Secretary, the benefits of section 442, 443, or 444,
is in excess of 50 per centum of its normal tax net income for such year, the
amount of tax payable at the time prescribed for payment may be reduced as
follows :

“(1) If the application of section 442, 443, or 444 is made in accordance
with tentative rates of return described in section 445 (d), by an amount
equal to 80 per centum of the amount of the reduction in the tax so claimed.

“(2) If the application of section 442, 443, or 444 is made in accordance
with the base period yearly rate of return described in sertion 445 (b)
or the base period rate of return described in section 445 (c), by an amount
equal to 100 per centum of the amount of the reduction in the tax so
claimed.

The amount of the reduction in tax, to the extent it exceeds the claimed reduction
in tax finally determined, shall he payable within one year after such final
determination. The running of the statute of limitations provided in section
275 or 276 on the beginning of distraint or a proceeding in court for collection,
in respect of such reduction in tax, shall be suspended for the period beginning
with the date such tax would be payable but for this subsection and ending
with the date falling sixty days after such final determination.

“SEC. 431. DEFINITION OF ADJUSTED EXCESS PROFITS NET INCOME.

“The term ‘adjusted excess profits net income’ in the case of any taxable year
means the excess profits net income (as defined in section 433) minus the
sum of:

“(1) EXCESs PROFITS CREDIT.—The amount of the excess profit credits
allowed under section 434 ; and
“(2) UNUSED EXCESS PROFITS CREDITS.—The amount of the unused excess
profits credit adjustment for the taxable year computed in accordance with
section 432.
If such sum is less than $25,000, it shall be increased to $25,000.

“SEC. 432. UNUSED EXCESS PROFITS CREDIT ADJUSTMENT.

“(a) CoMPUTATION OF UNUSED ExCESs PROFITS CREDIT ADJUSTMENT.—The un-
used excess profits credit adjustment for any taxable year shall be the aggregate
of the unused excess profits credit carry-overs and unused excess profits credit
carry-back to such taxable year.

“(b) DEFINITION oF UNUsEDp ExXcCEss ProriTs CrEpIT.—The term ‘unused ex-
cess profits credit’ means the excess, if any, of the excess profits credit for any
taxable year ending after June 30, 1950, over the excess profits net income for
su~h tavable year, computed on the basis of the excess profits credit applicable
to such taxable year. The unused excess profits credit for a taxable year of less
than 12 months shall be an amount which is such part of the unused excess profits
credit determined under the preceding sentence as the number of days in the
taxable year is of the number of days in the 12 months ending with the close of
the taxable year. The unused excess profits credit for a taxable year beginning
before July 1. 1950, and ending after June 30, 1950, shall be an amount which is
such part of the unused excess profits credit determined under the preceding pro-
visions of this subsection as the number of days in such taxable year after
June 30, 1950, is of the total number of days in such taxabile year.
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“(¢) AMOUNT OF CARRY-BACK AND CARRY-OVER.—

“(1) UNUSED EXCESS PROFITS CREDIT CARRY-BACK.—If for any taxable year
beginning after July 1, 1950, the taxpayer has an unused excess profits credit,
such unused excess profits credit shall be an unused eXcess profits credit
carry-back for the preceding taxable year.

%(2) UNUSED EXCESS PROFITS CREDIT CARRY-OVER.—If for any taxable year
ending after June 30, 1950, the taxpayer has an unused excess profits credit,
such unused excess profits credit shall be an unused excess profits credit carry-
over for each of the five succeeding taxable years, except that the carry-
over in the case of each such succeeding taxable year (other than the first
succeedine taxable year) shall be the excess, if any, of the amount of such
unused excess profits credit over the sum of the adjusted excess profits net
income for each of the intervening taxable years computed—

“(A) by determining the unused excess profits credit adjustment for
each intervening taxable year without regard to such unused excess
profits credit or to any unused excess profits credit for any succeeding
year, and

“(B) without regard to the last sentence of section 431.

For the purpose of the preceding sentence the unused excess profits credit
for any taxable year beginning after July 1, 1950, shall first be reduced
by the amount, if any, of the adjusted excess profits net income for the
preceding taxable year computed—

“(C) by determining the unused exXcess profits credit adjustment
for such preceding taxable year without regard to such unused excess
profits credit, and

“(D) without regard to the last sentence of section 431.

If such preceding taxable year began prior to July 1, 1930, the reduction
referred to in the preceding sentence shall be an amount which is such part
of the reduction determined under the preceding sentence as the number
of days in such taxable year after June 30, 1950, is of the total number of
days in such preceding taxable year.
“(d) No CArrY-Back To TAxaBLE YEArs EnDING PrIOR TO JULY 1, 1950.—As
used in this section the term ‘preceding taxable year’ does not include any taxable
year ending prior to July 1, 1950.

“SEC. 433. EXCESS PROFITS NET INCOME.

“(a) TaxABLE YEARS ENnpING AFTER JUNE 30, 1950.—The excess profits net
income for any taxable year ending after June 30, 1950, shall be the normal-tax
net income, as defined in section 13 (a) (2), for such year increased or decreased
by the following adjustments:

“(1) ADJUSTMENTS.—

“(A) Dividends Received.—The credit for dividends received shall
apply, without limitation (exXcept the limitation relating to dividends
in kind), to all dividends on stock of all corporations, except that no
credit for dividends received shall be allowed with respect to dividends
(actual or constructive) on stock of foreign personal holding companies
or dividends on stock which is not a capital asset;

“(B) Disallowance of Certain Credits.—In computing such normal-
tax net income the credits provided in section 26 (h) and (i) shall not
be allowed ;

“(C) Gains and Losses From Sales or Exchanges of Capital Assets,
Etc.—There shall be excluded gains and losses from sales or exchanges
of capital assets and gains and losses, from sales or exchanges of
property, to which section 117 (j) is applicable;

‘(D) Income From Retirement or Discharge of Bonds, and So Forth.—
There shall be excluded, in the case of any taxpayer, income derived
from the retirement or discharge by the taxpayer of any bond, deben-
ture, note, or certificate or other evidence of indebtedness, if the obliga-
tion of the taxpayer has been outstanding for more than 6 months,
including, in case the issuance was at a premium, the amount includible
in income for such year solely because of such retirement or dischargze;

“(E) Refunds and Interest on Agricultural Adjustment Act Taxes.—
There shall be excluded income attributable to refund of tax paid under
the Agricultural Adjustment Act of 1933, as amended, and interest upon
any such refund;

“(F) Deductions on Account of Retirement or Discharge of Bonds,
and So Forth.—If during the taxable year the taxpayer retires or
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discharges any bond, debenture, note, or certificate or other evidence of
indebtedness, if the obligation of the taxpayer has been outstanding for
more than 6 months, the following deductions for such taxable year shall
not be allowed:
“(i) The deduction allowable under section 28 (a) for expenses
paid or incurred in connection with such retirement or digcharge;
“(ii) The deduction for losses allowable by reason of such retire-
ment or discharge ; and
“(iil) In case the issuance was at a discount, the amount deduct-
iblé for such year solely because of such retirement or discharge;

“(G) Recoveries of Bad Debts.—There shall be excluded income at-
tributable to the recovery of a bad debt unless a deduction with reference
to such debt was allowable from gross income for any taxable year for
which an excess profits tax was imposed under this subchapter or sub-
chapter E of chapter 2.

“(H) Life Insurance Companies.—In the case of a life insurance
company, there shall be deducted from the normal tax net income the
excess of (1) the product of (i) the figure determined and proclaimed
under section 202 (b) and (ii) the excess profits net income computed
without regard to this subparagraph, over (2) the adjustment for certain
reserves provided in section 202 (c¢).

“(I) Nontaxable Income of Certain Industries With Depletable Re-
sources.—In the case of a producer of minerals, or a producer of logs
or lumber from a timber block, or a lessor of mineral property, or a
timber block, as defined in section 451, there shall be excluded non-
taxable income from exempt excess output of mines and timber blocks
provided in section 451 : in the case of a natural gas company, as defined
in section 451, there shall be excluded nontaxable income from exempt
excess output provided in section 451; and in the case of a producer of
minerals, or a producer of logs or lumber from a timber block, there
shall be excluded nontaxable bonus income provided in section 451.
In respect of nontaxable bonus income provided in section 451 (c), a
corporation described in section 451 (¢) (2) shall be deemed a producer
of minerals for the purposes of this subparagraph.

*“(J) Net Operating Loss Deduction Adjustment.—The net operating
loss deduction shall be adjusted as follows: In lieu of the reduction pro-
vided in section 122 (¢), such reduction shall be in the amount by which
the excess profits net income computed with the exceptions and limita-
tions specified in section 122 (d) (1), (2), (3), and (4) and computed
without regard to subparagraph (B), without regard to any credit for
dividends received, and without regard to any credit for interest received
provided in section 26 (a) exceeds the excess profits net income (com-
puted without the net operating loss deduction).

“(K) Taxes Paid by Lessee.—If under a lease for a term of more
than 20 years entered into prior to December 1, 1950, the lessee is obli-
gated to pay any portion of the tax imposed by this chapter upon the les-
s~r with respect to the rentals derived by such lessor from such lessee,
or is obligated to reimburse the lessor for any portion of the tax imposed
by this chapter upon the lessor with respect to the rentals derived by
such lessor from such lessee, such payment or reimbursement of the tax
imposed by this chapter shall be excluded by the lessor and a deduction
therefor shall not be allowed to the lessee.

“(L) Bad Debts in Case of Banks.—In the case of a bank (as defined
in section 104) using the reserve method of accounting for bad debts,
there shall be allowed, in lieu of the amount allowable under the reserve
method for bad debts, a deduction for debts which became worthless
within the taxable year, in whole or in part, within the meaning of sec-
tion 23 (k).

“(M) Blocked Foreign Income.—There shall be excluded income de-
rived from sources within' any foreign country to the extent that such
income would, but for monetary, exchange, or other restrictions imposed
by such foreign country, have been includible in the gross income of the
taxpayer for any taxable year which preceded its first taxable year under
this subchapter. The determination of the extent to which income
so derived shall be considered to have been includible, but for such re-
strictions, in the gross income of the taxpayer for years which preceded
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its first taxable year under this subchapter shall be made under regula-
tions prescribed by the Secretary. Where income derived from sources
within any foreign country is includible (without regard to this sentence)
in a taxable year succeeding the first taxable year under this subchapter,
and but for monetary, exchange, or other restrictions imposed by such
foreign country would have been includible in the gross income of the
taxpayer for its first taxable year under this subchapter, such income,
in case such first taxable year hegan before July 1, 1950, shall be con-
sidered (in the application of this subparagraph) as having been in-
cludible in gross income of a taxable year which preceded such first
taxable year in an anmount equal to that portion of such income as the
number of days prior to July 1, 1950, in such first taxable year bears
to the total number of days in such first taxable year. Deductions prop-
erly chargeable and allocable to income excluded under this subpara-
graph shall not be allowed.
“(2) TAXABLE YEAR LESS TIIAN TWELVE MONTHS.—

“(A) General Rule—If the taxable year is a period of less than twelve
months the excess profits net income for such taxable year (referred to
in this paragraph as the ‘short taxable year') shall be placed on an an-
nual basis by multiplying the amount thereof by the number of days in
the twelve months ending with the close of the short taxable year and
dividing by the number of days in the short taxable year. The tax
imposed by section 430 shall be such part of the tax computed on such
annual basis as the number of days in the short taxable year is of the
number of days in the twelve months ending with the close of the short
taxable year.

“(B) Exception.—If the taxpayer establishes its adjusted excess
profits net income for the period of twelve months beginning with the
first day of the short taxable year, computed as if such twelve-month
period were a taxable year, under the law applicable to the short taxa-
ble year, and using the credits applicable in determining the adjusted
excess profits net income for such short taxahle year, then the tax for
the short taxable year shall be reduced to an amount which is such part
of the tax computed on such adjusted excess profits net income so
established as the excess proiits net income for the short taxable year is
of the excess profits net income for such twelve-month period. The tax-
payer (other than a taxpayer to which the next sentence applies) shall
compute the tax and file its return without the application of this sub-
paragraph. If, prior to one year from the date of the beginning of the
short taxable year, the taxpayer has disposed of substantially all its
assets, in lieu of the twelve-month period provided in the preceding pro-
visions of this subparagraph, the twelve-month period ending with the
close of the short taxable year shall be used. For the purposes of this
subparagraph, the excess profits net income for the short taxable year
shall not be placed on an annual basis as provided in subparagraph (A),
and the excess profits net income for the twelve-month period used shall
in no case be considered less than the excess profits net income for the
short taxable year. The benefits of this subparagraph shall not be
allowed unless the taxpayer, at such time as regulations prescribed here-
under require, makes application therefor in accordance with such reg-
ulations and such application, in case the return was filed without re-
gard to this subparagranh, shall he considered a claim for credit or re-
fund. The Secretary shall prescribe such regulations as he may deem
necessary for the application of this subparagraph.

“(C) Section 47 (¢) Not Applicable—The provisions of section 47 (¢)
shall not apply to the tax imposed by this subchapter.

“(b) TaxaBLE YEasRs IN Base PEriop.—For the purposes of computing the
average base period net income, the excess profits net income for any taxable year
within, or beginning or ending within, the base period shall be the normal-tax net
income, as defined in section 13 (a) (2) as in effect for such taxable year,
increased or decreased by the following adjustments (for additional adjustments
in case of certain reorganizations, see part II of this subchapter) :

“(1) NET OPERATING LOss DEDUCTION.—The net operating loss deduction
provided by section 23 (s) shall not be allowed ;

“(2) GAINS AND LOSSES FROM SALES OR EXCHANGES OF CAPITAL ASSETS, ETC.—
There shall be excluded gains and losses from sales or exchanges of capital
assets and gains and losses to which section 117 (j) is applicable;
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“(3) INCOME FROM RETIREMENT OR DISCHARGE OF BONDS, ETC.—There shall
be excluded, in the case of any taxpayer, income derived from thé retirement
or discharge by the taxpayer of any bond, debenture, note, or certificate or
other evidence of indebtedness, if the obligation of the taxpayer has been
outstanding for more than 6 months, including, in case the issuance was at
a premium, the amount includible in income for such year solely because of
such retirement or discharge;

“(4) DEDUCTIONS ON ACCOUNT OF RETIREMENT OR DISCHARGE OF BONDS, ETC,—
If during the taxable year the taxpayer retires or discharges any bond,
debenture, note, or certificate or other evidence of indebtedness, if the obli-
gation of the taxpayer has been outstanding for more than 6 months, the
following deductions for such taxable year shall not be allowed :

“(A) The deduction allowable under section 23 (a) for expenses paid
or incurred in connection with such retirement or discharge;

“(B) The deduction for losses allowable by reason of such retirement
or discharge ; and

“(C) In case the issuance was at a discount, the amount deductible
for such year solely because of such retirement or discharge;

“(5) REPAYMENT OF PROCESSING TAX TO VENDEES.—The deduction under
section 23 (a), for any taxable year, for expenses shall be decreased by an
amount which bears the same ratio to the amount deductible on account of
any repayment or credit by the corporation to its vendee of any amount
attributable to any tax under the Agricultural Adjustment Act of 1933, as
amended, as the excess of the aggregate of the amounts so deductible in the
base period over the aggregate of the amounts attributable to taxes under
such Act collected from its vendees which were includible in the corpora-
tion’s gross income in the base period and which were not paid, bears to the
aggregate of the amounts so deductible in the base period;

“(6) Drvipenps RECEIVED.—The credit for dividends received shall apply,
without limitation (except the limitation relating to dividends in kind), to
all dividends on stock of all corporations, except that no credit for dividends
received shall be allowed with respect to dividends (actual or constructive)
on stock of foreign personal holding companies or dividends on stock which
is not a capital asset ;

“(7) INSTALLMENT SALES.—Income from installment sales shall be com-
puted (in lieu of in the manner provided in section 44) under the acecrual
method and as if the taxpayer had reported such income on the accrual
method for all taxable periods. This paragraph shall be applicable only
for the purpose of computing the average base period earnings in determining
the excess profits credit for any taxable year for which an election made
under section 453 (a) is applicable, and shall have no application in the
computation under section 435 (f) of the base period capital addition.

“(8) LONG-TERM CONTRACTS.—Income from long-term contracts shall be
computed under the percentage of completion method and as if the taxpayer
had reported such income on the percentage of completion method for all
taxable periods. This paragraph shall be applicable only for the purpose
of computing the average base period earnings in determining the excess
profits credit for any taxable year for which an election under section 453
(b) is applicable and shall have no application in the computation under
section 435 (f) of the base period capital addition.

“(9) JUDGMENTS, INTANGIBLE DRILLING AND DEVELOPMENT COSTS, CASUALTY
LOSBES, AND OTHER ABNORMAL DEDUCTIONS.—Under regulations prescribed by
the Secretary for the determination, for purposes of this paragraph, of the
classification of deductions for any taxable year or years within, or begin-
ning or ending within, the base period, if—

“(A) any class of similar deductions for the taxable year attributable
to a claim, award, judgment, or decree against the taxpayer, or interest
on any of the foregoing;

“(B) any class of similar deductions for the taxable year attributable
to intangible drilling and development costs paid or incurred in or for the
drilling of wells or the preparation of wells for the production of oil
or gas, and for development costs in the case of mines H

“(C) any class of similar deductions for the taxable year under
section 23 (f) for losses arising from fires, storms, shipwreck, or other
casualty, or from theft, or arising from the demolition, abandonment,
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or loss of useful value of property, not compensated for by insurance
or otherwise; or

“(D) any other class of deductions for the taxable year,

exceeded 115 per centum of the average amount of deductions of such class
for the four previous taxable years, the deductions of such class shall, subject
to the rules provided in paragraph (10), be disallowed in an amount equal
to such excess.

“(10) RULES FOR APPLICATION OF PARAGRAPH (9).—For the purpose of
paragraph (9)—

*“{A) If the taxpayer was not in existence for four previous taxable
years, then the average amount specified in such paragraph shall be de-
termined for the previous taxable years it was in existence and the
succeeding taxable years which begin before the beginning of the tax-
payer’s second taxable year under this subchapter. If the number of
such suceeding years is greater than the number necessary to obtain an
aggregate of four taxable years, there shall be omitted so many of such
succeeding years, beginning with the last, as are necessary to reduce
the aggregate to four.

*(B) Deductions of any class for any taxable year shall not be dis-
allowed uniler such paragraph unless the amount of deductions of such
class to be disallowed for such year exceeds 5 per centum of the average
excess profits net income for the taxable years within, or beginning or
ending within, the base period, computed without the disallowance of
any class of deductions under such paragraph. For the purpose of the
preceding sentence a deficit in excess profits net income for any taxable
year shall be counted as zero.

“(C) Deductions shall not be disallowed under such paragraph unless
the taxpayer establishes that the excess is not a cause or a consequence
of an increase in the gross income of the taxpayer in its base period or
a decrease in the amount of some other deduction in its base period, and
is not a cause or a consequence of a change at any time in the type,
manner of operation, size, or condition of the business engaged in by
the taxpayer.

“(D) The amount of deductions of any class to be disallowed under
such paragraph with respect to any taxable year shall not exceed the
amount by which the deductions of such class for such taxable year
exceed the deductions of such class for the taxable year for which the
tax under this subchapter is being computed.

“(E) If the taxpayer’s average base period net income is determined
under section 435 (e), there shall not be disallowed under such para-
graph any amount which is to be taken into account under section 435
(e) (4) for the purpose of determining the total payroll of the tax-
payer.

“(11) Taxes paIp BY LESSEE.—If under a lease for a term of more than
20 years entered into prior to December 1, 1950, the lessee is obligated to
pay any portion of the tax imposed by this chapter upon the lessor with
respect to the rentals derived by such lessor from such lessee, or is obligated
to reimburse the lessor for any portion of the tax imposed by this chapter
upon the lessor with respect to the rentals derived by such lessor from such
lessee, such payment or reimbursement of the tax imposed by this chapter
shall be excluded by the lessor and a deduction therefor shall not be allowed
to the lessee.

“(12) BAD DEBTS IN CASE OF BANKS.—In the case of a bank (as defined
in section 104) using the reserve method of accounting for bad debts, there
shall be allowed, in lieu of the amount allowable under the reserve method
for bad debts, a deduction for debts which became worthless within the tax-
able year, in whole or in part, within the meaning of section 23 (k).

“SEC. 434. EXCESS PROFITS CREDIT—ALLOWANCE.

“(a) DomEesTic CorPORATIONS.—In the case of a domestic corporation, the
excess profits credit for any taxable year shall be an amount computed under
section 435 or section 436, whichever amount results in the lesser tax under
this subchapter for the taxable year for which the tax under this subchapter is
being computed. For allowance of excess profits credit in case of certain re-
organizations, see part 1T of this subchapter.

“(b) ForeigN CorproraTiONs.—In the case of a foreign corporation engaged
in trade or business within the United States, the first taxable year of which
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under this subchapter begins on or before July 1, 1950, which was in existence
on January 1, 1946, and which at any time during each of the taxable years
which began or ended during the base period was engaged in trade or business
within the United States, the excess profits credit for any taxable year shall be
an amount computed under section 435 or section 436, whichever amount results
in the lesser tax under this subchapter for the taxable year for which the tax
under this subchapter is being computed. In the case of all other foreign
corporations the excess profits credit for any taxable year shall be an amount
computed under section 436.

“(¢) SpeciAL RULE IN CoNNECTION WITH REGULATED PUBLICc UTILITIES.—Not-
withstanding subsection (a), in the case of a regulated public utility (as defined
in section 446) the excess profits credit for any taxable year shall be an amount
computed under section 435, section 436, or section 446, whichever results in the
lesser tax under this subchapter for the taxable year for which the tax under
this subchapter is being computed.

“(d) SPEciAL RULE FOR RAILROAD LESSOR-LESSEE CORPORATIONS.—Notwith-
standing the provisions of subsection (a), in the case of a railroad corporation
subject to Part I of the Interstate Commerce Act, substantially all of the rail-
road properties of which have been leased to another such railroad corporation
or corporations by an agreement entered into prior to July 1, 1950, where the lease
is for a term of more than 20 years and requires the lessee to pay the taxes of
the lessor under this chapter, the aggregate of the excess profits credit and the
unused excess profits credit adjustment of each of such corporations, computed
without regard to this subsection, may be equitably apportioned among each
of such corporations by agreement among such corporations approved by the
Secretary.

“SEC. 435. EXCESS PROFITS CREDIT—BASED ON INCOME.

“(a) AMOUNT oF ExcEss Prorirs CrepIT.—The excess profits credit for any
taxable year, computed under this section, shall be—

“(1) DOMESTIC CORPORATIONS.—In the case of a domestic corporation the
sum of—

‘““(A) 85 per centum of the average base period net income,

“(B) if the average base period net income of the taxpayer is deter-
mined under subsection (d) of this section or under section 442, the
amount of the base period capital addition, computed under sub-
section (f),

“(C) 12 per centum of the mnet capital addition (as defined in sub-
section (g) (1)) for the taxable year, and

“(D) the amount of the credit provided in subsection (h) (1) (re-
lating to net additions to borrowed capital) for the taxable year,

minus the sum of 12 per centum of the net capital reduction (as defined in
subsection (g) (2)) for the taxable year and the amount of the borrowed
capital reduction for the taxable year, computed under subsection (h) (2).

“(2) FOREIGN CORPORATIONS.—In the case of a foreign corporation, 85 per
centum of the average base period net income.

“(b) BasE PErIOD.—As used in this subchapter the term ‘base period’ means
the period beginning January 1, 1946, and ending December 31, 1949, except that
in the case of a taxpayer whose first taxable year under this subchapter was
preceded by a taxable year which ended after December 31, 1949, and before
April 1, 1950, and which began before January 1, 1950, the term ‘base period’
means the period of 48 consecutive months ending with the close of such preceding
taxable year.

“(c) AVERAGE BASE PERIOD NET INCOME—DETERMINATION.—

“(1) DerinitioNn.—For the purposes of this section the average base period
net income of the taxpayer shall be the amount determined under sub-
section (d), subject to the exception that if the taxpayer is entitled to the
benefits of subsection (e) of this section, or section 442, 443, or 444, then
the average base period net income shall be the amount determined under
subsection (e) or such section, whichever results in the lesser tax under this
subchapter for the taxable year for which the tax under this subchapter is
being computed.

“(2) Cross REFERENCE.—For the computation of the average base period
net income in the case of certain reorganizations, see part II of this sub-
chapter.
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“(d) AVERAGE Base PErIoD NET INCOME—GENERAL AVERAGE—The average
base period net income determined under this subsection shall be determined
as follows:

“(1) By computing the excess profits net income for each month in the
base period. The excess profits net income for any month during any part
of which the taxpayer was in existence shall be the excess profits net income
for the taxable year in which such month falls divided by the number of
full calendar months in such year, but in no case shall the excess profits net
income for any month be less than zero. The excess profits net income for
any month during no part of which the taxpayer was in existence shall be
Zero.

“(2) By eliminating from the base period whichever of the following
twelve months results in the higher average base period net income—

“(A) The twelve consecutive months the elimination of which pro-
duces the highest average base period net income, or

“(B) The twelve months which remain after retaining in the base
period the thirty-six conmsecutive months which produce the highest
average base period net income.

“(3) By computing the aggregate of the excess profits net income for each
of the thirty-six months remaining in the base period.

“(4) By dividing by 3 the amount ascertained under paragraph (3).

“(e) AVERAGE BASE PERIOD NET INCOME—ALTERNATIVE BASED ON GROWTH.—

“(1) TAXPAYERS TO WHICH SUBSECTION APPLIES.—A taxpayer shall be en-
titled to the benefits of this subsection if—

“(A) the taxpayer commenced business before the beginning of its
base period ; and

“(B) the total assets of the taxpayer, determined under paragraph
(3), did not, as of the beginning of its base period, exceed $20,000,000;
and

“(C) the total payroll of the taxpayer (as determined under para-
graph (4)) for the last half of its base period is 130 per centum or more
of its total payroll for the first half of its base period, or the gross re-
ceipts of the taxpayer (as determined under paragraph (5)) for the
last half of its base period is 150 per centum or more of its gross receipts
for the first half of its base period.

“(2) CompuratioN.—The average base period net income determined under
this subsection shall be determined as follows:

“(A) By computing (in the manner provided by the second sentence
of subsection (d) (1)) the excess profits net income for each of the last
24 months in the base period.
“(B) By computing the aggregate of the excess profits net income
for each such month.
“(C) By dividing by 2 the amount ascertained under subparagraph
(B).
“(D) By computing the aggregate of the excess profits net income
for each of the last twelve months in the base period.
The average base period net income determined under this subsection shall
be the amount ascertained under subparagraph (C) or subparagraph (D),
whichever is the larger.

“(3) ToraL assers.—For the purposes of this subsection the taxpayer’s
total assets as of any day shall be determined as of the beginning of such
day and shall be an amount equal to the sum of the cash and the property
other than cash used in the taxpayer’s business. Such property shall be
included in an amount equal to its adjusted basis for determining gain
upon sale or exchange.

“(4) ToTAL PAYROLL.—ASs used in this subsection the term ‘total payroll’
with respect to any period means the sum of the salaries, wages, commis-
sions, and other compensation paid or incurred by the taxpayer during such
period for personal services actually rendered by employees, excluding
the amount thereof which is allowable as a deduction under section 23 (p)
and excluding any compensation paid in any medium other than cash. In
the event that a taxable year falls partly within such period, there shall be
allocated, for the purposes of this paragraph, to the portion of the period
within such year an amount of the salaries, wages, commissions, and other
compensation for such year in the same proportion as the number of months
in such year within the period bears to tii¢ total number of months in such

year.

75900—50——2
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“(5) Gross RECEIPTS.—As used in this subsection the term ‘gross receipts’
with respect to any period means the sum of ;

“(A) The total amount received or acerued during such period from
the sale, exchange, or other disposition of stock in trade of the taxpayer
or other property of a kind which would properly be included in the
inventory of the taxpayer if on hand at the close of the taxable year,
or property held by the taxpayer primarily for sale to customers in
the ordinary course of its trade or business, and

“(B) The gross income, attributable to a trade or business regularly
carried on by the taxpayer, received or accrued during such period
excluding therefrom—

“(i) Gross income derived from the sale, exchange, or other
disposition of property;
“(ii) Gross income derived from discharge of indebtedness of
the taxpayer;
“(iii) Dividends on stocks of corporaticns; and
“(iv) Income attributable to recovery of bad debts.
In the event that a taxable year falls partly within such period, there shall be
allocated, for the purposes of subparagraphs (A) and (B), to the portion of
the period within such year an amount of the total gross receipts (as defined
in such subparagraphs) for such year in the same proportion as the num-
ber of months in such year within the period bears to the total number of
months in such year.

*(f) CaprrarL ApprTioNs IN Base PErRIOD.—

‘“(1) BASE PERIOD CAPITAL ADDITION.—The amount of the base period cap-
ital addition referred to in subsection (a) (1) (B) shall be the sum of—

“(A) 12 per centum of the net base period equity capital addition,
computed under paragraph (2) (C),

“(B) the amount of the base period borrowed capital addition, com-
puted under paragraph (3) (D),

minus the sum of 12 per centum of the net base period equity capital re-
duction, computed under paragraph (2) (D), and the amount of the bhase
period borrowed capital reduction, computed under paragraph (3) (E);
except that the base period capital addition shall in no case be less than
zero.

“(2) NET BASE PERIOD CAPITAL ADDITION OR REDUCTION.—

“(A) The net increase in equity capital during any period shall, for
the purposes of this subsection, be the amount, if any, by which the
equity capital (as defined in section 437 (c)) at the end of such period
exceeds the equity capital at the beginning of such period. The amount
ascertained under this subparagraph shall be reduced by the excess,
if any, of the inadmissible assets (as defined in section 440) of the tax-
payer at the end of such period over the inadmissible assets at the be-
ginning of such period. The net decrease in equity capital shall in no
case be less than zero.

“(B) The net decrease in equity capital during any period shall, for
the purposes of this subsection, be the amount, if any, by which the
equity capital (as defined in section 437 (¢)) at the beginning of such
period exceeds the equity capital at the end of such period. The amount
ascertained under this snbparagraph shall be reduced by the excess,
if any, of the inadmissible assets (as defined in section 440) of the tax-
payer at the beginning of such period over the inadmissible assets at the
end of such period. The net decrease in equity capital shall in no case
be less than zero.

“(Cf) The net base period equity capital addition shall be the ex-
cess of—

“(i) the net increase, if any, in equity capital during the period
covered by the last 2 taxable years of the taxpayer which precede
its first taxable year under this subchapter, over

“(ii) one-half of the amount by which the net increase, if any,
in equity capital during the earlier taxable year in such period ex-
ceeds the net decrease, if any, in equity capital during the later tax-
able year in such period.

“(Df) The net base period equity capital reduction shall be the ex-
cess of—
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“(i) the net decrease, if any, in equity capital during the period
covered by the last 2 taxable years of the taxpayer which precede
its first taxable year under this subchapter, over

“(ii) one-half of the amount by which the net decrease, if any,
in equity capital during the earlier taxable year in such period
exceeds the net increase, if any, in equity capital during the later
taxable year in such period.

**(3) BASE PERIOD BORROWED CAPITAL ADDITION OR REDUCTION.—

“(A) The adjustment for the net increase in borrowed capital during
any period shall, tor the purposes ot this subsection, be an amount equal
to (i) one-third of the amount by which the daily borrowed capital (as
determined under section 439 (c¢)) for the day following the close of
such period exceeds the daily borrowed capital for the first day of such
period, times (ii) the average interest rate for the day following the close
of such period. The adjustment for the net increase in borrowed capital
shall in no case be less than zero.

*“(B) The adjustment for the net decrease in borrowed capital during
any period shall, for the purposes of this subsection, be an amount equal
to (i) ome-third of the amount by which the daily borrowed capital (as
determined under section 439 (¢) ) for the first day of such period exceeds
the daily borrowed capital for the day following the close of such period,
times (ii) the average interest rate for the first day of such period.
The adjustment for the net decrease in borrowed capital shall in no
case be less than zero.

“(C) The average interest rate for any day shall, for the purposes
of subparagraphs (A) and (B), be an amount equal to the amount
ascertained by dividing the aggregate of 1 year’s interest on the daily
borrowed capital for such day by the amount of the daily borrowed
capital for such day.

“(D) The amount of the base period borrowed capital addition shall,
for the purposes of paragraph (1) (B), be the excess of—

“(i) the adjustment, if any, for the net increase in borrowed
capital during the period covered by the last 2 taxable years of
the taxpayer which precede its first taxable year under this sub-
chapter, over

“(ii) one-half of the amount by which the adjustment, if any, for
the net increase in borrowed capital during the earlier taxable year
in such period exceeds the adjustment, if any, for the net decrease
in borrowed capital during the later taxable year in such period.

“(E) The amount of the base period borrowed capital reduction shall,
for the purposes of paragraph (1), be the excess of—

“(i) the adjustment, if any, for the net decrease in borrowed
capital during the period covered by the last 2 taxablg years of the
taxpayer which precede its first taxable year under this subchapter,
over

“(ii) one-half of the amount by which the adjustment, if any, for
the net decrease in borrowed capital during the earlier taxable
year in such period exceeds the adjustment, if any, for the net in-
crease in borrowed capital during the later taxable year in such
period.

“(g) CapiTaL CHANGES.— . L

“(1) NET CAPITAL ApDITIONS.—The net capital addltlo_n for the taxable year
shall, for the purposes of this section, be the excess, divided by the_n.umber
of days in the taxable year, of the aggregate of the daily caplta} addition for
each day of the taxable year over the aggregate of the daily capital reduction
for each day of the taxable year. ) )

“(2) NET CAPITAL REDUCTION.—The net capital reduction fo_r _the taxable
year shall, for the purposes of this section, be the excess, dwldpd by .the
number of days in the taxable year, of the aggregate of the daily cnplgal
reduction for each day of the taxable year over the aggregate of the daily
capital addition for each day of the taxable year. .

“(3) DaILY cAPITAL AppITiON.—The daily capital addition for any day
of the taxable year shall, for the purposes of this section, be the sum of the

following :
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“(A) The aggregate of the amounts of money and property paid in for
stock, or as paid-in surplus, or as a contribution to capital, after the
beginning of the taxable year and prior to such day. Such property paid
in shall be included in an amount equal to its basis (unadjusted) for
determining gain upon sale or exchange. If the unadjusted basis of the
property is a substituted basis, such basis shall be adjusted, with respect
to the perind before the property was paid in, by an amount equal to
the adjustments proper under section 113 (b) (2).

“(B) The amount, if any, by which the equity capital (as defined in
section 437 (c)) at the beginning of the taxable year exceeds the equity
capital at the beginning of the taxpayer’s first taxable year under this
subchapter.

The amount ascertained under this paragraph shall be reduced by the excess,
if any, of the inadmissible assets (as defined in section 440) of the taxpayer
at the beginning of such day over the inadmissble assets at the beginning
of its first taxable year under this subchapter. The daily capital addition
shall in no case be less than zero.

“(4) DAILY CAPITAL REDUCTION.—The daily capital reduction for any day
of the taxable year shall, for the purposes of this seection, be the sum of
the following:

“(A) Distributions to shareholders previously made during such
taxable year which are not out of the earnings and profits of such taxable
year; and

“(B) The amount, if any, by which the amount of the equity capital
(as defined in section 437 (c¢)) at the beginning of the taxpayer's first
taxable year under this subchapter exceeds the amount of the equity
capital at the beginning of the taxable year.

The amount ascertained under this paragraph shall be reduced by the excess,
if any, of the inadmissible assets (as defined in section 440) of the taxpayer
at the beginning of its first taxable year under this subchapter over its
inadmissible assets at the beginning of such day. The daily capital reduction
shall in no case he less than zero.

“(5) Cross REFERENCE—IFor special rules applicable to this subsection
with respect to distributions to shareholders, see section 437 (g).

“(h) AbppIiTIoNs AND REDUCTIONS IN BORROWED CAPITAL.—

“(1) CREDIT FOR ADDITION TO RORROWED CAPITAL.—The amount of the credit
referred to in subsection (a) (1) (D) shall, for any taxable year, be an
amount equal to (A) one-third of the excess of the average borrowed capital
for such year (as determined under section 439 (c¢)) over the daily borrowed
capital for the first day of the taxpayer’s first taxable year under this sub-
chapter, multiplied by (B) the average interest rate for the taxable year;
except that such credit shall in no case exceed an amount equal to 3 per
centum of such excess.

“(2) BORROWED CAPITAL REDUCTION.—The amount of the borrowed capital
reduction referred to in subsection (a) (1) shall, for any taxable year, be
an amount equal to (A) one-third of the excess of the daily borrowed cap-
ital for the first day of the taxpayer’s first taxable year under this sub-
chapter (as determined under section 439 (c)) over the average borrowed
capital for the taxable year, multiplied by (B) the average interest rate
for the last preceding taxable year during which the taxpayer had bor-
rowed capital; except that such reduction shall in no case exceed an amount
equal to 3 per centum of such excess.

“(3) DEFINITION OF AVERAGE INTEREST RATE.—The average interest rate for
any taxable year shall be the amount ascertained by dividing the total inter-
est accrued for such year with respect to borrowed capital by the amount of
the average borrowed capital for such year.

“SEC. 436. EXCESS PROFITS CREDIT—BASED ON INVESTED CAPITAL.

“The excess profits credit for any taxable year computed under this section
shall be the sum of the following :

“(1) The basic equity capital credit computed under section 437,
“(2) The new capital credit, if any, computed under section 438 (a),
“(3) The borrowed capital credit, if any, computed under section 439,

reduce)d by the amount computed under section 440 (relating to inadmissible
assets).
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“SEC. 437. BASIC EQUITY CAPITAL CREDIT.

“(a) DerFiNiTION.—The basic equity capital credit for any taxable year shall
be the amount shown in the following table:

“If the adjusted equity capital for such year The credit shall be:
(determined under subsection (b)) is:

Not over $5,000,000________________ 12% of the adjusted equity capital.

Over $5,000,000 but not over $10,000._ $600,000, plus 10% of the excess over
$5,000,000.

Over $10,000,000______ . _____________ $1,100,000, plus 8% of the excess

over $10,000,000.

“(b) ApsUsTED EQUITY CAPITAL—The adjusted equity capital for any taxable
year (hereinafter in this subsection referred to as ‘the taxable year’) shall be
the sum of—

“(1) the equity capital (as defined in subsection (c)) as of the beginning
of the taxable year;

(d“)(2) fihe capital addition for the taxable year computed under subsection
; an
“(3) the recent loss adjustment computed under subsection (f),
minus the capital reduction for the taxahle year computed under subsection (e).
If the amount of the adjusted equity capital so computed is over $5,000,000,
such amount shall be reduced by the net new capital addition computed under
section 438.

“(c) DerINITION OF EqQUIiTY CAPITAL—The equity capital of the taxpayer as
of any time shall be the total of its assets held at such time reduced by the total
of its liabilities at such time. For such purposes, the amount attributable to
each asset shall be determined by ascertaining the adjusted basis thereof (or,
in the case of money, the amount thereof) and the adjusted basis shall be the
adjusted basis for determining gain upon sale or exchange. In the case of an
insurance company, its reserves shall be treated as liabilities and not as assets.
In the case of assets subject to a mortgage or other lien, the amount of the
indebtedness secured by such mortgage or lien shall be considered as a liability
of the taxpayer whether or not the taxpayer assumed or agreed to pay such
indebtedness.

“(d) CAPITAL ADDITION FOR THE TAXABLE YEAR.—The capital addition for the
taxable year shall be the aggregate of the daily capital addition for each day of
the taxable year, divided by the number ¢f days in such year. The daily capital
addition for each day of the taxable year shall be the aggregate of the amount of
money and property paid in after the beginning of such taxable year and prior
to such day for stock, or as paid-in surplus, or as a contribution to capital.
Such property shall be included in an amount equal to its basis (unadjusted)
for determining gain upon sale or exchange. If the unadjusted basis of the
property is a substituted basis, such basis shall be adjusted, with respect to the
period before the property was paid in, by an amount equal to the adjustments
proper under section 113 (b) (2).

“(e) CaritaL RepucrtioN For THE TAXARLE YEAR—The capital reduction for
the taxable year shall be the aggregate of the daily capital reduction for each day
of the taxable year, divided by the number of days in such year. The daily
capital reduction for each day of the taxable year shall be the amount of the
distributions previously made during the taxable year which are not out of the
earnings and profits of such taxable year.

“(f) RECENT LOS8 ADJUSTMENT.—

“(1) DETERMINATION.—The recent loss adjustment for any taxable year
shall be the excess of the aggregate of the net operating loss for each
taxable year in the recent loss period over the aggregate of the net income
for each taxable year in such period. For purposes of this subsection,
the term ‘recent loss period’ means whichever of the following periods
results in a higher recent loss adjustment—

“(A) the base period, or
“(B) the period beginning January 1, 1940, and ending December 31,

1949,

“(2) DerFINITIONS.—For purposes of this subsection—

“(A) Net Operating Loss.—The net operating loss for any taxable
year means the net operating loss as defined in section 122 (a), de-
termined under the law applicable to such taxable year.
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“(B) Ner IncomMeE.—The net income for any taxable year means the
net income computed with the exceptions, additions, and limitations
provided in section 122 (d) (other than paragraph (6) of section 122
(d) ), under the law applicable to such taxable year.

“(3) Special Rules.—

“(A) Only Part Of Taxable Year Included In Recent Loss Period.—
For purposes of this subsection, the net operating loss or net income
for a taxable year only part of which is within the recent loss period
shall be such part of the net operating loss or net income for such taxable
year, computed without regard to this subparagraph, as the number of
of months in such taxable year falling within the recent loss period
is of the total number of months in such taxable year. For purposes
of this subsection, a fractional part of a month shall be disregarded
unless it amounts to more than half a month, in which case it shall be
considered as a month.

“(B) Recent Losses of Component Corporations.—The recent loss
adjustment shall be separately computed for each corporation which is a
component corporation of the taxpayer within the meaning of part II
of this subchapter, and the amount so computed shall be added to the
recent loss adjustment of the taxpayer. For purposes of such computa-
tion, the recent loss period of the component corporation shall not in-
clude any period after the date of the transaction in which such cor-
poration became a component corporation of the taxpayer. The recent
loss adjustment of the component corporation, for the purpose of com-
puting the adjusted equity capital of any corporation (including the
component corporation) other than the taxpayer for a taxable year end-
ing after such date shall be reduced by the amount with respect to such
component corporation which, under this subsection, is added to the re-
cent loss adjustment of the taxpayer.

*“(g) RULES FOR APPLICATION OF THIS SECTION, SECTION 438, AND SEOTION
435 (g).—For the purposes of this section, section 438, and section 435 (g)—

“(1) DISTRIBUTIONS TO SHAREHOLDERS.—A distribution by a corporation
of its stock or rights to acquire its stock shall not be regarded as money or
property paid in for stoek, or as paid-in surplus, or as a contribution to
capital, and such a distribution shall not be considered as a distribution by
a corporation to its shareholders.

“(2) DISTRIBUTIONS IN FIRST 60 DAYS OF TAXABLE YEAR.—So0 much of the
distributions (taken in the order of time) to shareholders made during the
first 60 days of any taxable year as does not exceed the accumulated earnings
and profits as of the beginning thereof (computed without regard to this
paragraph) shall be considered to have been made on the last day of the pre-
ceding taxable year. This paragraph shall not apply with respect to dis-
tributions made during the first 60 days of the taxpayer’s first taxable year
under this subchapter.

“(3) COMPUTATION OF EARNINGS AND PROFITS OF TAXABLE YEAR—For the
purposes of subsection (e) of this section and section 435 (g) (4) (A), in
determining whether a distribution is out of the earnings anad profits of any
taxable year, such earnings and profits shall be computed as of the close
of such taxable year witbout diminution by reason of any distribution made
during such taxabhle year or by reason of the tax under this chapter for such
year and the determination shall be made without regard to the amount of
earnings and profits at the time the distribution was made.

“(4) ExcHaxgEs.—For the purpose of determining the amount of prop-
erty paid in for stock, or as paid-in surplus, or as a contribution to capital—

“(A) If the basis (unadjusted) of the property for determining gain
upon a sale or exchange is determined by refercnce to the hasis of the
property in the hands of the transferor, proper adjustment shall be made
for the amount of auy liability of the transferor assumed upon the ex-
change and of any liability subject to which such property was So re-
ceived, for the amount of any other liability of the taxpayer constitut-
ing consideration for the property so received, and for the nggregate
of the amount of money and the fair market value of other property
(other than such stock and other than such liabilities) transferred to
the transferor.

“(B) If the property consists of an indebtedness of the taxpayer,
the amount of such property shall be considered equal to the amount of
the indebtedness.
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“(5) ELECTION UNDER SECTION 453.—In the case of a taxpayer electing
under section 453, the adjusted equity invested capital, the net new capital
addition, and the net capital addition shall be computed in a manner con-
sistent with the method of accounting so elected, except as to installment
sales made prior to the first taxable year under this subchapter in the case
of a taxpayer electing under section 453 (a), and except as to contracts
begun before the first taxable year under this subchapter in the case of a
taxpayer electing under section 354 (D).

“(6) CRrOSS-REFERENCES.—For special rules affecting determination of basis
of property acquired in certain intercorporate liguidatious, see part II1L.

“SEC. 438. CAPITAL CHANGES.

“(a) NEw CariTAL CrepitT.—The new capital credit for any taxable year shall
be 12 per centum of the amount of the net new capital addition for the taxable
year, except that the new capital credit shall be zero if the adjusted equity capital
for the taxable year, computed without regard to the last sentence of section
437 (b), is $5.000,000 or less.

“(b) NEr NEw CAriTAL ADpDITION.—The net new capital addition for the tax-
able year shall be the excess, divided by the number of days in the taxuble year,
of the aggregate of the daily new capital addition for each day of the taxable
vear over the aggregate of the daily capital reduction (determined under scction
437 (e)) for each day of the taxable year.

“(e) DALy NEw CAPITAL AvpiTION.—The daily new capital addition for any
day of the taxable year shall, for the purposes of this section, be the sum of the
following :

“(1) The aggregate of the amounts of money and property (other than
excluded capital as defined in subsection (d)) paid in for stock, or as paid-in
surplus, or as a contribution to capital, after the beginning of such taxable
year and prior to such day. Such property paid in shall be included in an
amount equal to its basis (unadjusted) for determining gain upon sale or
exchange. If the unadjusted basis of the property is a substituted basis,
such basis shall be adjusted, with respect to the period before the property
was paid in, by an amount equal to the adjustments proper under section
113 (b) (D).

“(<) The amount, if any, by which the equity capital at the beginning
of the taxable year minus the amount of excluded capital (as defined in
subsection (d)) paid in before the beginning of the taxable year and after
the beginning of the taxpayer's first tuxable year under this subchapter
exceeds the equity capital at the beginning of such first taxable year.

“(d) DerixiTioN oF ExcrupEp CaprTaL.—The term ‘excluded capital’ means
the amount of money or property paid in for stock, or as paid-in surplus, or as
a contribution to capital, to the taxpayer—

“(1) by a corporation in an exchange to which section 112 (b) (3), (4),
(5), or (10), or so much of section 112 (c¢), (d), or (e) as refers to section
112 (b) (3), (4), (B), or (10), is applicable (or would be applicable except
for section 371 (g)), or would have been applicable if the term ‘control’ had
been defined in section 112 (h) to mean the ownership of stock possessing
more than 50 per centum of the total combined voting power of all classes
of stock entitled to vote or more than 50 per centum of the total value of
shares of all classes of stock.

“(2) by a transferor corporation if immediately after such transaction
the transferor and the taxpayer are members of the same controlled group.
As used in this paragraph, a controlled group means one or more chains of
corporations connected through stock ownership with a common parent cor-
poration if (A) more than 50 per centum of the total combined voting power
of all classes of stock entitled to vote, or more than 50 per centum of the
total value of shares of all classes of stock, of each of the corporations (ex-
cept the common parent corporation) is owned directly by one or more
of the other corporations, and (B) the common parent corporation owns
directly more than 50 per centum of the total combined voting power of all
classes of stock entitled to vote, or more than 50 per centum of the total
value of shares of all classes of stock, of at least one of the other corporations.

In determining the amount of any property so paid in, such property shall be
included in an amount determined in the manner provided in subsection (c) (1).

“SEC. 439. BORROWED CAPITAL CREDIT.
“(a) AMOUNT or CREDIT—GENERAL RULE—Except as provided in subsection
(b), the borrowed capital credit shall be an amount equal to one-third of the
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deduction allowable for such year with respect to interest on borrowed capital
plus one-third of the interest element accrued or paid, if not allowable as an
interest deduction, on conditional sales contracts; except that such credit shall
in no case (1) exceed an amount equal to 3 per centum of the average borrowed
capital for such year as computed under subsection (c¢) or (2) be less than an
amount equal to 1 per centum of the average borrowed capital for such year as
computed under subsection (c) excluding from the computation of the daily
borrowed capital for any day any indebtedness evidenced by an obligation the
original maturity of which was for a term of less than five years.

“(b) INSURANCE CoMPANIES.—In the case of an insurance company, the bor-
rowed capital credit for any taxable year shall be the sum of the following:

“(1) the amount of the credit allowed under subsection (a), plus,

“(2) an amount equal to 1 per centum of the mean of the pro rata un-
earned premiums, determined at the beginning and end of the taxable year,
plus,

“(3) in the case of a life insurance company an amount equal to one-
third of the sum of:

“(A) the product of (i) the mean of the amount of the adjusted life
insurance reserves, determined at the beginning and end of the taxable
vear, and (ii) its average rate of interest assumed in computing such
reserves, plus

“(B) the product of (i) the mean of the amount of the reserves on
insurance contracts (or contracts arising out of insurance or annuity
contracts) which do not involve, at the time with reference to which the
computation was made, life, health, or accident contingencies, deter-
mined at the beginning and end of the taxable year, and (ii) its average
rate of interest assumed in computing such reserves.

The average rate of interest assumed by the taxpayer during the taxable
year shall be calculated in the manner provided in section 201 (c) (4).
“(c) DEFINITION OF BORROWED CAPITAL.—

“(1) AVERAGE BORROWED CcAPITAL—The average borrowed capital for any
taxable year shall be the aggregate of the daily borrowed capital for each
day of such taxable year, divided by the number of days in such taxable year.

“(2) DAILY BORROWED CAPITAL—The daily borrowed capital for any day
of any taxable year shall be the amount, as of the beginning of such day,
of the outstanding indebtedness (not including interest) of the taxpayer
which is evidenced by a bond, note, bhill of exchange, debenture, certificate of
indebtedness, mortgage, deed of trust, or conditional sales contract. In the
case of property of the taxpayer subject to a mortgage or other lien, the
amount of indebtedness secured by such mortgage or lien shall be considered
as an indebtedness of the taxpayer whether or not the taxpayer assumed or
agreed to pay such indebtedness.

“SEC. 440. ADMISSIBLE AND INADMISSIBLE ASSETS.

“(a) DEFINITIONS.—For the purposes of this subchapter—
“(1) The term ‘inadmissible assets’ means—
“(A) Stock in corporations, except stock in a foreign personal hold-
ing company, and except stock which is not a capital asset; and
“(B) Obligations described in section 22 (b) (4) any part of the
interest from which is excludible from gross income or allowable as a
credit against net income.
“(2) The term ‘admissible assets’ means all assets other than inad-
missible assets.

“(b) RaTtio or INADMISSIBLES TO ToTAL A8sSSETS.—The amount by which the
sum referred to in section 436 shall be reduced for any taxable year shall be an
amount which is the same percentage of such sum as the percentage which the
total of the inadmissible assets is of the total of admissible and inadmissible
assets. For such purposes, the amount attributable to each asset held at any
time during such taxable year shall be determined by ascertaining the adjusted
basis thereof (or, in the case of money, the amount thereof) for each day of
such taxable year so held and adding such daily amounts. The determination of
such daily amounts shall be made under regulations prescribed by the Secretary.
The adjusted basis shall be the adjusted basis for determining gain upon sale
-or exchange as determined under section 113.
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“SEC. 441. FOREIGN CORPORATIONS AND CORPORATIONS ENTITLED TO BENEFITS
OF SECTION 251—INVESTED CAPITAL.

“(a) CoMPUTATION oF CrEpIT.—Notwithstanding section 436, in the case of
a foreign corporation engaged in a trade or business within the United States,
and in the case of a corporation entitled to the benefits of section 231, the excess
profits credit computed under section 436 shall be determined in accordance
with rules and regulations prescribed by the Secretary, under which—

“(1) GeNERAL RULE.—The excess profits credit shall be the basic equity
capital eredit computed under section 437, reduced by the amount computed
under section 440 (relating to inadmissible assets). In computing the basic
equity capital credit for the purposes of this section (A) the adjusted equity
capital for any taxable year shall be the aggregate of the equity capital as of
the beginning of each day of such taxable year divided by the number of
days in such year, (B) the term ‘assets’ as used in section 437 (c¢) shall be
considered as referring to United States assets, and (C) the term ‘liabilities’
as used in such section shall be considered as referring to United States
liabilities. In the application of section 440, the terms ‘admissible assets’
and ‘inadmissible assets’ shall include only United States assets.

“(2) Exception.—If the Secretuary determines that the United States
assets of the taxpayer cannot satisfactorily be segregated from its other
assets or that the United States liabilities of the taxpayer cannot satisfac-
torily be segregated from its other liabilities, the adjusted equity capital
of the taxpayer shall be an amount (in lieu of the amount ascertained under
paragraph (1)) which is the same percentage of the equity capital of the
taxpayer, determined under section 437 (c¢) as of the end of the last day
of the taxable year without the application of this paragraph, which the
net income for the taxable year from sources within the United States is
of the total net income of the taxpayer for such year.

“(b) DEFINITIONS.—As used in this section—

“(1) the term ‘United States assets’ means assets held by the taxpayer
in the United States, determined in accordance with rules and regulations
prescribed by the Secretary.

“(2) the term ‘United States liabilities’” means the liabilities of the tax-
payer which are directly related to its United States assets, determined in
accordance with rules and regulations prescribed by the Secretary.

“SEC. 442. AVERAGE BASE PERIOD NET INCOME—ABNORMALITIES DURING BASE
PERIOD.

“(a) GENErAL.—If for any taxable year within, or beginning or ending within,
the base period a taxpayer which commenced business prior to January 1, 1946,
establishes that :

“(1) normal production, output, or operation was interrupted or diminished
because of the occurrence, either immediately prior to, or during such taxable
years, of events unusual and peculiar in the experience of such taxXpayer, or

“(2) the business of the taxpayer was depressed because of temporary
economic circumstances unusual in the case of such taxpayer,

and if the amount determined under subsection (c) exceeds 110 percent of the
excess profits net income for the 12 calendar months in which an abnormality is
determined to exist under this subsection and if no such abnormality is deter-
mined to exist for at least one period of 12 calendar months exclusive of the
12-month period eliminated under subsection (b) (2), the taxpayer's average
base period net income shall be the amount determined in accordance with
the provisions of this section or section 435, whichever is higher.

“(b) AVERAGE Bast Periop NET IncomeE—The average base period net income
determined under this section shall be determined as follows:

“(1) By computing the excess profits net income or deficit in excess profits
net income for each month in the base period. The excess profits net income
or the deficit in excess profits net income for any month shall be the excess
profits net income or deficit in excess profits net income, as the case may be,
for the taxable year in which such month falls divided by the number of
calendar months in such year.

“(2) By eliminating from the base period whichever of the twelve-month
periods corresponding to the calendar year the elimination of which produces
the highest remaining aggregate excess profits net income or the lowest aggre-
gate deficit in excess profits net income.

“(3) By substituting for the aggregate excess profits net income or aggre-
gate deficit in excess profits net income, as the case may be, of any remain-
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ing twelve-month period corresponding to the calendar year an amount
determined under subsection (¢).

*(4) By computing the aggregate of the excess profits net income, or
substitute excess profits net income, for each of the thirty-six months re-
maining in the base period, reduced by the sum of the deficits in excess profits
net income for each of such months,

“(5) By dividing by 3 the amount ascertained under paragraph (4).

“(c¢) ApyusTMENT.—The excess profits net income for any 12 calendar months
in which an abnormality is determined to exist under subsection-.(a) shall be
an amount which bears the same relation to the aggregate of the taxpayer's excess
profits net income for the remaining calendar months of the base period in
which no abnormality has been determined to exist (exclusive of the 12-month
period eliminated under subsection (b) (2)) as the taxpayer’s industry index
for the calendar months in which the abnormality has been determined to exist
bears to the aggregate of the taxpayer’s industry indices for such remaining
calendar months.

“(d) TaxPAYER's INDUSTRY INDEX.—For purposes of this section the taxpayer's
industry index for any 12 calendar months in the base period shall be the index
proclaimed by the Secretary in accordance with the provisions of section 445 for
that industry classification to which is attributable the largest amount of the
taxpayer's average monthly gross receipts for such 12 calendar months.

“(e) Gross RLeeErpTs.—As used in this section ‘average monthly gross receipts’
with respect to any period means the figure ascertained as follows:

“(1) By computing the total amount received or accrued during such
period from the sale, exchange, or other disposition of stock in trade of the
taxpayer or other property of a kind which would properly be included in the
inventory of the taxpayer if on hand at the close of the taxable year, or
property held by the taxpayer primarily for sale to customers in the ordinary
course of its trade or business;

“(2) By computing the gross income, attributable to a trade or business
regularly carried on by the taxpayer, received or accrued during such period,
excluding therefrom

“(A) Gross income derived from the sale, exchange, or other dis-
position of property;

“(B) Gross income derived from discharge of indebtedness of the
taxpayer;

“(C) Dividends on stocks of corporations; and

“(D) Income attributable to recovery of bad debts; and

“(3) By dividing the sum of the amounts computed under paragraphs
(1) and (2) by the number of months in such period.

In the event that a taxable year falls partly within such period, there shall be
allocated, for the purposes of paragraphs (1) and (2), to the portion of the
period within such year an amount of the total gross receipts (as defined in such
paragraphs) for such year in the same proportion as the number of months in
such year within the period bears to the total number of months in such vear.

*“(f) RULES FOR APPLICATION OF SECTION.—The taxpayer shall compute its tax,
file its return, and pay the tax shown on its return under this subchapter without
the application of this section, except as provided in section 430 (d). The benefits
of this section shall not be allowed unless the taxpayer within the period of time
prescribed by section 322 and subject to the limitation as to amount of credit or
refund prescribed in such section makes application therefor in accordance with
regulations prescribed by the Secretary. If average base period net income has
been determined under the provisions of this section for any taxable year, the
Secretary may by regulations prescribe the extent to which this subsection may
be waived for purposes of determining the tax under this subchapter for a subse-
quent taxable year.

“SEC. 443. CHANGE IN PRODUCT OR SERVICES.
“(a) IN GENERAL.—In the case of any taxpayer which commenced business on
or before January 1. 1946, and which establishes that—

“(1) during the 36-month period ending December 31, 1949, there was a
substantial change in the products or in the services furnished,

“(2) more than thirty-three and one-third per centum of its net income
for any one of the three consecutive taxable years immediately following the
taxable year in which the change referred to in paragraph (1) occurred is
attributable to such changed products or services, and
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“(3) i.ts net income for any one of the taxable years in which it has met
the requirement of paragrgph (2) exceeds one hundred and twenty-five per
centum of its average net income for the taxable year or years which ended
after December 31, 1945, and prior to the taxable year in which such change
occurred,

its average base period net income for each excess profits tax taxable year,
beginning with the year in which the change in product or service was made,
shall be the amount computed in accordance with subsection (b) or section 435
(adjusted in a manner consistent with the provisions of subsection (g) of this
section, relating to the exclusion of certain capital additions and reductions),
whichever is the larger.

“(b) AVERAGE Base PeErtop NET INcoME—The average base period net income
determined under this section shall be computed as follows:

“(1) If the taxable year in which the taxpayer met the requirements of
subsections (a) (2) and (3) ends prior to January 1, 1950, by multiplying the
amount of the taxpayer’s total assets for December 31, 1949, by the base
period rate of return for the taxpayer’s industry ;

“(2) If the taxable year in which the taxpayer met the requirements of
subsections (a) (2) and (3) ends subsequent to December 31, 1949, by
multiplying the amount of the taxpayer's total assets for the last day of such
taxable year by the base period rate of return for the taxpayer’s industry.

“(c) ToraL Assers.—For the purposes of this section the taxpayer’s total
assets for any day shall be determined as of the end of such day and shall be an
amount equal to the sum of the cash and the property other than cash used in
the taxpayer’s business. Such property shall be included in an amount equal to
its adjusted basis for determining gain upon sale or exchange.

“(d) TAxPAYER'S INDUSTRY CLASSIFICATION.—For purposes of this section the
taxpayer’s industry classification for any day shall be that industry classification
proclaimed by the Secretary in accordance with the provisions of section 445
to which is attributable the largest amount of the taxpayer’s gross receipts for
the taxable year which includes such day.

“(e) Bask Prriop RaTtE oF RETURN.—For purposes of this section the base
period rate of return for any excess profits tax taxable year shall be that rate
of return for the taxpayer’s industry classification proclaimed by the Secretary
in accordance with the provisions of section 445.

“(f) Gross REcErers.—As used in this section the term ‘gross receipts’ when
used with respect to any pericd means the sum of the following :

“(1) The total amount received or accrued during such period from the
sale, exchange, or other disposition of stock in trade of the taxpayer or other
property of a kind which would properly be included in the inventory of the
taxpayer if on hand at the close of a taxable year, or property held by the
taxpayer primarily for sale to customers in the ordinary course of its trade
or business, and

“(2) The gross income, attributable to a trade or business regularly earried
on by the taxpayer, received or accrued during such pericd, excluding there-
from—

“(A) Gross income derived from the sale, exchange, or other disposi-
tion of property;

“(B) Qross income derived from discharge of indebtedness of the
taxpayer;

“(C) Dividends on stocks of corporations; and

“(D) Income attributable to recovery of bad debts.

“(g) CAPITAL ADDITIONS AND CAPITAL REpUcTIONS.—In determining the net
capital addition or the net capital reduction, as the case may be, of a corpora-
tion the excess profits tax liability of which has been determined by employing
average base period net income computed in accordance with this section, no
regard shall be had to any capital addition or capital reduction made on or prior
to the day for which the total assets of the taxpayer were determined.

“(h) RULES FOR APPLICATION OF SecTIoN.—The taxpayer shall compute its
tax, file its return, and pay the tax shown on its return under this subchapter
without the application of this section, except as provided in section 430 (d).
The benefits of this section shall not be allowed unless the taxpayer within
the period of time prescribed by section 322 and subject to the limitation as to
amount of credit or refund prescribed in such section makes application therefor
in accordance with regulations prescribed by the Secretary. If average base
period net income has been determined under the provisions of this section
for any taxable year, the Secretary may by regulations prescribe the extent
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to which this subsection may be waived for purposes of determining the tax
under this subchapter for a subsequent taxable year.
“SEC. 444. AVERAGE BASE PERIOD NET INCOME—NEW CORPORATION.

“(a) NiEw CorrPoRATION.—A taxpayer which commenced business after the
beginning of its base period, and which is not an acquiring corporation of g
component corporation which was in existence (as determined under section
461 (d)) prior to the beginning of such base period, shall be a new corporation
for purposes of this section and its average base period net income shall be
the amount determined in accordance with subsection (b) or section 435
(adjusted in a manner consistent with the provisions of subsection (f) of this
section, relating to the exclusion of certain capital additions and reductions),
whichever is the larger.

“(b) AVERAGE BaskE PErIOpD NET INCcOME.—The average base period net income
of a new corporation determined under this section shall be computed as follows:

“(1) For the taxpayer's first taxable year, if such taxable year is an
excess profits tax taxable year, by multiplying the amount of the taxpayer’s
total assets for the last day of such taxable year by the base period rate of
return for the taxpayer’s industry ;

“(2) For the taxpayer’s second taxable year, if such taxable year is an
excess profits tax taxable year, by multiplying the amount of the taxpayer's
total assets for the last day of such taxable year by the base period rate of
return for the taxpayer’s industry ;

“(3) For the taxpayer's third taxable year, if such taxable year is an
excess-profits tax taxable year, by multiplying the amount of the taxpayer'’s
total assets for the last day of such taxable year by the base period rate of
return for the taxpayer's industry;

“(4) For the taxpayer’s fourth taxable year and for succeeding taxable
years, if such fourth and succeeding taxable years are excess-profits tax tax-
able years, by multiplying the amount of the taxpayer’s total assets for the
last day of the taxpayer’s third taxable year, or for December 31, 1949,
whichever day is later, by the base period rate of return for the taxpayer’s
industry.

*(c) Torar Assers.—For the purposes of this section the taxpayer's total
assets for any day shall be determined as of the end of such day and shall be
an amount equal to the sum of the cash and the property other than cash used
in the taxpayer's business. Such property shall be included in an amount equal
to its adjusted basis for determining gain upon sale or exchange.

“(d) TAXPAYER's INDUSTRY CLASSIFICATION.—Ior purposes of this section the
taxpayer’s industry classification for any day shall be that industry classifica-
tion proclaimed by the Secretary in accordance with the provisions of section
445 to which is attributable the largest amount of the taxpayer’s gross receipts
for the taxable year which includes such day, except that the industry classifica-
tion applicable to the taxable year in which falls the thirty-fifth month follow-
ing the month in which the taxpayer commenced business shall apply to all
succeeding excess-profits tax taxable years.

“(e) Base PEriop RATE oF RETURN.—For purposes of this section the base pe-
riod rate of return for any excess-profits tax taxable year shall be that rate of
return for the taxpayer’s industry classification proclaimed by the Secretary
in accordance with the provisions of section 445.

“(f) CAPITAL ADDITIONS AND CAPITAL REDUCTIONS.—In determining the net
capital addition or the net capital reduction, as the case may be, of any new
corporation the excess-profits tax liability of which has been determined by
employing average base period net income computed in accordance with this
section, no regard shall be had to any capital addition or capital reduction made
on or prior to the day for which the total assets of the taxpayer were determined.

“(g) Gross RECEIPTS.—AS used in this section the term ‘gross receipts’ when
used with respect to any period means the amount computed as follows:

“(1) By computing the total amount received or accrued during such pe-
riod from the sale, exchange, or other disposition of stock in trade of the
taxpayer or other property of a kind which would properly be included in
the inventory of the taxpayer if on hand at the close of the taxable year,
or property held by the taxpayer primarily for sale to customers in the
ordinary course of its trade or business,

(2) By computing the gross income, attributable to a trade or business
regularly carried on by the taxpayer, received or accrued during such pe-
riod, excluding therefrom—



EXCESS PROFITS TAX ON CORPORATIONS, 1950 21

“(A) Gross income derived from the sale, exchange, or other dispo-
sition of property;

“(B) Gross income derived from discharge of indebtedness of the
taxpayer;

“(C) Dividends on stocks of ecorporations; and

“(D) Income attributable to recovery of bad debts.

“(h) RULES FOR APPLICATION OF SECTION.—The taxpayer shall compute its
tax, file its return, and pay the tax shown on its return under this subchapter
without the application of this section, except as provided in section 430 (d).
The benefits of this section shall not be allowed unless the taxpayer within the
period of time prescribed by section 322 and subject to the limitation as to
amount of credit or refund prescribed in such section makes application there-
for in accordance with regulations prescribed by the Secretary. If average
base period net income has been determined under the provisions of this section
for any taxable year, the Secretary may by regulations prescribe the extent
to which this subsection may be waived for purposes of determining the tax
under this subchapter for a subsequent taxable year.

“SEC. 445. INDUSTRY BASE PERIOD RATES OF RETURN.,

“(a) INDUSTRY CLassSIFICATION.—The Secretary, not later than March 1, 1951,
shall determine and proclaim a classification of taxpayers by industry, such
classification to be generally in accord with the classification regularly used
by the Treasury Department in compiling published statistics from corporation
income tax returns.

“(b) BasE PErIoD YEARLY RATE oF RETURN.—The Secretary shall determine
and proclaim for each industry classification under subsection (a) the rate of
return for each of the four calendar years 1946 through 1949 and indices based
thereon. Each such industry base period yearly rate of return shall be ob-
tained by dividing the sum of the aggregate net income and the aggregate
interest deduction for all corporations in the particular industry classification
filing income tax returns for such year by the average of the aggregate total
assets of such corporations for such year. -

“(c) Baste PEriop RATE oF RETURN.—The Secretary shall determine and pro-
claim for each industry classification under subsection (a) the rate of return
for the forty-eighth month period ending December 31, 1949, obtained by divid-
ing the sum of the aggregate net income for such period and the aggregate
interest deduction for such period for all corporations in the particular industry
classification filing income tax returns for taxable years in such period by the
aggregate total assets of such corporations for such period.

“(d) TENTATIVE RATEsS oF RETURN.—The Secretary, not later than March 1,
1951, shall determine and proclaim for each industry classification, tentative
base period yearly rates of return, tentative indices based thereon, and a tenta-
tive base period rate of return. Such tentative rates of return shall be effective,
subject to the provisions of section 430 (d) concerning deferment of tax, until
such time as the base period yearly rates of return and base period rates of
return are determined and proclaimed.

““SEC. 446. EXCESS PROFITS CREDIT—REGULATED PUBLIC UTILITIES.

“(a) The excess profits credit for any taxable year computed under this
section shall be the regulated public utilities credit (as defined in subsection
(b)) reduced by the amount computed under section 440 (relating to inad-
missible assets).

“(b) The regulated public utilities credit for any taxable year shall be an
amount which is the sum of the following:

“(1) The tax imposed by sectiops 13, 14, and 15 for such taxable year,
and
“(2) an amount computed by applying to the sum of the following the per
centum prescribed in subsection (c) :
“(A) the adjusted equity capital for such taxable year (as computed
under section 437 (b) without regard to the last sentence thereof, and
“(B) the average borrowed capital for such taxable year (as defined
in section 439 (¢))
less the deduction allowable for such year with respect to interest on indebted-
ness included in borrowed capital under section 439 (c).

“(e) The per centum referred to in subsection (b) (2) shall be—

“(1) 6 per centum in the case of a corporation engaged in the furnishing
or sale of—
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“(A) telepbone service, telegraph service, electric energy, gas, or
water, or
“(B) transportation (not included in paragraph (3) below) on an
intrastate, suburban, municipal, or interurban electric railroad, or on an
intrastate, municipal, or suburban trackless trolley system, or a& munici-
pal or suburban bus system—
if the rates for such furnishing or sale, as the case may be, have been estab-
lished or approved by a State or political subdivision thereof, or by an agency
or instrumentality of the United States or by a public service or public
utility commission or other similar body of the District of Columbia or of
any State or political subdivision thereof.

“(2) 6 per centum in the case of a corporation engaged as a common
carrier in the furnishing or sale of transportation by pipe line of oil or gas,
if subject to the jurisdiction of the Interstate Commerce Commission or the
Federal Power Commission.

“(3) 5 per centum in the case of a corporation engaged in the furnishing
or sale of transportation by common carrier—

“(A) by railroad, subject to the jurisdiction of the Interstate Com-
merce Commission, or

“(B) by air, subject to the jurisdiction of the Civil Aeronautics
Board.

“(d) For the purposes of this subchapter the term ‘regulated public utility’
means a corporation described in subsection (c) substantially all of whose
excess profits net income for the taxable year is derived from sources described
in subsection (c).

“SEC. 447. PERSONAL SERVICE CORPORATIONS.

“(a) DEFINITION.—As used in this subchapter, the term ‘personal service cor-
poration’ means a corporation whose income is to be ascribed primarily to the
activities of shareholders who are regularly engaged in the active conduct of the
affairs of the corporation and are the owners at all times during the taxable year
of at least 70 per centum in value of each class of stock of the corporation, and
in which capital is not a material income-producing factor; but does not include
any foreign corporation, nor any corporation 50 per centum or more of whose
gross income consists of gains, profits, or income derived from trading as a
principal. For the purposes of this subsection, an individual shall be considered
as owning, at any time, the stock owned at such time by his spouse or minor child
or by any guardian or trustee representing them.

“(b) ELEcTION As To TAxAaBILITY.—If a personal service corporation signifies,
in its return under this chapter for any taxable year, its desire not to be subject
to the tax imposed under this subchapter for such taxable year, it shall be
exempt from such tax for such year, and the provisions of Supplement S of this
chapter shall apply to the shareholders in such corporation who were such share-
holders on the last day of such taxable year of the corporation. Such corpora-
tion shall not be exempt for such year if it is a member of an affiliated group of
corporations filing consolidated returns under section 141,

“SEC. 448. CORPORATIONS ENGAGED IN MINING OF STRATEGIC MINERALS.

‘(a) ExemprioN FROM Tax.—In the case of any domestic corporation engaged
in the mining of a strategic mineral or a critical mineral, the portion of the
adjusted excess profits net income attributable to such mining in the United
States shall be exempt from the tax imposed by this subchapter. The tax on
the remaining portion of such adjusted excess profits net income shall be an
amount which bears the same ratio to the tax computed without regard to this
section as such remaining portion bears to the entire adjusted excess profits
net income.

“(b) DrerFiniTIONS.—For the purposes of this section—

“(1) the term °‘strategic mineral’ means antimony, chromite, manganese,
nickel, platinum (including the platinum group metals), quicksilver, sheet
mica, tantalum, tin, tungsten, vanadium, fluorspar, flake graphite, vermicu-
lite, long-fibre asbestos in the form of amosite, chrysotile or crocidolite, beryl,
cobalt, columbite, corundum, diamonds, kyanite (if equivalent in grade to
Indian kyanite), monazite, quartz erystals, and uranium, and any other
mineral which the certifying agency has certified to the Secretary as being
essential to the defense effort of the United States and as not having been
normally produced in appreciable quantities within the United States.
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“(2) the term ‘critical mineral’ means a mineral (other than a strategie
mineral) (A) which the certifying agency has certified to the Secretary that
additional production thereof within the United States is essential for the
defense effort, and (B) which is mined from—

“(i) a mineral property which was developed and brought into pro-
duction subsequent to June 25, 1950 ; or

“(ii) a mineral property which has been in production prior to June
25, 1950, but was not in production on such date; or

“(iii) a mineral property from which, during the period it was in
production during 1946, 1947, 1948, and 1949, the aggregate gross income
derived therefrom was less than the aggregate of the deductions (allow-
able under section 23 without regard to any net operating loss deduction)
attributable to such property during such period of production.

“(3) the term ‘certifying agency’ means the department, official, corpora-
tion, or agency utilized or created to carry out the authority of the Presi-
dent under section 303 (a) of the Defense Production Act of 1950 to make
provision for the encouragement of exploration, development, and mining of
critical and strategic minerals and metals.

“(¢) CERTIFICATION DURING TAXABLE YEAR OF TAXPAYER.—In determining under
subsection (a) the portion of the adjusted excess profits net income which is at-
tributable to the mining of a mineral which is a strategic or critical mineral by
reason of a certification made during the taxable year, such portion shall be an
amount which bears the same ratio to the portion of the adjusted excess profits
net income, determined without regard to this subsection, attributable to such
mining during the entire taxable year as the number of days for which the tax-
payer held the mineral property during the taxable year and after the date of
the making of the certitication bears to the number of days for which the tax-
payer held the property during such taxable year.

“(d) APPLICATION oF SECTION TO LEsSOR.—In the case of a mining property op-
erated under al ease, income attributable to such property derived by a lessor
corporation shall, for the purposes of this section, be considered to be income
of a corporation engaged in mining.

“SEC. 449. CAPITALIZATION OF ADVERTISING, ETC., EXPENDITURES,

“(a) ELECTION To CHARGE To CAPITAL AccoUunT.—For the purpose of computing
erated under a lease, income attributable to such property derived by a lessor
prescribed by law for filing its return for its first taxable year under this sub-
chapter, to charge to capital account so much of the deductions for taxable years
in its applicable base period on account of expenditures for advertising or the
promotion of good will, as, under rules and regulations prescribed by the
Secretary, may be regarded as capital investments. Such election must be the
same for all such taxable vears, and must be for the total amount of such
expenditures which may be so regarded as capital investments. In computing
the excess profits credit, no amount on account of such expenditures shall be
charged to capital account:

“(1) For taxable years in the base period unless the election authorized
in this subsection is exercised, or

“(2) For any taxable year prior to the beginning of the base period.

The election provided by this subsection shall be available with respect to
expenditures to establish, maintain or increase the circulation of a newspaper,
magazine or other periodical notwithstanding the provisions of section 204 (b)
(2) of the Revenue Act of 1950.

“(b) Errect oF ELECcTION.—If the taxpayer exercises the election authorized
under subsection (a)—

“(1) The net income for each taxable year in the base period shall be
considered to be the net income computed with such deductions disallowed,
and such deductions shall not be considered as having diminished earnings
and profits. This paragraph shall be retroactively applied as if it were a part
of the law applicable to each taxable year in the base period; and

“(2) The treatment of such expenditures as deductions for a taxable year
in the base period shall, for the purposes of section 450 (b) be considered
treatment which was not correct under the law applicable to such year.

“SEC. 450. ADJUSTMENT IN CASE OF POSITION INCONSISTENT WITH PRIOR INCOME
TAX LIABILITY.

“(a) DErFINITIONS.—For the purposes of this section—

“(1) TaxPAYER.—The term ‘taxpayer’ means any person subject to a tax
under the applicable revenue act.



24

EXCESS PROFITS TAX ON CORPORATIONS, 1950

“(2) IncoME TAX.—The term ‘income tax’ means an income tax imposed
by this chapter or subchapter A of chapter 2 of this title; Title I and Title
IA of the Revenue Acts of 1938, 1936, and 1934 ; Title I of the Revenue Acts
of 1932 and 1928; Title I of the Revenue Acts of 1926 and 1924; Title II
of the Revenue Acts of 1921 and 1918; Title I of the Revenue Act of 1917;
Title I of the Revenue Act of 1916; or section II of the Act of October 3,
1913 ; a war profits or excess profits tax imposed by chapter 2E of this title;
Title ITI of the Revenue Acts of 1921 and 1918; or Title II of the Revenue
Act of 1917 ; or an income, war profits, or excess profits tax imposed by any
of the foregoing provisions, as amended or supplemented.

“(8) PRIOR TAXABLE YEAR—A taxable year ending after June 30, 1950,
shall not be considered a prior taxable year.

“(4) The term ‘predecessor of the taxpayer’ means—

“(A) A person which is a component corporation of the taxpayer
within the meaning of Part IT; and

“(B) A person which on July 1, 1950, or at any time thereafter, con-
trolled the taxpayer. The terin ‘controlled’ as herein used shall have
the same meaning as ‘control’ under section 112 (h) ; and

“(C) Any person in an unbroken series ending with the taxpayer if
subparagraph (A) or (B) would apply to the relationship between
the parties.

“(b) CIRCUMSTANCES OF ADJUSTMENT.—

“(1) If—

“(A) in determining at any time the tax of a taxpayer under this
subchapter an item affecting the determination of the excess profits
credit is treated in a manner inconsistent with the treatment accorded
such item in the determination of the income-tax liability of such
taxpayer or a predecessor for a prior taxable year or years, and

“(B) the treatment of such item in the prior taxable year or years
consistently with the determination under this subchapter would effect
an increase or decrease in the amount of the income taXes previously
determined for such taxable year or years, and

“(C) on the date of such determination of the tax under this sub-
chapter correction of the effect of the inconsistent treatment in any
one or more of the prior taxable years is prevented (except for the
provisions of section 3801) by the operation of any law or rule of law
(other than section 3761, relating to compromises),

then the correction shall be made by an adjustment under this section. If
in a subsequent determination of the tax under this subchapter for such
taxable year such inconsistent treatment is not adopted, then the correction
shall not be made in connection with such subsequent determination.

“(2) Such adjustment shall be made only if there is adopted in the deter-
mination a position maintained by the Secretary (in case the net effect of the
adjustment would be a decrease in the income taxes previously determined
for such year or years) or by the taxpayer with respect to whom the deter-
mination is made (in case the net effect of the adjustment would be an
increase in the income taxes previously determined for such year or years)
which position is inconsistent with the treatment accorded such item in the
prior taxable year or years which was not correct under the law applicable
to such year.

“(3) BURDEN OF PROOF.—In any proceeding before the Tax Court or any
other court the burden of proof in establishing that an inconsistent position
has been taken (A) shall be upon the Secretary, in case the net effect of the
adjustment would be an increase in the income taxes previously determined
for the prior taxable year or years, or (B) shall be upon the taxpayer, in
case the net effect of the adjustment would be a decrease in the income
taxes previously determined for the prior taxable year or years.

““(¢) METHODP AND EFFECT OF ADJUSTMENT.—

“(1) The adjustment authorized by subsection (b), in the amount ascer-
tained as provided in subsection (d). if a net increase, shall he added to, and,
if a net decrease, shall be subtracted from, the tax otherwise computed under
this subchapter for the taxable year with respect to which such inconsistent
position is adopted.

“(2) If more than one adiustment under this section is marle because more
than one inconsistent position is adopted with respeect to one taxable vear
under this subchapter, the separate adjustments, each an amount ascertained
as provided in subsection (d), shall be aggregated, and the aggregate net
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increase or decrease shall be added to or subtracted from the tax otherwise
computed under this subchapter for the taxable year with respect to which
such inconsistent pozitions are adopted.

“(3) If all the adjustments under this section, made on account of the
adoption of an inconsistent position or positions with respect to one taxable
year under this subchapter, result in an aggregate net increase, the tax
imposed by this subchapter shall in no case be less than the amount of such
aggregate net increase.

*“(4) If all the adjustments under this section, made on account of the
adoption of an inconsistent position or positions with respect to a taxable
year under this subchapter (lereinafter in this paragraph called the current
taxable year), result in an aggregate net decrease, and the amount of such
decrease exceeds the {ax imposed by this subchapter (without regard to the
provisions af this seetion) for the current taxable year, such excess shall be
subtracted from the tax imposed by this subchapter for each succeeding tax-
able year, but the amount of the excess to be 0 subtracted shall be reduced
by the reduction in tax for intervening taxable years which has resulted
from the subtraction of such excess from the tax imposed for each such year.

“(d) ASCERTAINMENT OF AMOUNT OF ADJUSTMENT.—I1n computing the amount
of an adjustment under this section there shall first be ascertained the amount
of the income taxes previously determined for each of the prior taxable years
for which correction is prevented. The amount of each such tax previously
determined for each such taxable year shall be (1) the tax shown by the taxpayer,
or by the predecessor, upon the return for such prior taxable year, increased by
the amounts previously assessed (or collected without nssessment) as deficiencies
and decreased by the amounts previously abated, credited, refunded, or other
wise repaid in respect of such tax; or (2) if no amount was shown as the tax
by such taxpayer or such predecessor upon the return, or if no return was
made by such taxpayer or such predecessor, then the amounts previously assessed
(or collected without assessment) as deficiencies, but such amounts previously
assessed, or collected without assessment, shall be decreased by the amounts
previously abated, credited, refunded or otherwise repaid in respect of such tax.
There shall then he ascertained the increase or decrease in each such tax pre-
viously determined for each such year which results solely from the treatment
of the item consistently with the treatment accorded such item in the determina-
tion of the tax liability under this subchapter. To the increase or decrease so
ascertained for each such tax for each such year there shall be added interest
thereon ccmmputed as if the increase or decrease constituted a deficiency or an
overpayment, as the case may be, for such prior taxable year. Such interest shall
be computed to the fifteenth day of the third month following the close of the
excess profits tax taxable year with respect to which the determination is made.
There shall be ascertained the difference between the aggregate of such increases,
plus the interest attributable to each, and the aggregate of such decreases, plus
the interest attributable to each, and the net increase or decrease so ascertained
shall be the amount of the adjustment under this section with respect to the
inconsistent treatment of such item.

*(e) INTEREST IN CASE OF NET INCREASE OR DECREASE.—

“(1) If an adjustment under this section results in a net decrease, or
more than one adjustment results in an aggregate net decrease, the portion
of such net decrease or aggregate net decrease, as the case may be, sub-
tracted from the tax which represents interest shall be included in gross
income of the taxable year in which falls the date prescrihed for the payment
of the tax under this subchapter.

“(2) If an adjustment under this section results in a net increase, or more
than one adjustment results in an aggregate net increase, the portion of
such net increase or aggregate net increase, as the case may be, which repre-
sents interest shall be allowed = a deduction in computing net income for the
taxable year in which falls the date prescribed for the payment of the tax
under this subchapter.

“SEC. 451. NONTAXABLE INCOME FROM CERTAIN MINING AND TIMBER OPERATIONS,
AND FROM NATURAL GAS PROPERTIES.
“(a) DerFINITIONS.—For the purposes of this gsection and section 433 (a)—
“(1) PRODUCER; LESSOR; NATURAL GAS COMPANY. The term ‘producer’
means a corporation which extracts minerals froin a niineral property, or
which cuts logs from « timber Mlock, in which an ecenomic interest isx owned
by such corporation. The term ‘lessor’ means a corporation which owns an
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economic interest in a mineral property or a timber block, and is paid in
accordance with the number of mineral units or timber units recovered
therefrom by the person to which such property or block is leased. The
term ‘natural gas company’ means a corporation engaged in the withdrawal
or transportation by pipeline, of natural gas.

“(2) MINERAL UNIT, NATURAL GAS UNIT, AND TIMBER UNIT.—The term
‘mineral unit’ means a unit of metal, coal, or nonmetallic substance in the
minerals recovered from the operation of a mineral property. The term
‘natural gas unit’ means a unit of natural gas sold by a natural gas com-
pany. The term ‘timber unit’ means a unit of timber recovered from the
operation of a timber block.

“(3) Excrss ourpur.—The term ‘excess output’ means the excess of the
mineral units, natural gas units, or timber units for the taxable year over
the normal output.

“(4) NormaL ouTPUT.—The term ‘normal output’ means the average an-
nual mineral units, or the average annual timber units, as the case may be,
recovered in the taxable years beginning after December 31, 1945, and not
ending after June 30, 1950 (hereinafter called ‘base period’), of the person
owning the mineral property or the timber block (whether or not the tax-
payer). The term ‘normal output,’ in the case of a natural gas comrany,
means the average annual natural gas units sold in the taxable years begin-
ning after December 31, 1945, and not ending after June 30, 1950 (hereinafter
called ‘base period’), of the person owning the natural gas property
{whether or not the taxpayer). The average annual mineral units, natural
gas units, or timber units shall be computed by dividing the aggregate of
such mineral units, natural gas units, or timmber units for the buse period
by the number of months for which the mineral property, natural gas prop-
erty, or timber block was in operation during the base period and by multi-
plying the amount so ascertained by twelve. In any case in which the
taxpayer establishes, under regulations prescribed by the Secretary, that
the operation of any mineral property, natural gas property, or timber block
is normally prevented for a specified period each year by physical events
outside the control of the taxpayer, the number of months during which
such mineral property, natural gas property, or timber block is regularly
in operation during a taxable year shall be used in computing the average
annual mineral units, natural gas units, or timber units, instead of twelve.
Any mineral property, natural gas property, or timber block, which was in
operation for less than six months during the base period, shall, for the
purposes of this section, be deemed not to have been in operation during the
base period.

“(5) NATURAL GAS PROPERTY.—The term ‘natural gas property’ means the
property of a natural gas company uscd for the withdrawal, storage, and
transportation by pipeline, of natural gas, excluding any part of such prop-
erty which is an emergency facility under section 124A.

“(6) MINERAL PROPERTY.—The term ‘mineral property’ means a mineral
deposit, the development and plant necessary for the extraction of the
deposit, and so much of the surface of the land as is necessary for purposes
of such extraction.

“(7) MineraLs.—The term ‘minerals’ means ores of the metals, coal, and
such nonmetallic substances as abrasives, asbestos, asphaltum, barytes,
borax, building stone, cement rock, clay, crushed stone, feldspar, fiuor-
spar, fuller’s earth, graphite, gravel, gypsum, limestone, magnesite, marl,
mica, mineral pigments, peat, potash, precious stones, refractories, rock
phosphate, salt, sand, silica, slate, soapstone, soda, sulphur, and talc.

“(8) Trimser BLOCK.—The term ‘timber block’ means an operation unit
which includes all the taxpayer’s timber which would logically go to a
single given point of manufacture.

“(9) NorMAL UNIT PROFIT.—The term ‘normal unit profit' means the
average profit for the base period per mineral unit for such period, deter-
mined by dividing the net income with respect to minerals recovered from
the mineral property (computed with the allowance for depletion com-
puted in accordance with the basis for depletion applicable to the current
taxable year) during the base period by the number of mineral units recov-
ered from the mineral property during the base period.

“(10) ESTIMATED RECOVERABLE UNITS.—The term ‘estimated recoverable
units’ means the estimated number of units of metal, coal, or nonmetallic
substances in the estimated recoverable minerals from the mmeral property
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at the end of the taxable year plus the excess output for such year. All
estimates shall be subjcct to the approval of the Secretary, the determina-
tions of whom for the purposes of this section, shall be final and conclusive.

“(11) EXEMPT EXCEsS oUTPUT.—The term ‘exempt excess output’ for any
taxable year means a number of units equal to the following percentages of
the excess output for such year:

“100 per centum if the excess output exceeds 50 per centum of the esti-
mated recoverable units;

“95 per centum if the excess output exceeds 3314 but not 50 per centum of
the es.imated recoverable units;

“90 per centum if the excess output exceeds 25 but not 3314 per centum
of the estimated recoverable units;

“85 per centum if the exvess output exceeds 20 but not 25 per centum of the
estimated recoverable units;

“80 per centum if the excess output exceeds 1624 but not 20 per centum of
the estimated recoverable units;

“60 per centum if the excess output exceeds 14% but not 1624 per centum
of the estimated recoverable units;

“40 per centum if the excess output exceeds 12 but not 1424 per centum
of the estimated recoverable units;

30 per centum if the excess output exceeds 10 but not 121 per centum of
the estimated recoverable units;

“20 per centum if the excess output exceeds 5 but not 10 per centum of
the estimated recoverable units.

“(12) UNIT NET INCOME.—The term ‘unit net income’ means the amount
ascertained by dividing the net income (computed with the allowance for
depletion) from the coal or iron ore or the timber recovered from the coal
mining property. iron mining property, or timber block, as the case may be,
during the taxable year by the number of units of ceal or iron ore, or tim-
ber, recovered from such property in such year. In respect of a natural
gas preperty, the term ‘unit net income’ means the amount ascertained by
dividing the net income, computed in accordance with regulations pre-
scribed by the Secretary, from such property during the taxable year by the
number of natural gas units sold in such year.

“(b) NoxTaxArLE INcoME FrRoM Exesmpr Excess OvTrPutr.—

“(1) GeneraL RULE.—For any taxable year for which the excess output
of mineral property which was in operation during the base period exceeds
5 per centum of the estimated recoverable units from such property, the
nontaxable income from exempt excess output for such year shall be an
amount equal to the exempt excess output for such year multiplied by the
normal unit profit, but such amount shall not exceed the net income (com-
puted with the allowance for depletion) attributable to the excess output
for such year.

“(2) CoaL aND IRON MINES.—For any taxable year, the nontaxable in-
come from exempt excess output of a coal mining or iron mining property
which was in operation during the base period shall be an amount equal to
the excess output of such property for such year multiplied by one-half of
the unit net income from such property for such year, or an amount deter-
mined under paragraph (1), whichever the taxpayer elects in accordance
with regulations prescribed by the Secretary.

“(3) TIMBER PROPERTIES.—For any taxable year, the nontaxable income
from exempt excess output of a timber block which was in operation during
the base period shall be an amount equal to the exXcess output of such prop-
erty for such year multiplied by one-balf of the unit net income from such
property for such year.

“(4) COAL AND IRON MINES AND TIMBER PROPERTIES NOT IN OPERATION DUR-
ING BASE PERIOD.—For any taxable year, the nontaxable income from ex-
empt excess output of a coal mining or iron mining property or a timber
block, which was not in operation during the base period, shall be an amount
equal to one-sixth of the net income for such taxable year (computed with the
allowance for depletion) from the coal mining or iron mining property or
from the timber block, as the case may be.

“(5) NATURAL gas cOMPANIES.—In the case of a natural gas company any
of the natural gas property of which was in operation during the base period,
the nontaxable income from egempt excess output for any taxable year shall
be an amount equal to the excess output for such year multiplied by one-half
of the unit net income for such year.
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“(¢) NONTAXABLE BoNus IxcoME.—The term ‘non-taxable bonus income’ means
the amount of the income derived from bonus payments made by any agency of the
United States Government on account of the production in excess of a specified
quota of :

(1) A mineral product or timber, the exhaustion of which gives rise to
an allowance for depletion under section 23 (m), but such amount shall not
exceed the net income (computed with the allowance for depletion) attribut-
able to the output in excess of such quota; or

“(2) A mineral product extracted or recovered from mine tailings Ly a
corporation which owns no economic interest in the mineral property from
which the ore containing such tailings was mined, but such amount shall not
exceed the net income attributable to the output in excess of such quota,

“(d) RULE IN CAsE INcoME FroyM Excrss OUTPUT INCLUDES BONUS PAYMENT,—
In any case in which the income attributable to the excess output includes bonus
payvments (as provided in subsection (c)), the taxpayer may elect, under regula-
tions prescribed by the Secretary, to receive either the henefits of subsection (b)
or subsection (c¢) with respect to such income as is attributable to excess output
above the specified quota.

“SEC. 452, EXEMPT CORPORATIONS.

“‘The following corporations, except a member of an afliliated group of cor
porations filing consolidated returns under section 141, shall be exewpt from the
tax imposed by this subchapter:

“(a) Corporations exempt under section 101 from the tax imposed by this
chapter.

“(b) Foreign personal holding companies, as defined in section 331.

“(¢) Regulated investment companies, as defined in section 361 without the
application of section 361 (b) (4).

“(d) Personal holding companies, as defined in section 501.

‘“(e) Foreign corporations not engaged in trade or business within the United
States.

“(f) Domestic corporations satisfying the following conditions :

“(1) If 95 per centum or more of the gross income of such domestic
corporation for the three-year period immediately preceding the close of the
taxable year (or for such part of such period during which the corporation
was in existence) was derived from sources other than sources within the
United States; and

“(2) If 50 per centum or more of its gross income for such period or such
part thereof was derived from the active conduct of a trade or business.

“SEC. 453. RELIEF FOR INSTALMENT BASIS TAXPAYERS AND TAXPAYERS WITH
INCOME FROM LONG-TERM CONTRACTS.

‘“(a) ELECTION TO ACCRUE INCOME.—Any taxpayer computing income from in-
stalment sales under the method provided by section 44 (a) may elect, in its
return for the taxable year, for the purposes of the tax imposed by this sub-
chapter, to compute, in accordance with regulations prescribed by the Secretary,
its income from instalment sales on the basis of the taxable period for which
sucll income is accrued, in lieu of the basis provided by section 44 (a). Such
election shall be irrevocable when once made and shall apply also to all subse-
quent taxable years to which this subchapter is applicable and the income from
instalment sales for each taxable year before the first year with respect to which
the election is made which ended after June 30, 1950, shall be adjusted for the
purposes of this subchapter to conform to such election. In making such adjust-
ments, no amount shall be included in computing excess profits net income for any
excess profits tax taxable year on account of instalment sales made in taxable
vears ending before July 1, 1950.

“(b) INcoME FroM LoNG-TERM CONTRACTS.—Any taxpayer computing income
from contracts the performance of which requires more than 12 months may
elect, in its return for the taxable year, for the purposes of the tax imposed by
this subchapter, to compute, in accordance with regulations prescribed by the
Secretary, sSuch income upon the percentage of completion method of accounting.
Such election shall be made in accordance with such regulations and shall be
irrevocable when once made, and shall also apply to all subsequent taxable years
to which this subchapter is applicable. The net income of the taxpayer for each
vear to which this subchapter is applicable prior to the year with respect to
which the election is made shall be adjusted for the purposes of this subchapter.
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Income described in this section shall not be considered abnormal income under
section 454.

“(¢) ADJUSTMENT ON ACCOUNT OF CHANGES WITH RESPECT TO INSTALLMENT
Basts TAXPAYERS AND WitH RESPECT To TAXPAYERS WITH INcOME From LoNg-
TerM CoNTRACTS.—If an adjustment specified in subsection (a) or subsection
(b) is, with respect to any taxable year, prevented, on the date of the election
by the taxpayer under subsection (a) or subsection (b), as the case may be,
or within two years from such date, by any provision or rule of law (other than
this subsection and other than section 3761, relating to compromises), such
adjustment shall nevertheless bhe made if in respect of the taxable year for
which adjustment is sought a notice of defi iency is mailed or a claim for refund
is filed, as the case may be, within two years after the date such election is
made. If at the time of the wailing of such notice of dificiency or the filing of
such claim for refund, the adjustment is so prevented, then the amount of the
adjustment authorized Ly this subsection shall be limited to the increase or
decrease in any tax imposed by thix chapter previously determined for such
taxable year which results solely from the effect of subsection (a) or subsec-
tion (b), as the case may be, amd such amount shall be assessed and eollected,
or credited or refunded, in the same manner as if it were deficiency or an over-
payment, as the case may be, for such taxable year and as if on the date of
such election, two years remain bhefore the expiration of the period of litnitation
upon the assessinent or the filing of claim for refund for the taxable year. The
tax previously determined shall be ascertained in accordance with section 450
(d). The amount to be assessed and collected under this section in the same
manner as if it were a deficiency or to be refunded or credited in the same man-
ner as if it were an overpayment, shall not be diminished by any credit or set-off
based upon any item, inclusion, deduction, credit, exemption, gain or loss, other
than one resulting from the etfect of subsection (a) or subsection (b), as the
case may be. Such amount, if paid, shall not be recovered by a claim or suit
for refund, or suit for erroneous refund based upon any item, inclusion, deduc-
tion, credit, exemption, gain or loss, other than one resulting from the effect of
subsection (a) or subsection (b), as the case may be.

“(d) Cross REFERENCLES.—In the case of a taxpayer making an election under
this section—

“(1) For adjustment of excess profits net income for taxable years in the
base period see section 432 (b) (7) and (8) ; and

“(2) for adjustment of the base equity capital credit see section 437 (g)
(5).

“SEC. 454. ABNORMALITIES IN INCOME IN TAXABLE PERIOD.

“(a) DerixIiTIONS.—For the purposes of this section—

“(1) ABNORMAL INcomMe—The term ‘abnormal income’ means income of
any class includible in the gruss income of the taxpayer for any taxable
yvear under this subchapter if it is abnormal for the taxpayer to derive
income of such class, or, if the taxpayer normally derives income of such
class but the amount of such income of such class includible in the gross
income of the taxable year is in excess of 115 per centum of the average
amount of the gross income of the same class for the four previous taxable
vears, or, if the taxpayer was not in existence for four previous taxable
years, the taxable years during which the taxpayer was in existence.

“(2) SEPARATE CLASSES OF INCOME—Each of the following subparagraphs
shall be held to describe a separate class of income :

“(A) Income arising out of a claim, award, judgment, or decree, or
interest on any of the foregoing; or .
“(B) Income resulting from exploration, discovery, or prospecting, or
any combination of the toregoing, extending over a period of more than
12 months; or
“(() Income fromn the sale of patents, formulae, or processes, or any
combination of the foregoing, developed over a period of more than 12
months; or
“(D) Income includible in gross income for the taxable year rathe:r
than for a different taxable yvear by reason of a change in the taxpayer's
method of accounting.
All the income which is classifiable in more than one of such subparagraphs
shall be classified under the one which the taxpayer irrevocably elects. The
classification of income of any class not described in subparagraphs (A) to
(D), inclusive, shall be subject to regulations prescribed by the Secretary.
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“(3) NET ABNORMAL INCOME.—The term ‘net abnormal income’ means the
amount of the abnormal income less, under regulations prescribed by the
Secretary, (A) 115 per centum of the average amount of the gross income
of the same class determined under paragraph (1), and (B) an amount
which bears the same ratio to the amount of any costs or deductions relat-
ing to such abnormal income, allowable in determining the normal-tax net
income for the taxable yéar as the excess of the amount of such abnormal
income over 115 per centum of such average amount bears to the amount of
such abnormal income.

“(b) AMOUNT ATTRIBUTABLE TO OTHER YEARS.—The amount of the net ab-
normal income that is attributable to any previous of future taxable year or
years shall be determined under regulations prescribed by the Secretary. In
the case of amounts otherwise attributable to future taxable years, if the tax-
prayer either transfers substantially all its properties or distributes any property
in complete liquidation, then there shall be attributable to the first taxable year
in which such transfer or distribution occurs (or if such year is previous to the
taxable year in which the abnormal income is includible in gross income, to such
latter taxable year) all amounts so attributable {o future taxable years not in-
cluded in the gross income for a previous taxable year.

“(c) CompUTATION OF Tax ¥oR CURRENT TAxABLE YEAR.—The tax under this
subchapter for the taxable year, in which the whole of such abnormal income
would without regard to this section be includible, shall not exceed the sum of:

“(1) The tax under this subchapter for such taxable year computed with-
out the inclusion in gross income of the portion of the net abnormal income
which is attributable to any other taxable year, and

“(2) The aggregate of the increase in the tax under this subchapter for
the taxable year (computed under paragraph (1)) and for each previous
taxable year which would have resulted if, for each previous taxable year
to which any portion of such net abnormal income is attributable, an amount
equal to such portion had been included in the gross income for such previous
taxable year.

“(d) ComMPUTATION OF TAxX FOR FUTURE TAXABLE YEAR.—The amount of the
met abnormal income attributable to any future taxable year shall, for the
purposes of this subchapter, be included in the gross income for such taxable
year.

“(1) The tax under this subchapter for such future taxable year shall
not exceed the sum of—

“(A) the tax under this subchapter for such future taxable year
computed without the inclusion in gross income of the portion of such
net ahnormal income which is attributable to such year; and

“(B) the decrease in the tax under this subchapter for the previous
taxable year in which the whole of such abnormal income would, with-
out regard to this section, be includible which resulted by reason of the
computation of such tax for such previous taxable year under the pro-
visions of subsection (c¢); but the amount of such decrease shall be
diminished by the aggregate of the increases in the tax under this sub-
chapter for the future taxable year as computed under subparagraph (A)
and for the taxable years intervening between such previous taxable
year and such future taxable year which have resulted because of the
inclusion of the portions of such net abnormal income attributable to
such intervening vears in the gross income for such intervening years.

“(2) If, in the application of subsection (¢), net abnormal income from
more than one taxable year is attributable to any future taxable year, para-
graph (1) of this subsection shall be applied with respect to such future
taxable year in the order of the taxable year from which the net abnormal
income is attributable beginning with the earliest, as if the portion of the
net abnormal income from each year was the only amonunt so attributable to
such future taxable vear, and (except in the case of the portion for the
earliest previous taxabhle yvear) as if the tax under this snbchapter for the
future taxable year was the tax determined under paragraph (1) with respect
to the portion for the next earlier previous taxable year.

“(3) If in the application of paragraph (1) to any future taxable vear it
is determined that the decrease in tax computed under paragraph (1) (B)
with respect to the net abnormal income, a portion of which is included in the
gross income for the future taxable year, does not exceed the aggregate of
the increases in tax computed under paragraph (1) (B) with respect to such
net abnormal income, then the portions of such net abnormal income at-
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tributable to taxable years subscquent to such future taxable year shall not
be included in the gross income for such subsequent taxable year. For the
purpose of computing the tax under this subchapter for a taxable year subse-
quent to the future taxable year, the portion of net abnormal income at-
tributable to the future taxable year shall not be included in the gross income
for such future taxable year to the extent that the inclusion of such portion
of net abnormal income in the gross income for snch future taxable year
did not result in an increase in tax for such future taxable year by reason
of the provigions of paragraph (1).

“(e) APPLICATION OF SECTION.-—This section shall be applied only for the
purpose of computing the tax under this subchapter as provided in subsections
(¢) and (d), and shall have no effect upon the computation of base period net
income. For the purposes of subsections (¢) and (d)—

“(1) Net abnormal income means the aggregate of the net abnormal
income of all classes for one taxable year.

“(2) Under regulations prescribed by the Secretary, the tax under this
subchapter for previous taxable years shall be computed as if the portions
of net abnormal income for each previous taxable year for which the tax
was computed under this section were included in the gross income for the
other previous taxable years to which such portions were attributable.

“(3) If both subsections (¢) and (d) are applicable to any current taxable
year, subsection (d) shall be applied without regard to subsection (c¢), and
subsection (e) shall be applied as if the tax under this subchapter, except for
subsection (c), was the tax computed under subsection (d) and as if the
gross income and the other amounts necessary to determine the adjusted
excess profits net income were those amounts which would result in the tax
computed under subsection (d).

“SEC. 455. CO;!CPTORATIONS COMPLETING CONTRACTS UNDER MERCHANT MARINE

“(a) If the Federal Maritime Board certifies to the Secretary that the taxpayer
bas completed within the taxable year any contracts or subcontracts which are
subject to the provisions of gection 505 (b) of the Merchant Marine Act of 1936,
as amended, then the tax imposed by this subchapter for such taxable year shall
be, in lieu of a tax computed under section 430, a tax computed under subsection
(b) of this section, if, and only if, the tax computed under subsection (b) is less
than the tax computed under section 430.

“(b) The tax computed under this subsection shall he the excess of—

“(1) A tentative tax computed under section 430 with the normal-tax
net income increased by the amount of any paymernts made, or to be made,
to the Federal Maritime Doard with respect to such contracts or subcon-
tracts; over

*(2) The amount of such payments.

“Part II—Excess Profits Credit Based on Income in Connection With Certain
Exchanges
“SEC. 461. DEFINITIONS.
“For the purposes of this Part—
“(a) AcCQUIRING CorPorRaTION.—The term ‘acquiring corporation’ means—
“(1) A corporation which has acquired—

“(.A) substantinlly all the properties of another corporation and the
whole or a part of the consideration for the transfer of such properties
is the transfer to such other corporation of all the stock of all classes
(except qualifying shares) of the corporation which has acquired such
properties, or

“(B) substantially all the properties of another corporation and the
sole consideration for the transfer of such properties is the transfer to
such other corporation of voting stock of the corporation which has
acquired such properties, or

“(C) befure December 1, 1950, properties of another corporation solely
as paid-in surplus or a contribution to capital in respect of voting stock
owned by such other corporation, or .

“(D) substantially all the properties of a partnership in an exchange
to which section 112 (b) (5), or so much of section 112 (¢) or (e) as
refers to section 112 (b) (5), or to which a corresponding provision of
a prior revenue law, is or was applicable.

“(E) properties either from one or more corporations or from one or
more partnerships or from c¢ne or more corporations and one or more
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partnerships in an exchange, not otherwise described in this subsection,
to which section 112 (b) (5), or so much of section 112 (¢) or (e) as
refers to section 112 (b) (5), or to which a corresponding provision of
a prior revenue law, is or was applicable.
For the purpose of subparagraphs (B) and (C) in determining whether
such voting stock or such paid-in surplus or contribution to capital is the
sole consideration, the assumption by the acquiring corporation of a lia-
bility of the other, or the fact that property acquired is subject to a lia-
bility, shall be disregarded. Subparagraph (B) or (C) shall apply only if
the corporation transferring such properties is forthwith completely liqui-
dated in pursuance of the plan snder whicl the acguisition ix made, and the
transaction of which the acquisition is a part has the eifect of a statutory
merger or consolidation.

“(2) A corporation which has acquired prop-rty from another corpora-
tion in a transaction with respect to which guin or loss was not recognized
under section 112 (b) (6) of Chapter 1 or a corresponding provision of a
prior revenue law;

“(3) A corporation the result of a statutory merger of two or more
corporations; or

“(4) A corporation the result of a statutory consolidation of two or more
corporations.

“(b) ComroNenT CorrorarioNn.—Ths term ‘*component corporation’ means—

“(1) In the case of a transaction described in subsection (a) (1), the
corporation which transferred the assets;

“(2) In the case of a transaction described in subsection (a) (2), the
corporation the property of which was acquired;

“(3) In the case of a statutory merger, all corporations merged, except
the corporation resulting from the merger; or

“(4) Inthe caseof a statutory consolidation, all corporations consolidated,
except the corporation resulting from the consolidation; or

“(5) In the case of a transaction specified in subsection (a) (1) (D),
the partnership whose properties were acquired.

“(6) In the case of a transaction specified in subsection (a) (1) (E), the
partnerships or corporations whose properties were acquired.

“(¢) INcOME OF CFKFRTAIN (C'OMPONLNT CORPOLRATIONS NOT INCIUDED.—Ior the
purposes of section 434, section 462, section 463, and section 464 in the case of a
corporation which is a component corporation in a transaction described in
subsection (a)—

“(1) Except as provided in paragraphs (2), (3), and (4), for the pur-
pose of computing, for any taxable year ending after June 30, 1950, the
excess profits credit of such component corporation or of an acquiring cor-
poration of which the acquiring corporation in such transaction is not a
component, no account shall be taken of the excess profits net income, or of
the average base period net income if computed under section 444 (relating
to new corporations), of such coluponent corporation for any period before
the day after such transaction, or of the excess profits net income, or of the
average base period net income if computed under section 444 (relating to
new corporations), for any period before the day after such transaction of
its component corporations in any transaction before such transaction, and
no account shall be taken of the capital reduction of such component cor-
poration either immediately before such transaction or for any prior period,
or of the capital addition or capital reduction either immediately before
such transaction or for any prior period of its component corporations in
any transaction before such transaction.

*(2) Except as provided in paragraphs (3) and (4), in case such trans-
action occurred in a taxable year of such component corporation ending after
June 30, 1950, for the purpose of computing the excess profits credit of such
component corporation for such taxable year, the amount of its average
base period net income shall be limited to an amount which bears the
same ratio to such average hase period net income (computed without re-
gard to this paragraph but with the application of paragraph (1) in case of
a prior transaction described in subsection (a) with respect to such com-
ponent corporation or a component corporation thereof), as the number of
days in such taxable year hefore the day after such transaction beats to the
total number of days in such taxable vear.

“(3) Except as provided in paruagraph (4), in the case of a transaction
described in subsection (a) (1) (I3}, for the purpose of computing the excess
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profits credit of such component corporation or of an acquiring corporation
of which the acquiring corporation in such transaction is not a component,
no account shall be taken of that portion of the excess profits net income,
or of the average base period net income if computed under section 444, of
such component corporation, or of its component corporation in any trans-
action before such tramsaction, for any period before the day after such
transaction which is allocable to the acquiring corporation in such trans-
action under section 462 (e), and no account shall be taken of that portion
of the capital addition or capital reduction of such component corporation
or of its component corporation in any transaction before such transaction
either immediately hefore such transaction or for any prior period which
}186‘?1}0381)16 to the aecquiring corporation in such transaction under section

= (e)

“(4) In the case of a transaction described in subsection (a) (1) (E)
which occurred in a {axable year of such component corporation ending after
June 30, 1950, for the purpose of computing the excess profits credit of such
component corporation for such taxable year, the amount of its average base
period net income shall be limited to the sum of the following:

“(A) An amount which bears the same ratio to such average base
period net income (computed without regard to this paragraph but with
the application of paragraphs (1) and (3) in case of a prior transaction
described in subsection (a) with respect to such component corporation
or a component corporation thereof), as the number of days in such tax-
able year before the day after such transaction bears to the total number
of days in such taxable year; and

“(B) An amount which bears the same ratio to that portion of its
average base period net income as is allocable to such component corpo-
ration in such transaction under section 462 (e) (computed without
regard to this paragraph but with the application of paragraphs (1) and
(3) in case of a prior transaction described in subsection (a) with
respect to such component corporation or a component corporation there-
of), as the number of days in such taxable year after the day of such
transaction bears to the total number of days in such taxable year.

For the purposes of section 462, in the case of a corporation which is a com-
ponent corporation in a transaction described in subsection (a), in computing
for any taxable year the average base period net income of the acquiring
corporation in such transaction or of a corporation of which such acquiring
corporation becomes a component corporation, no account shall be taken of
the excess profits net income of such component corporation for any period
beginning with the day after such transaction.

“(d) For purposes of sections 443 and 444 (relating to new corporations), any
taxpayer which is an acquiring corporation shall be considered to have been in
existence for any period during which it or any of its component corporations
was in existence. Except for purposes of the previous sentence, a component
corporation in a transaction described in subsection (a) other than one described
in subsection (a) (1) (E) shall be deemed not to have been in existence prior
to the day after such transaction for purposes of determining the applicability
of section 444 (relating to new corporations). )

“(e) COMPONENT CORPORATIONS OF COMPONENT CORPORATIONS.—If a corporatxon
is a component corporation of an acquiring corporation, under subsection (b)
or under this subsection, it shall (except for the purposes of section 462 (d)
(1) and (2) and section 463 (a) (1), and (3)) also be a component corporation
of the corporation of which such acquiring corporation is a component corpora-
tion.

“(f) SorLe ProprieTorsHIP.—For the purposes of sections 461 (._91) (1) (D), 461
(b) (5), and 462 (g), a business owned by a sole proprietorship shall be con-
sidered a partnership.”

“SEC. 462. RECOMPUTATION OF EXCESS PROFITS NET INCOME,

“(a) IN GENERAL—In the case of a taxpayer which is an acqqil'ing corporation,
its average base period net income (for the purpose of the credit pomputed under
section 435) shall be the amount computed nnder section 435 without reference
to this section or the amount under section 423 after the recomputation of its
excess profits net income in the manner provided in this section, whichever is
the greater. The excess profits net income under section 43{_) (d) _(1) of such
acquiring corporation recomputed with the application pﬁ this sectlol} shall be
the excess profits net income for each month of the acquiring corporation’'s base
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period increased or decreased, as the case may be, by the addition or reduction
resulting from including the excess profits net income for that month of all
component corporations in the manner provided in subsection (b).

“(b) METHOD OF RECOMPUTATION OF EXCEss PROFITS NET INCOME OF ACQUIRING
CORPORATION.—

“(1) The excess profits net income for each month in the base period of
the acquiring corporation shall he determined in the case of the acquiring
corporation, and of any component corporation, as provided in section 435
(d) (1) without regard, however, to that part of such section which provides
that in no event shall the excess profits net income of any corporation for any
month be less than zero.

*(2) For the purposes of this section, if, for any full month of the acquiring
corporation’s base period during which such corporation was in existence as
provided in section 461 (d), either the acquiring corporation or any compo-
nent corporation was not in existence, such corporation’s excess profits net
income for such month shall, notwithstanding the last sentence of section
435 (d) (1), be an amount equal to 1 per centum of the excess of

“(A) the equity capital (as defined in section 437 (c)) of such cor-
poration at the close of the day before the transaction deseribed in sec-
tion 461 (a) occurred, or at the close of the base period of such corpora-
tion, whichever is earlier, over

“(B) an amount equal to the same percentage of such equity capital
as would be applicable under section 440 in reduction of the excess profits
credit (based on invested capital) of such corporation if section 440 were
applied on the day before the transaction described in section 461 (a)
occurred, or at the close of the base period of such corporation, whichever
is earlier.

In case either the acquiring corporation or any component corporation owned
stock in any other such corporation on the first day of such owning corpora-
tion’s first taxable year nunder this subchapter, the amounts computed under
subparacraphs (A) and (B) with respect to such corporations shall be ad-
justed, under regulations prescribed by the Secretary, to such extent as
may be necessary to prevent the excess profits net income of such corpora-
tions for the hase period of the acquiring corporation from reflecting money
or property havinz been paid in by either of such corporations to the other
for stock or as paid-in surplus or as a contribution to capital, or from re-
flecting stock of either having been paid in for stock of the other or as
paid-in surplus or as a contribution to capital. For the purposes of this
paragraph, stock in either such corporation which has in the hands of the
other corporation a basis determined with reference to the basis of stock
previously acquired by the issuance of such other corporation’s own stock
shall be deemed to have been paid in for the stock of such other corporation,

“(3) For every month of the acquiring corporation’s base period there
shall be added to the excess profits net income or deficit in excess profits
net income of the acquiring corporation for that month the excess profits
net income or deficit in excess profits net income of earh component corpora-
tion for that month. The excess profits net inrome of the acquiring
corporation for any month, recomputed as provided in the previous sentence,
shall, in no event. be less than zero.

“(c) Use BY ACQUIRING CORPORATION OF ALTERNATIVE AVERAGE DBASE PERIOD
NET INconyME BasED oN GrRoWwTH PROVIDED FOR 1IN SECTTON 433 (o). —

“(1) In the case of a transaction described in section 461 (a), other than
a transaction described in section 461 (a) (1) (E), in which the acquiring
corporation and all the component corporations were in existence (without
regard to the provisions of section 461 (d)) and had commenced business
more than 48 months before the close of the hase period of the acquiring
corporation, the acquiring corporation, for purposes of determining its
qualification under section 435 (e) (1), shall combine with its total payroll
and its total gross receipts. for any portion of such acquiring corporation’s
base period as preceded such transaction, the total payroll and total gross
receipts of such component corporations for such period. The allocation of
payroll and gross receipts amounts of a component corporation to such
portion of such base period shall he made in accordance with the rules
provided in section 435 (e) (4) and 435 (e) (5). For purposes of qualify-
ing under section 435 (e) (1) (B) (relating to total assets of the taxpayer),
such acquiring corporation shall combine its total assets on the date specified
in section 435 (e) (1) (B) with the total assets of such component cor-
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porations on such date. In the event, however, that such transaction
occurred during the base period of the acquiring corporation, section 435 (e)
shall be inapplicable in determining the acquiring corporation’s average
base period net income where that determination is based upon the excess
profits net income of the acquiring corporation computed under section 435
(d) (1) without reference to the recomputation provided for by this section.

“(2) In the case of a transaction described in section 461 (a), other
than a transaction described in section 461 (a) (1) (E), in which either
the acquiring corporation or one or more component corporations was in
existence (without regard to the provisions of section 461 (d) and had
commenced business more than 36 months before the close of the base
period of the acquiring corporation and was entitled to the benefits of section
435 (e) prior to such transaction but in which either the acquiring corpora-
tion or one or more of such component corporations was not in existence
(without regard to the provisions of section 461 (d)) or had not com-
menced business more than 48 months before the close of the base period
of such acquiring corporation, if such transaction occurred during the base
period of the acquiring corporation, section 435 (e) shall be inapplicable in
determining the acquiring corporation’s average base period net income
based ether upon its excess profits net income computed under section 435
(d) (1) without reference to this section or upon its excess profits net
income recomputed under that section in the manner provided in this
section. In any such case, if such transaction occurred after the close of
the base period of such acquiring corporation, the monthly excess profits net
income of the corporation entitled to the benefits of section 435 (e) for any
month of the acquiring corporation’s base period shall be, for purposes
of the recomputation provided by this section, 1/12th of the credit to which
such corporation was entitled under section 435 (e).

“(3) In the case of a transaction described in section 461 (a) (1) (E) in
which the component corporation was in existence and had commenced
business more than 48 months before the close of the base period of the
acquiring corporation, and, immediately prior to such transaction, was en-
titled to the benefits of section 435 (e), if such transaction occurred after
the close of the base period of the component corporation, both the com-
ponent corporation and the acquiring corporation shall be entitled to compute
their average base period net income by the use of the method provided
in section 435 (e) without reference to the tests prescribed under that section
with respect to qualifying thereunder. If the transaction occurred during
the base period of the acquiring corporation, the payroll and gross receipts
of the component corporation for the period prior to the day of the transac-
tion shall be allocated as between the component corporation and the
acquiring corporation in the same ratio as the excess profits net income and
the average base period net income computed under section 444 of the
component corporation are allocated under subsection (e¢), and such allo-
cated payroll and gross receipts amounts shall be treated by the component
corporation and by the acquiring corporation as the payroll and gross receipts
of the component corporation and the acquiring corporation for the period
prior to the transaction. 'The acquiring corporation in such a case shall be
congidered, for purposes of section 435 (e). as having commenced business
at the time the component corporation commenced business. In the appli-
cation of the test prescribed in section 435 (e) (1) (B) (relating to total
assets of the taxpayer) the component corporation and the acquiring corpora-
tion shall each be considered as having the total assets of the component
corporition as of the date applicable for purposes of section 435 (e) (1) (B).

‘(4) For the purposes of this subsection, in any case subject to the
application of paragraphs (1) and (2), where, for purposes of section 433
(e), the gross receipts of a corporation are referred to in the determination
of the average base period net income under that section, the Secretary shall
preseribe by regulation such rules as may be necessary in order to insure
that such gross receipts shall not be distorted by reason of transactions
between companies which are parties to the transaction described in section
461 (a).

“(d) USE BY ACQUIRING CORPORATION OF ALTERNATIVE AVERAGE BASE PEr1op NET

INcOME PrOVIDED FOR NEW CORPORATION IN SECTION 444.—An acquiring corporation
in a transaction described in section 461 (a), other than a transaction described
in section 461 (a) (1) (E), if it was not in existence (as determined under
section 461 (d)) prior to January 1, 1946, shall be entitled to determine its
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average base period net income for purposes of section 444 in the manner
provided in section 444 subject, however, to the following exceptions:

“(1) Where the transaction occurred after the close of the third taxable
yvear of the acquiring corporation and of the component corporation or cor-
porations, the average base period net income of the acquiring corporation
after the transaction shall be determined, for purposes of section 444, in lieu
of in the manner provided by section 444 (b), by adding the average base
period net incomes of the acquiring corporation and of the component
corporation or corporations as previously determined under that section
at the close of the third taxable years of such corporations.

“(2) Where the transaction occurred prior to the close of the third taxable
vear of either the acquiring corporation (determined without regard to
section 461 (d)) or of one or more of the component corporations, but after
the close of the third taxable year of one or more of such corporations, the
average base period net income of the acquiring corporation for purposes
of section 444 shall be determined, in lieu of in the manner provided by
subsection (b), by adding the average base period net incomes previously
determined under section 444 at the close of the third taxable year of the
corporations in existence for more than three taxable years and an average
base period net income amount computed hy the method specified in section
444 for each corporation not in existence for three taxable years by applying
the industry rate of return for such corporation to the total assets of such
corporation immediately prior to such transaction.

An acquiring corporation in a transaction referred to in section 461 (a) (1) (B)
shall not be entitled to determine its average base period net earnings by refer-
ence to section 444 except to the extent that it is entitled to an allocable portion
of the average base period net income of a component corporation so computed
and allocated to the acquiring corporation in the manner prescribed by subsection
{e) of this section.

“(e) ArLrLocaTioN Rurk—In the case of a transaction described in section 461
(a) (1) (B), the amount of the component corporation’s excess profits net
income for any month which shall be taken into account by the acquiring cor-
poration in the recomputation of its excess profits net income as provided in
subsection (b) shall be such portion of the component corporation’s total excess
profits net income for that month ns the fair market value of the assets trans-
ferred by the component corporation to the acgniring corporation bears to the
fair market value of the total assets of the component corporation as they existed
at the close of the day before the transaction. In any such case, that amount of
the average base period net income, if computed under section 444 (relating to
new corporations), of the component corporation which is allocable to the
acquiring corporation shall be such portion of the component corporation’s total
average hase period net income eomputed under that cection as the fair market
value of the assets transferred by the component corporation to the aequiring
corporation hears to the fuir market value of the total assets of the component
corporation as they existed at the close of the day before the transaction. Pur-
suant to regulations prescribed by the Secretary, in lien of the amonnt of the
component corporation’s excess profits not income for any month, or of the com-
ponent corporation’'s average hase period net income onmpu{ml under section
444, referred to above and determined as prescribed above, there may he in-
cluded an amount agreed upon by the acquiring corporation and the component
corporatinn and any other corporation a party to such transaction, provided
the Secretary consents thereto. In no case shall the total of the excess profits
net incomes, or the total of the average hase period net incomes computed under
section 444, provided for in such agreement he in excess of 100 per centum of
the excess profits net income, or of the average hase period net income com-
puted under section 444, of the component corporation. In any case in which
an agreement hetween the parties and consent thereto by the Secrstary is not
obtained, n final determination of the fair market values of the properties for
the purposes of this suhsection shall be binding upon all parties claiming a right
to the credit of the component eorporation.

“(f) (1) If, after December 31, 1945—

“(A) the taxpayer acquired stock in another corporation, and thereafter
such other corporation became a component corporation of the taxpayer, or

“(B) a corporation (hereinafter called ‘first corporation’) acquired stock
in another corporation (hereinafter called ‘second corporation’), and there-
after the first and second corporations became component corporations of
the taxpayer,
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then to the extent that the consideration for such acquisition was not the
issuance of the taxpayer’s or first corporation’s, as the case may be, own stock,
the average base period net income of the taxpayer shall be reduced, and the
transferred capital addition and reduction adjusted, in respect of the income and
capital addition and reduction of the corporation whose stock was so acquired
and in respect of the income and capital addition and reduction of any other
corporation which at the time of such acquisition was connected directly or in-
directly through stock ownership with the corporation whose stock was so ac-
quired and which thereafter became a component corporation of the taxpayer, im:
such amounts and in such manner as shall be determined in accordance with.
regulations prescribed by the Secretary. For the purposes of this paragraph,
stock which has, in the hands of the taxpayer or first corporation, as the case
may be, a basis determined with reference to the basis of stock previously ac-
guired by the issuance of the taxpayer’s or first corporation’s, as the case may
be, own stock, shall be considered as having been acquired in consideration of the
issuance of the taxpayer’s or first corporation’s, as the case may be, own stock.

“(2) If during the taxable year for which tax is computed under this sub-
chapter the taxpayer acquires assets in a transaction which constitutes in an
acquiring corporation, the amount includible under subsection (a), attributable
to such transaction, shall be limited to an amount which bears the same ratio
to the amount computed without regard to this subsection as the number of days
in the taxable year after such transaction bears to the total number of days in
such taxable year.

“(g) In the case of a partnership which is a component corporation by virtue
of section 461 (b) (5) and (6), the computations required by this Part shall be
made, under rules and regulations prescribed by the Secretary, as if such part-
nership had been a corporation.

“(h) In the case of a taxpayer which becomes an acquiring corporation in
any taxable year ending after June 30, 1950, if, at the beginning of the first
taxable year of such corporation which ends after June 30, 1950, and at all
times until the taxpayer became an acquiring corporation—

“(1) the taxpayer owned not les than 75 per centum of each class
of stock of each of the gualified component corporations involved in the
transaction in which the taxpayer became an acquiring corporation; or

“(2) one of the qualified component corporations involved in the trans-
action owned not less than 75 per centum of each class of stock of the
taxpayer, and of each of the other qualified component corporations involved
in the transaction,

the average base period net income of the taxpayer shall not be less than (A)
the average base period net income of that one of its qualified component
corporations involved in the transaction the average base period net income
of which is greatest, or (B) the average base period net income of the taxpayer
computed without regard to the base period net income of any of its qualified
component corporations invoived in the transaction. As used in this subsection,
the term ‘qualified component corporation’ means a component corporation
which was in exXistence on the date of the beginning of the taxpajyer’s base period.

“SEC. 463. CAPITAL CHANGES.

“(a) TaxPaYER UsiNne Part II oF THIs SUBCHAPTER.—For the purposes of
section 435 (g), if the transaction which constitutes the taxpayer an acquiring
corporation occurs in a taxable year of the taxpayer which ends after June
30, 1950, and the taxpayer’s average base period net income is computed under
section 435 after the redetermination of its excess profits net income in the
manner provided in section 462, the following rules shall apply in computing
the daily capital addition and daily capital reduction of the taxpayer for each.
day after such transaction:

“(1) The transferred capital addition or transferred capital reduction.
of the component corporation shall be treated as if it were a capital addi-
tion or reduction as the case may be, of the taxpayer.

“(2) The transferred capital addition of the component corporation shall
be its daily capital addition as of the time immediately before the trans-
action (computed under section 435 (g), but without regard to the reduction
of the amount ascertained under section 435 (g) (3) on account of inad-
missible assets as defined in section 440, but with the application of para-
graph (6) of this subsection).

“(8) The transferred capital reduction of the component corporation shall
be its daily capital reduction as of the time immediately before the trans-
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action (computed under section 435 (g), but without regard to the reduction
of the amount ascertained under section 435 (g) (4) on account of inad-
missible assets as defined in section 440, but with the application of para-
graph (7) of this subsection).

“(4) In computing the daily capital addition of the taxpayer, money or
property paid in to the taXpayer by any of its component corporations,
and property consisting of stock in any such component corporation paid in
by shareholders of such component corporation, shall be disregarded.

“(5) In computing the daily capital reduction of the taxpayer, distribu-
tions by the taxpayer to any of its component corporations not out of earn-
ings and profits shall be disregarded.

“(6) In computing the transferred capital addition of the component cor-
poration, money or property paid in to such component corporation by the
taxpayer or any other component corporation and property consisting of
stock in the taxpayer or any other component corporation paid in by share-
holders of the taxpayer or other component corporation, shall be disregarded.

“(7) In computing the transferred capital reduction of the component
corporation, distributions by such component corporation to the taxpayer or
any other component corporation shall be disregarded.

“(8) The daily capital addition and daily capital reduction of the tax-
payer to which any amount is added under paragraph (1) shall be the
amount thereof computed before its reduction under section 435 (g) (3) or
(4), as the case may be, on account of inadmissible assets as defined in
section 440,

*“(b) RuUuLE WHERE ACQUIRING CORPORATION Is CoMPONENT OF TAXPAYER.—In
cases where an acquiring corporation is a component of the taxpayer, and the
transaction which constitutes such corporation an acquiring corporation occurs
in a taxable year of such corporation which ends after June 30, 1950, for the
purpose of determining the daily capital addition or reduction of the taxpayer
the above rules shall be applied in a similar manner to determine the daily capital
addition or reduction of such acquiring corporation for each day after such
transaction.

“SEC. 464. CAPITAL ADDITIONS IN BASE PERIOD.

“In the case of transactions described in section 461 (a) in which one or more
of the corporations which were parties to the transaction had capital additions
in the base period as defined in section 435 (f) then, for purposes of determining
the average base period net income of the acquiring corporation based upon its
excess profits net income recomputed as provided in section 462, such capital
additions shall be treated, pursuant to regulations prescribed by the Secretary,
in a manner consistent with the method provided for the determination of such
capital additions in section 435 (f).

“SEC. 465. FOREIGN CORPORATIONS.

“The term ‘corporation’ as used in this part does not include a foreign
corporation.

“Part III—Adjusted Basis of Assets Received in Certain Intercorporate
Liquidations

“SEC. 470, ADJUSTED BASIS OF ASSETS RECEIVED IN CERTAIN INTERCORPORATE
LIQUIDATIONS.

“(a) BASIS OF ASSETS ACQUIRED IN INTERCORPORATE LIQUIDATION.—The prop-
erty received by a transferee in an intercorporate liquidation attributable to a
share of stock having in the hands of the transferee a basis determined to be a
cost basis, shall be considered to have an adjusted basis at the time so received
determined as follows : :

“(1) The aggregate of the property (other than money) held by the trans-
feror at the time of the acquisition by the transferee of control of the trans-
feror (or, if such share was acquired after the acquisition of such control, at
the time of the acquisition of such share, or if such control was not acquired,
at the time immediately prior to the receipt of any property in the inter-
corporate liquidation in respect of such share) shall be deemed to have an
aggregate basis equal to the amount obtained by (A) multiplying the amount
of the adjusted basis at such time of such share in the hands of the trans-
feree by the aggregate number of share units in the transferor at such time
(the interest represented by such share being taken as the share unit), and
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(B) adjusting for the amount of money on hand and the liabilities of the
transferor at such time.

“(2) The basis which property of the transferor is deemed to have under
paragraph (1) at the time therein specified shall be used in determining the
basis of property subsequently acquired by the transferor the basis of which
is determined with reference to the busis of property specified in para-
graph (1).

“(8) The basis which property of the transferor is deemed to have under
paragraphs (1) and (2) at the time therein specified shall be used in deter-
mining all subsequent adjustments to the basis of such property.

“(4) The property so received by the transferee shall be deemed to have,
at the time of its receipt, the same basis it is deemed to have under the fore-
going provisions of this subsection in the hands of the transferor, or in the
case of property not specified in paragraph (1) or (2), the same basis it
would have had in the hands of the transferor.

“(5) Only such part of the aggregate property received by the transferee
in the intercorporate liquidation as is attributable to such share shall be
considered as having the adjusted basis which property is deemed to have
under paragraphs (1), (2), (3). and (4) of this subsection.

“(b) Basis For EQuiTy CapITAL CrEDIT.—The adjusted basis which property
received by the transferee in an intercorporate liquidation is considered to have
under the provisions of subsection (a) at the time of its receipt shall be there-
after treated as the adjusted basis, in lieu of the adjusted basis otherwise pre-
scribed, in computing any amount, determined by reference to the basis of such
property in the hands of the transferee, entering into the computation of the
equity capital of the transferee, or of any other corporation the computation of
the equity ecapital of which is determined by reference to the basis of such
property in the hands of the transferee.

“(¢) STATUTORY MERGERS AND CONSOLIDATIONS.—If a corporation owns stock
in another corporation and such corporations are merged or consolidated in a
statutory merger or consolidation, then for the purposes of this section and
section 437 such stock shall be considered to have been acquired (in such
statutory merger or consolidation) by the corporation resulting from the statu-
tory merger or consolidation, and the properties of such other corporation
attributable to such stock to have been received by such resulting corporation as
a transferee from such other corporation as a transferor in an intercorporate
liguidation.

“(d) DETERMINATIONS,—

“(1) REcULATIONS.—Any determination which is required to be made
under this section (including determinations in applying this section in
cases where there is a series of transferees of the property and cases where
the stock of the transferor is acquired by the transferee from another
corporation, and the determinations of the basis and adjusted basis which
property or items thereof have or are considered to have) shall be made in
accordance with regulations which shall be prescribed by the Secretary. If
the transferor or the transferee is a foreign corporation, the provisions of
this section shall apply to such extent and under such conditions and
limitations as may be provided in such regulations.

“(2) APPLICATION T0 LIQUIDATION EXTENDING OVER LONG PERIOD.—The Sec-
retary is authorized to prescribe rules similar to those provided in this
section with respect to the days within the period beginning with the date
on which the first property is received in the intercorporate liquidation and
ending with the day of its completion; and the extent to which, and the
conditions and limitations under which, such rules are to be applicable.

“(e) DEFINITIONS.—

“(1) INTERCORPORATE LIQUIDATION.—AS used in this section, the term
‘intercorporate liquidation’ means the receipt (whether or not after Decew-
ber 31, 1949) by a corporation (hereinafter called the ‘transferee’) of
property in complete liquidation of another corporation (hereinafter called
the ‘transferor’) to which

. “(A) the provisions of section 112 (b) (6), or the corresponding

provision of a prior revenue law, is applicable or

“(B) a provision of law is applicable prescribing the nonrecognition
of gain or loss in whole or in part upon such receipt (including a
provision of the regulations applicable to a consolidated income or
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excess profits tax return but not including section 112 (b) (7), (9), or
(10) or a corresponding provision of a prior revenue law),
but only if none of such property so received is a stock or a security in a
corporation the stock or securities of which are specified in the law applica-
ble to the receipt of such property as stuck or securities permitted to be
received (or which would be permitted to be received if they were the sole
consideration) without the recognition of gain.

“(2) CoNTROL.—AS used in this section, the term ‘control’ means the
ownership of stock possessing at least 80 per centum of the total combined
voting power of all classes of stock entitled to vote and the ownership of
at least 80 per centum of the total number of shares of all other classes of
stock (exvept nonvoting stock which is limited and preferred as to dividends),
but only if in both caxes such ownership continues until the completion of
the intercorporate liguidation.”

TITLE II—MISCELLANEOUS AMENDMENTS AND
PROVISIONS

SEC. 201. CONSOLIDATED RETURNS.

Effective with respect to taxable years ending after June 30, 1950, section 141
of the Internal Revenue Code (relating to consolidated returns) is hereby
amended to read as follows:

“SEC. 141. CONSOLIDATED RETURNS.

“(a) PRIVILEGE T0 FILE CoxsoLIDATED RETURNs.—An affiliated group of cor-
porations shall, subject to the provisions of this section, have the privilege of
making a consolidated return for the taxable year in lien of separate returns.
The making of a consolidated return shall be upon the condition that all cor-
porations which at any time during the taxable year have been members of the
affilinted group consent to all the consolidated return regulations prescribed
under subsection (b) prior to the last day prescribed by law for the filing of such
return. The making of a consolidated return shall be considered as such con-
sent. In the case of a corporation which is a member of the affiliated group for
a fractional part of the year, the consolidated return shall include the income
of such corporation for such part of the year as it is a member of the affiliated
group.

“(b) RecuraTtions.—The Secretary shall prescribe such regulations as he may
deem necessary in order that the tax liability of any affiliated group of corpora-
tions making a consolidated return and of each corporation in the group, both
during and after the period of affiliation, may be returned, determined, computed,
assessed, collected, and adjusted, in such manner as clearly to reflect the income-
and excess-profits-tax liability and the various factors necessary for the deter-
mination of such liability, and in order to prevent avoidance of such tax liability.

“(c) CoMPUTATION AND PAYMENT oF Tax.—In any case in which a consoli-
dated return is made or is required to be made, the tax shall be determined,
computed, assessed, collected, and adjusted in accordance with the regulations
under subsection (b) preseribed prior to the last day prescribed by law for
the filing of such return ; except that the tax imposed under section 15 or section
204 shall be increased by 2 per centum of the consolidated corporation surtax
net income of the affiliated group of includible corporations. If the affiliated
group includes one or more Western Hemisphere trade corporations (as defined
in.section 109), the increase of 2 per centum provided in the preceding sentence
shall be applied only on the amount by which the consolidated corporation surtax
net income of the afliliated group exceeds the portion (if any) of the consolidated
corporation surtax net income attributable to the Western Hemisphere trade
corporations included in such group. For the purposes of the tax imposed by
section 430, the sum of the excess profits credit and the unused excess profits
credit adjustment of the affilianted group shall not he increased under the last
sentence of section 431 to an amount in excess of $23,000 for the entire group.

“(d) DEFINITION OF ‘AFFILIATED GROUP'.—As used in this section, an ‘affiliated
group’ means one or more chains of includible corporations connected through
stock ownership with a common parent corporation which is an includible
corporation if—

“(1) Stock possessing at least 05 per centum of the voting power of all
classes of stock and at least 95 per centum of cach class of the nonvoting
stock of each of the includible corporations (except the common parent cor-
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poration) is owned directly by one or more of the other includible corpora-
tions; and

“(2) The common parent corporation owns directly stock possessing at
least 95 per centum of the voting power of all classes of stock and at least 95
per centum of each class of the nonvoting stock of at least one of the other
includible corporations.

As used in this subsection, the term ‘stock’ does not include nonvoting stock which
is limited and preferred as to dividends.

“(e) DEFINITION OF ‘INCLUDIBLE CORPORATION’.—As used in this section, the
term ‘includible corporation’ means any corporation except—

“(1) Corporations exempt from taxation under section 101.

“(2) Insurance companies subject to taxation under section 201 or 207.

“(3) Foreign corporations.

“(4) Corporations entitled to the benefits of section 251, by reason of
receiving a large percentage of their income from sources within possessions
of the United States.

“(5) Corporations organized under the China Trade Act, 1922,

“(6) Regulated investment companies subject to tax under Supplement Q.

*“(7) Any corporation described in section 447, or in section 452 (d), (f),
and (g) (without regard to the exception in the initial clause of section 452),
but not including such a corporation which has made and filed a consent,
for the taxable year or any prior taxable year beginning after December 31,
1943, to be treated as an includible corporation. Such consent shall be made
and filed at such time and in such manner as may be prescribed by the
Secretary.

“(f) INcLUDIBLE INSURANCE CompPANIEs.—Despite the provisions of para-
graph (2) of subsection (e), two or more domestic insurance companies each
of which is subject to taxation under the same section of this chapter shall
be considered as includible corporations for the purpose of the application of
subsection (d) to such insurance companies alone.

“(g) Sussipiary ForMED To CompLy WirtH ForelcN Law.—In the case of a
domestie corporation owning or controlling, directly or indirectly, 100 per centum
of the capital stock (exclusive of directors’ qualifying shares) of a corporation
organized under the laws of a contiguous foreign country and maintained solely
for the purpose of complying with the laws of such country as to title and opera-
tion of property, such foreign corporation may, at the option of the domestic
corporation, be treated for the purpose of this chapter as a domestic corporation.

“(h) SUSPENSION OF RUNNING OF STATUTE OF LimitaTioNs.—If a notice under
section 272 (a) in respect of a deficiency for any taxable year is mailed to a
corporation, the suspension of the running of the statute of limitations, provided
in section 277, shall apply in the case of corporations with which such coi1poration
made a consolidated return for such taxable year.

“(i) ALLOCATION oF INCOME AND Drpuctions.—For allocation of income and
deductions of related trades or businesses, see section 45.”

SEC. 202. FOREIGN TAX CREDIT.

(2) That portion of section 131 (a) of the Internal Revenue Code which pre-
cedes paragraph (1) thereof is hereby amended by inserting after ‘‘subchapter
E” the following: “and except, with respect to the tax imposed under subchapter
D, only to the extent provided in subsection (j)".

(b) Section 131 of such code is hereby amended by adding at the end thereof
the following new subsection:

“(j) Tax IMPOSED BY SUBCHAPTER D.—This section shall be applicable for
purposes of the tax imposed by subchapter D, but the tax paid or accrued to any
country shall be deemed to be the amount of such tax reduced by the amount
of the credit allowed under this section with respect to such tax agaiust the
tax imposed by this chapter without regard to subchapter D. The amount of
the credit taken under this subsection shall be subject to each of the following
conditions :

“(1) The amount of the credit in respect of the tax paid or accrued to
any country shall not exceed the same proportion of the tax against which
such credit is taken, which the taxpayer's excess profits net income from
sources within such countiy bears to its entire excess profits net income for
the same taxable year; and

“(2) The total amount of the credit st 't not exceed the same proportion
of the tax against which such credit iz (wken, which the taxpayer's excess

75900—50—-—4
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profits net income from sources without the United States bears to its entire
excess protits net income for the same taxable year.”

SEC. 203. EXPENDITURES FOR ADVERTISING AND GOOD WILL.

Section 23 (a) (1) (C) of the Internal Revenue Code (relating to expenditures
for advertising and good will) is hereby amended to read as follows:

“(C) Expenditures for Advertising and Good Will.—If a corporation
has, for the purpose of computing its excess profits tax credit under
Chapter 2E, or subchapter D of this Chapter, claimed the benefits of the
election provided in section 733 or section 449, as the case may be, no
deduction shall be allowable under subparagraph (A) to such corpora-
tion for expenditures for advertising or the promotion of good will which,
under the rules and regulations prescribed under section 733 or section
419, as the case may be, may be regarded as capital investments.”

SEC. 204, TECHNICAL AMENDMENTS.

(a) Section 3779 of the Internal Revenue Code (relating to extensions of time
for payment of taxes by corporations expecting carry-backs) is hereby amended
by striking “710 (c) (3)” where it appears in subsection (b) and inserting in lieu
thereof “432 (¢)”, and by striking the words *“four equal” where they appear
in subsections (¢), (g) and (i). .

(b) Section 3780 (a) of such code (relating to tentative carry-back adjust-
ments) is hereby amended by striking “710 (¢) (3)"” and inserting in lieu thereof
“432 (c)”

(¢) Section 3807 of such code (relating to period of limitations in case of
related taxes under chapter 1 and chapter 2) is repealed.

(d) Section 114 (b) (4) (B) of such code is hereby amended by striking out
“731 and 735" and inserting in lieu thereof ‘448 and 451".

(e) Sectiom 122 (d) (6) of such code (relating to the computation of the net
operating loss deduction) shall not apply with respect to any taxable year ending
after June 30, 1950.

(f) Supplement S of chapter 1 of such code is hereby amended by striking out
“section 725 wherever appearing therein and inserting in lieu thereof “‘section
4477,

(g) The amendments made by this section shall be applicable with respect to
taxable years ending after June 30, 1950.

SEC. 205. FILING OF RETURNS FOR TAXABLE YEARS ENDING AFTER JUNE 30, 1950,
AND BEFORE DECEMBER 31, 1950.

In the case of a corporation subject to the tax imposed by subchapter D of
chapter 1 of the Internal Revenue Code for a taxable year ending after June 30,
1950, but prior to December 31, 1950, such corporation shall after the date of the
enactument of this Act and before March 15, 1951, make a return for such taxable
year with respect to the tax imposed by chapter 1 of the Internal Revenue Code
for such taxable year. The return required by this section for such taxable year
shall constitute the return for such taxable year for all purposes of the Internal
Revenue Code; and no return for such taxable year, with respect to any tax im-
posed by chapter 1 of such code, filed on or before the date of the enactment of
this Act shall be considered for any of such purposes as a return for such year.
The taxes imposed by chapter 1 of such code (determined with the amendments
made by this Act) for such taxable year shall be paid on March 15, 1951, in lieu
of the time prescribed in section 56 (a) of such code. All payments with respect
to any tax for such taxable year imposed by chapter 1 of such code under the law
in eftect prior to the enactment of this Act, to the extent that such payments have
not been credited or refunded, shall be deemed payments made at the time of the
filing of the return required by this section on account of the tax for such taxable
year under chapter 1 determined with the amendments made by this Act.

The Cramman. The full membership of the committee is not pres-
ent this morning but we expect other members to come in as soon as
they can be relieved of some pressing engagements on which they were
called just a few minutes before we convened.

We will be glad to have you proceed to discuss this bill before us

with such preliminary general statement as you wish to make or to
Incorporate in the record.



EXCESS PROFITS TAX ON CORPORATIONS, 1950 43

STATEMENT OF HON. JOHN W. SNYDER, SECRETARY OF THE
TREASURY, ACCOMPANIED BY J. S. GRAHAM, ASSISTANT SECRE-
TARY OF THE TREASURY; J. T. LYNCH, GENERAL COUNSEL OF
THE TREASURY, AND MEMBERS OF THE STAFF

Secretary Sxyper. I am glad to have an opportunity to discuss with
you the bill H. R. 9827 providing for additional profits taxes, which
1s now under consideration in the House of Representatives. )

In the Revenue Act of 1950 the Congress called for the consideration
of excess-profits taxation at this session, and on November 14 last the
President recommended new taxes in this area to raise about 4 billion
dollars of revenue. The pending legislation is directed to this end.

At the outset I wish to express my gratification with your decision
to adopt the unusual procedure of beginning public hearings before
the House has completed action on the legislation. The events of the
past few days in Korea and in other parts of the world testify to the
compelling need for the enactment of additional profits taxes at this
congressional session. Your resolution to complete this legislation
promptly will contribute to our ability to meet the problems confront-
ng us.

Since your schedule is tight, I shall limit my discussion to the es-
sential points at issue. In order that you may have before you the
necessary information, I desire, with your permission, to offer for the
record the statement I made before the Committee on Ways and Means
on November 15, 1950. Is that agreeable, Mr. Chairman ?

The CoamrMan. That is agreeable. That may be done.

(The statement referred to appears on p. 74.)

Secretary SNYDER. Since that time additional profits taxation has
received widespread public consideration, which has clarified the issues
involved in the speedy enactment of this legislation.

NEED FOR MORE REVENUE

The over-riding consideration at this time is the Government’s need
for more revenue. Early in the Korean crisis the Congress, at the
request of the President, appropriated 17 billion dollars for defense.
These funds have been largely obligated, and last Friday the Presi-
dent asked the Congress to appropriate almost 18 billion dollars more.

No one can foretell how the international situation will develop.
Unhappily it is all too clear that, under the best possible circum-
stances, we shall be confronted with vast defense expenditures for
years to come,

The information available at the time of my appearance before the
Committee on Ways and Means indicated a deficit for this fiscal year
of about 2 billion dollars. In light of the events of the past few days,
that estimate may prove to be too low.

The prospects for fiscal year 1952 and subsequent years are far more
serious. The President’s budget estimates for the coming year will
not be completed for some time. As a result of the vast increases in
defense costs, the level of governmental expenditures next year may be
half again as large as this year. Very substantial tax increases will
be required to carry out the essential policy of financing the greatest
possible amount of these costs by taxation.  The importance of sound
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national finance to an adequate defense effort leaves no room for
hesitation. We have far too much at stake to risk the consequences of
inadequate and tardy financial preparedness,

This Congress can make an important contribution to our national
strength in the little time at its disposal by adding the profits tax to the
Federal tax struc'ure, to become effective July 1 of this year as recom-
mended by the President and provided in the bill reported by the
Committee on Ways and Means.

The enactment of this legislation will make a partial reduction in
this year’s deficit and make an important contribution toward meeting
the defense costs ahead of us. Moreover, with this legislation com-
pleted, the new Congress will be free to turn its attention to increas-
ing the over-all revenue strength of our tax system in the light of the
enlarged 1952 budget requirements.

THE CASE FOR 1NCREASED PROFITS TAXES

The interim tax legislation enacted by the Congress earlier this yeap,
with full appreciation by both the Senate and the House of the need
for prompt action, added about 3 billion dollars’ revenue from indi-
vidual and 1.5 billion dollars from corporate income taxes. It was
recognized at the time that in view of the trend in individual and cor-
porate incomes these additions would leave the two tazes unbalanced.
This contributed to the overwhelming endorsement the Congress gave
to added profits taxation. The unprecedented and continued growth
of corporation profits since then testifies to the wisdom of that action.

The increase in corporate profits this year is the largest in history.
During the last quarter of 1949, corporation profits before income taxes
were accruing at an annual rate of less than 28 billion dollars. They
increased to 37 billion dolars in the second quarter of this year and to-
42 billion dollars in the third quarter. For 1950 as a whole, corporate
profits will probably aggregate 37 billion dollars, or almost 10 billion
dollars more than last year.

The size of corporation profits confirms the President’s conclusion
that the 4-billion-dollar revenue objective can be met without imposing
hardship on corporations.

Senator Kkrr. I take it that the 37-billion-dollar figure that you
used there will be the total of the year?

Secretary Sxyper. That is right.

Senator Kerr. From how many corporations?

Secretary Sxyper. That is over 400,000.

Senator Kerr. How many of those corporations would be exempt
under the proposed legislation

Secretary SlNYDER. About 80 percent of them.

Senator I{err. About 300,000%

Secretary SNYDER. Yes, sir.

Senator Kerr. What part of the total 37-billion-dollar profit?

Secretary SNyper. I beg your pardon?

Senator Kerr. What part of the 37-billion-dollar profit would the
three-fourths of the total number of corporations which would be
exempt under this legislation represent ?

Secretary Sxyper. Think we have those figures in the statement .
little further on.

Senator Kerr. That is in the statement ?
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Secretary SNYDER. If the figures do not show up later, we will make
a note of it and provide you with the answer.

The data indicate also that, if equitably imposed, additional taxes
of this magnitude would not interfere with the ability of corporations
to maintain present rates of dividends to stockholders and retain
record amounts of earnings for reinvestment. Even if corporation
profits do not increase above the current level, the pending legislation
would leave corporations in a position to devote more than 20 billion
dollars to dividends and reinvestment—an amount which equals the
1948 record and exceeds all other years.

COMMENTS ON T1IE HOUSE BILL

The bill reported by the Committee on Ways and Means represents
a major achievement in the short time that was available for its prepa-
vation. It contains, in my judgment, the essential features for needed
taxation of defense profits.

Critics of the effort to develop a tax on defense profits have pointed
to the difficulties experienced under the World War II excess profits
tax and have assumed that these difficulties could not be eflectively
n:et.

Senator Mitusiy. I would like to apologize for not getting here
zooner, but we could not get away.

Secretary Sxyper. We understand.

When I appeared before the Committee on Ways and Means, I
frankly recognized that the imposition of a special tax on defense
profits is not without its difficulties. However, I pointed out that by
benefiting from past experience substantial equity could be achieved
and administrative burdens reduced.

The efforts of the staffs of the Joint Committee on Internal Reve-
nue Taxation and the Treasury Department have heen concentrated
on this problem. The House bill, which has been developed on the
basis of this work, demonstrates the practicability of profits taxa-
tion appropriate to our current requirements. It goes a long way
toward meeting the criticisms that have been made of the World
War IT law.

In considering the improvements made in the structure of the World
War IT law, it may be helpful to your committee to have a brief re-
view of the principal provisions of the bill now before the House.
For your convenience, I am attaching a tabular exhibit which gives
in some detail a comparision of the provisions of this bill and the
World War 1I law.

That is this exhibit that is with your statement there.

The Cmamrman. It is with the statement. Thank you very much.
It will be made a part of the record.

Secretary SNyper. In general, the House bill will exempt more small
corporations, provide more liberal credits, and afford greater incentive
for the investment of new capital and the organization of new busi-
nesses. At the same time it will greatly reduce the problems of
administration and taxpayer compliance.
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Substitution of minimum credit for specific exemption

Under the House bill it is estimated that 82 percent of nonfinancial
corporations will be exempted compared with 73 percent in 1944 under
the World War IT excess profits tax.

Senator MrLLikin. What do you mean by “nonfinancial corpora-
tions”?

Secretary S~nyper. Corporations other than banks, insurance com-
panies, investment trusts, real-estate companies, and so forth.

Senator Kerr. Will you please illustrate that.

Secretary SNYDper. Well, a company that manufactures furniture is
nonfinancial. A financial corporation is a bank, an insurance com-
pany, a mutual savings bank, or other similar corporation engaged
mainly in making investments or borrowing and lending money. An
o0il company would be nonfinancial.

Senator Kerr. I know an oil company is a nonfinancial. I am per-
fectly aware of that.

Secretary Sxyper. Is that clear now?

Senator Krrr. But I show you they are not in the 82 percent of the
nonfinancial corporations that are being exempted.

Secretary SNYDER. You are Jucky.

Senator Kerr. The thing I am trying to find out is about an invest-
ment company, is that a nonfinancial?

Secretary SNYpER. That would be termed financial in this.

Chart 1 shows the distribution of the additional tax liabilities under
the bill by assets size classes. The chart indicates that only a small
part of the increased tax burden will fall on small corporations. Cor-
porations with assets of less than one-quarter million dollars will pay
about 5 percent of the additional tax—that is the large chart right in
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back of us—whereas those with assets above $50,000,000 will pay over
45 percent.

The reduction in the number of corporations subject to the profits
tax is accomplished mainly because of the substitution of a minimum
credit for the specific exemption allowed under the World War IT law.
Under the prior law the $10,000 specific exemption was granted to all
corporations. The size of the exemption was necessarily limited by
revenue considerations. The minimum credit of $25,000 provided
under the House bill is operative only where the corporation’s own
excess profits credit under the bill is less than $25,000.

The CrHaRMAN. In other words, where the average earnings base
is selected and the credit is $25,000 or move, then this provision does
not apply ¢

Secretary Snyper. That is correct.

The CEAIRMAN. The same with increased capital?

Secretary Snyper. That is correct.

rl:il’_le?CHAmMAN. It does not apply. Is there any carry-over of this
credit ¢

Secretary SNYDER. It is not provided, no, sir.

The Crairman. All right. You may proceed.

Secretary Sxyper. It thus concentrates relief in the lower income
corporations and provides a larger favorable area for development
of small and new businesses. It also reduces substantially the possible
burden of relief claims. A $25,000 minimum credit under the World
'V]V'():r II tax would have eliminated about one-quarter of all relief
claims.

Liberalization of credits

The House bill retains the optional use of a base period earnings
credit or an invested capital credit as was provided in the World War
IT law. However, it makes substantial revisions in both of these
credits.

Taxpayers are given greater leeway than under the World War 11
law in computing average base period earnings. The bill permits a
corporation to make the best 3 of the 4 years 1946-49 and in addition
to count as zero any remaining loss years. Under the World War II
Jaw taxpayers were required partially to include their worst year;
net losses in any of the remaining 3 years were subtracted in full from
profits of other years in computing the average.

A further important change is made in computing base period in-
come. H. R. 9827 provides for an upward adjustment in the average
earnings base to reflect one-half of the net additions to capital made
in 1948 and all additions made in 1949, irrespective of whether the net
additions were in the form of equity capital, retained earnings or
borrowed capital. This provision alone will accord very substantial
benefits to a number of important industries which expanded steadily
or at an increasing rate during the base period. In addition to reflect-
ing actual changes in capital investment during the base period, this
modification avoids the necessity for retaining the so-called growth
formula of the old law. However, the bill does contain a restricted
provision for recognizing growth of profits where this may not be
adequately reflected through the allowance for capital additions in the
base period.

Senator Miuikin. I do not quite understand that.
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Secretary SNYpEr. May I call on the staff for a technical explana-
tion?

Mr. LyNcr. Mr. Senator, the first part dealt with the provision
which recognizes the additions to capital in the last 2 years of the
base period. This allowance is based on the assumption that where
you use the earnings base the additions to capital made at that late
period may not have been adequately reflected in earnings. For that
reason there is a credit given of 12 percent on equity capital and
earnings retained in the business for the last year of the base period
and also for one-half of such additions in next to the last year of the
base period. And there is also provision for additions on account
of borrowed capital.

Senator MirLixin. What is the restrictive provision?

Mr. Ly~xcn. The restrictive provision, I believe, then relates to the
growth formula, and under the growth formula it is intended that a
company which has had a distinctive growth in the latter years of its
base period will be able to take either its 1949 earnings or the average
of 1948 and 1949 earnings, whichever is higher. That is the substi-
tuted growth provision to reflect preponderant increases in the last
2 years of the base period.

Senator Tarr. Has there ever been any proposal to gear an increased
base to increased production or increased productivity? I mean, you
Invest in new machinery and you have an increase.

Mr. Ly~ncH. Yes.

Senator Tarr. You put in a new kind of production line that pro-
duces twice as much with the same number of men and you get no
increase and the Government takes away all of the benefit that you
get from such an increased productivity. Is there no way in which
there could be some tying in to such an inecrease?

Mr. Ly~cd. To the extent that there is additional capital that
would be recognized.

Senator Tarr. Supposing a man invents a new kind of production
line which will not take more capital than the old one, but a new
method that produces twice as much per man.

Mr. Ly~cn. I would like to refer to this fact, that in substitution
for section 722 there are a number of provisions that have not been
touched upon yet and it might be helpful to defer that until we come
to such provisions, Mr. Senator.

Senator Tarr. Thank you.

Senator MirLixin. Does a growth corporation have the same alter-
natives as to the base as all other corporations? Are they chopped off
at the end of the years that constitute the base period?

Mr. Ly~cn. The basic provisions apply to the growth corporations.

Senator MrLLTKIN. Suppose the growth corporation is growing very,
very rapidly; why do we chop it off prior to, say, July 1 of 1950?

Mr. Ly~cn. The growth formula is applicable only to the base years
and does not take into consideration increases after the base years, if
that is your inquiry.

Senator MirLixix. I am wondering why not.

Mr. Ly~ci. There are a number of other provisions to reflect
growth after the base period, provisions whicl are much more liberal
than the World War II law, and which give credit for new invest-
ment and reflect the effect of a new product introduced toward the
end of the base period.
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Senator MiLLIkIN. Supposing these is no new product, supposing
that there is no new investment, but supposing there is an enormous
growth, several instances of which are in my mind. Why do we chop
them off before July 1, 1950?

Senator Kegrr. Or at July 1, 1950.

Senator MirLixin. I say why do we chop them off before? Why
do we not let them reflect the growth up to the time that we are
trying to get war excess profits?

Mr. Ly~xcn. You are speaking of the difference between the end of
1949 and the first part

Senator MitraxiN. I have had some instances where it is a very
important factor; there have been enoruous growths, independent of
war, after January 1.

Secretary Sxyper. In the first 6 months of 19507

Senator MiLLiEIN. Yes.

Mr. Lyxcr. I will answer that in this very preliminary way: In
getting a structure, as to which the several provisions apply, including
those for additions to capital, new products, and others referred to, all
in combination, it was felt that it would be preferable to limit the base
period to the end of 1949. T think they all have to be judged together.

Senator MriLixin. I know what you have done, but I am trying
to determine the reason why you do not allow a growth corporation
to reflect its growth—I am talking about these exceptional growth
(‘:gl‘porations—up to the time of the commencement of the Korean

ar?

Mr. Ly~ca. Up to June 1¢

Senator Mwrikin, July 1.

Mr. Ly~ncu. Instead of January 1. T understand.

Senator Mirrigin. We will not debate that out now, but I wondered
if you had given that attention.

Mr. Ly~cu. As to fiscal-year corporations, there are provisions
which reflect part of 1950.

Senator Miruigin. But assume it is a calendar-year corporation.

Mr. Ly~nca. I do not believe then they would get that addition in
that period.

Mr. Kirey. One of the difficulties involved is that this tax under
the House bill would be prorated for 1950 for a calendar-year corpo-
ration so that 1950 profits will be reflected in the tax for 1950. It
would not be practicable to compute the actual earnings for the first
half of the year and the second half of the year and impose the tax
only on the second half of the year. If you brought in as part of their
credit the earnings for that same year, you would get a distortion.

Senator MrLLixiN. Would it be a distortion? That is the question.
It might be an administrative distortion, but would it be an equitable
distortion?

Mr. Kirey. That is one of the considerations.

Senator MrLLixin. Or rather a distortion of equity.

Mr. Kirpy. That is one of the considerations.

Senator MirLigin. All right.

Secretary Snyper. Two important changes have been made in the
invested capital credit. One has to do with the rate of return allowed
in computing the credit and the other with the treatment of borrowed
capital.
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The House bill retains the principle of allowing higher rates of
return for small corporations than for large corporations. As shown
below, the rates under the bill are 12 percent on the first $5,000,000
of invested capital, 10 percent on the next $5,000,000, and 8 percent, on
the amount over $10,000,000. These rates exceed those allowed during
World War 1T by 50 percent or more.

Invested capital allowance

Invested capital brackets
World War
II law

Percent in-

H. R. 9827 crease

Percent Percent Percent
Under $5,000,000 . . .o eieies 8 12 5
$5,000,000 to $10,000,000_ - - e o i i 6 10 6634
Over $10,000,000. oo 5 8 60

That is a recap of the statement I have just made showing the
difference.

The borrowed capital allowance has been revised to provide a credit
equal to 114 of the interest paid. By making the allowance propor-
tional to the actual interest obligations assumed by each corporation, a
serious shortcoming of the old law is avoided. The World War II law
provided for the inclusion of 50 percent of borrowed capital in in-
vested capital, and at the same time disallowed 50 percent of the de-
duction for interest paid. In effect this rule gave taxpayers the benefit
of one-half the difference between the statutory rate on invested capital
and the rate of interest on borrowed capital. As a result, taxpayers
borrowing at interest rates in excess of the statutory rates on invested
capital were actually penalized. Those on the other hand with access
to very low interest rates were given a relatively large advantage,

Under the prior law the maximum net benefit obtainable on borrowed
capital for a corporation borrowing at 6 percent was 1 percent. Under
the House bill the credit would be 1increased by one-third of 6 percent
for all corporations borrowing at that rate, thus increasing the net
benefit in such cases to 2 percent of the borrowed capital.

New capital allowance

The allowance for new capital invested after the base period has
been basically revised by providing a uniform rate of return for all
corporations regardless of the type of credit elected. The allowance is
a flat 12 percent of new equity capital and retained earnings, plus 13314
percent of interest paid on additions to borrowed capital.

This treatment removes a serious defect in the old law. Under that
law corporations electing the base period earnings credit received an
allowance for capital added subsequent to the base period only if the
addition took the form of new equity capital paid into the corporation.
Under the revised treatment, no penalty is placed upon the election of
the base period earnings credit.

Senator Tarr. What is the difference? How do you determine bor-
rowed capital as against current bank loans?

Secretary SNYDER. You mean the issue of securities?

Senator Tarr. What is the borrowed capital? If you borrow from
the RFC?

Secretary Sxyprr. That is borrowed capital.
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Senator Tarr. That is borrowed capital. If you borrow it from
the bank on a note, that is still borrowed capital.

Secretary SNyper. That receives same treatment.

Senator Kerr. The corporation borrows money, say, at 4 percent and
it would be permitted a normal return under this provision of 114 per-
cent on whatever amount it had borrowed, above which it would have to
pay this excess-profits tax?

ecretary SNYDpErR. That is correct.

Senator Tarr. Five and a third.

Senator Kerr. Do you think that it would be possible for corpora-
tions doing business in any other activity than something that was
lead-pipe cinch, if there is any such thing, that would be either willing
or able to borrow considerable capital with their returns limited to
that extent?

Secretary SNYpER. This is a more liberal provision than was in the
law before. It has been liberalized considerably, so that there could
be greater earnings on borrowed capital.

Senator Kerr. That was not the question.

Secretary SnxyDer. I understand, but I just wish to say that. We
are trying to iron out some of the inequities that were in the prior
excess-profits tax law,

Senator Kerr. Whatever concession you made it would still be short
of being one that would produce any result. That would be more or
less immaterial, would it not?

Secretary Sxyper. It would be desirable to iron out all of the
inequities.

Senator Kerr. You think it is advisable to fix it so that a corporation
doing business, wanting to expand on borrowed capital and being in a
position where it is entitled to the credit, would have some incentive
to do so, do you not ?

Secretary Snyyper. Yes, we want to encourage production, there is
no question about that. I am sure the House Ways and Means Com-
{)mittee had that objective in mind when they put that provision in the

ill.

Senator Kerr. Do you think where the outside limit of the profit
would be about 1 percent on the borrowed capital that that would be
any incentive?

Secretary Sxyper. Well, it is one-third over the borrowing rate or
114 percent on a 4-percent loan.

Senator Kerr. On corporations borrowing money, the outside limit
you would put there was 6 percent, I believe.

Secretary SNypEr. We just gave that as an example.

The CraRMaN. That was an example.

Senator Kerr. Do you think that 114 percent would be any in-
centive?

Secretary Sxyper. In approaching the problem there are many con-
siderations. It is desirable to retard excess borrowing, that is com-
mercial borrowing in an inflationary period, but it is also necessary to
provide incentive for production for the defense program.

Senator Krrr. Do you not think what you are doing here is to reduce
excess borrowing ; do you not think what you are doing would eliminate
excess borrowing?

Secretary Sxyper. It did not before with a less liberal provision.
So we can only rest on experience. However, our purpose in being here
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is not to sell you on a bill. We are here to try to help you carry out an
obligation that you put upon yourselves and we are working with you.
We are trying to help you find a solution to the job ahead of us. And
whatever we have offered here is just in the way of trying to arrive
at a solution. ) )

Senator Krrr. It is your suggestion with reference to a certain
objective?

Secretary Sxyper. That is right. ) )

Senator Kerr. I was asking in'an effort to get some information that
would help me to make up my mind as to what I thought about this
particular phase of it from you as a man of great experience in the
banking field and in the financial field, as to what you thought, that if
you thought an outside possibility of profit not to exceed 1 or 114 per-
cent would be an incentive to a corporation to expand its activities
with borrowed capital. )

Secretary SNyYpEr. We have to rest on experience of a less liberal
provision that showed that business did continue to expand under that.
Here we aie offering still further incentive. We have to rest on the
experience of the past that this is more liberal than that provision in
World War II and, therefore, would be greater encouragement to
expansion than the previous bill’s provision,

The Cramraav. All right, Mr. Secretary. You may proceed.

Ciredit for new businesses

Secretary S¥yDER. One of the most difficult problems arising from
under the World War II tax, and one which resulted in a large number
ot claims for relicf, was the treatment of firms beginning operations
during or after the base period. Such firms were generally required to
use the invested capital allowance or to apply for relief under section
722 (c), which provided for reconstruction of a hypothetical base-
period experience.

The approach to this problem taken under H. R. 9827 is more logical
and will simplify the development of an earnings credit where the tax-
payer is classified in an industry which has experienced a rate of
return higher than the statutory allowance on invested capital. The
bill provides new corporations with an alternative credit equal to the
average rate of return experienced by their respective industries in
the base period. Under this formula most new firms will receive sub-
stantially more generous credits than they would under the invested
capital method.

An alternative credit based on industry experience is provided also
to corporations whose incomes increase substantially as a result of the
introduction of new products.

The provisions will be of great importance in stimulating new
business.

The committee may be interested at this point in what has been
done about section 722 of the World War IT law. This section specified
in considerable detail the circumstances under which taxpayers would
be entitled to relief. The law encouraged the filing of about 54,000
claims for relief and was difficult to administer.

As reported to the House, the bill contains no general relief provi-
sicn comparable to the former section 722. It was considered desirable
to avoid the difficulties created by the old provision by adopting the
relatively more liberal credit provisions enumerated above. The
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Department shares the view of the Committee on Ways and Means that
this is a desirable step and that it would remove the basis for much of
the criticism directed at the old law.

Integration of income tax and excess-profits tax

Technical difficulties experienced in the administration of the prior
excess-profits tax law will be largely avoided through the integration
of the income and excess-profits taxes as provided in the bill. By im-
posing both taxes under chapter 1 of the Internal lievenue Code, and
by assessing and collecting them as one tax, interest computations
and the statutes of limitations would apply uniformly. IFor conve-
nience in computing the taxes. the income tax would apply to the
entire amount of net income. An additional surtax of 30 percentage
points would apply to the adjusted excess-profits net income which
together with the 45-percent normal tax and surtax would make a total
rate of 75 percent on excess profits.

UNDESIRABLE FEATURES OF TIIE BILL

Although the liberalized features of the House bill generally accord
with the views of the Department, the bill contains some provisions
which tend to create, rather than alleviate, inequities.

A substantial amount of revenue is lost in the House bill by giving
preferential treatment amounting to virtual exemption of certain
types of businesses which are generally subject to public regulation,
The bill would allow public utilities regulated by State authorities an
alternative credit. It would permit them to receive, before the ap-
plication of any profits tax, a net return after income taxes of 6 per-
cent of their total investment, including capital stock, reinvested earn-
ings, and borrowed capital. In the case of utilities subject to Federal
regulation, notably railroads and other interstate carriers, the corre-
sponding tax-free return is set at & percent.

The Cramrman. Is that to be made applicable to intra- as well as
interstate regulated utilities? Is there any distinction?

Mr. Kmzey. Mr. Chairman, the intrastate railroads are not——

The CuHamrMaN. I am not talking about railroads. I am talking
about other utilities.

Mr. Kirpy. Other utilities. For example, the interurban bus lines
are covered by this special provision and are given 6-percent return
after taxes.

The CuaamrMan. There is no distinction between the interstate and
intrastate in that particular field ?

Secretary Sxyper. That are State-regulated?

The Caamman. That is correct.

Mr. Kmey. The interstate railroads are given 5 percent.

The CrammaN. I understand that, yes; but I am speaking of
intrastate.

Senator Tarr. Public utility plants, telephone companies.

The Cuamrmax. Such as local telephone companies.

Mr. Kmpy. They are all given 6 percent.

Senator Kerr. Light and power, too.

Mr. Koy, Yes. Light and power, gas, and oil pipe lines,

The Cuamman. I got the impression that was applicable only to
the interstate utilities.

Mr. Kirey. No.
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Senator MILLiKIN. Are there any intrastate corporations which
are outside of the umbrella ?

My, Kirey. I am not aware of any.

The Cuamrman. If they are regulated, they are under the 6-percent
or 5-percent umbrella, under the House bill#

Mr. Kirsy. I cannot be sure at this point, Mr. Chairman, but we
will bring to you any information about those that are not under this
provision.

The Crarman. Please do.

Secretary SNyper. If there are any exceptions, they will be brought
to the attention of the committee.

The CuairMan. Yes, sir. You may proceed.

Secretary Snyper. The adoption of this provision would bring into
question the underlying principles of the income tax. It would pro-
vide an exemption or exclusion from profits tax at a time when added
burdens are imposed on others. If we should accept the principle of
granting tax exemptions on the basis of net income after tax, the Fed-
eral tax system would lose its effectiveness for equitably distributing
tax burdens.

This provision would discriminate among different utilities and
bestow special benefits primarily on large companies, regardless of
the fact that industry may be enjoying substantial increases in profits,

Another provision of the bill, section 448, would greatly enlarge
the area of preferential treatment in the mining industry. 1 am fully
aware of the importance of securing strategic minerals. However, 1t
will require great care to formulate legislation in the interest of
defense production without granting unjustified benefits or encour-
aging unproductive diversion of essential resources. When this matter
receives your consideration, the staff will be prepared to place the
pertinent facts before you.

The committee may also desire to give attention to restricting the
credit for new investment to productive assets used in the business.
It is the purpose of the credits for new capital additions, both in the
base period and in the taxable years, to provide an additional credit
for new investment which is presumed to be reflected in increased
earnings of the corporations. If such credit is given for undue accu-
mulations of cash and other nonproductive assets, this purpose will
be defeated and unwarranted benefits and abuses will result.

In addition to the above provisions which raise questions of funda-
mental equity, there are various technical matiers which the committee
may also wish to consider. The staff will be available to discuss these
at the convenience of the committee.

ENFORCEMENT PROBLEMS

It would be a grave omission for me to pass over one of the most
pervasive criticisms which will confront you in considering this bill.

Senator Kerr. In order for us to understand the word, would you
define it ?

Secretary Snyper. For the record, would you give us a definition
of “pervasive”?

Mr. Kirpy. It is used here in the sense of a criticism commonly
expressed throughout the testimony.

Senator Tarr. Which is widely expressed.
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Secretary Sxyper. It is a nice word.

I refer to the view frequently expressed that this type of tax must
inevitably encourage wasteful and extravagant expenditures and
stimulate, rather than retard, inflation. This claim rests on the
assumption that the profits tax will induce businessmen to make
expenditures solely because most of the burden would be borne by
the Government through a reduction in the revenue collected.

Whether this profits tax will encourage uneconomical spending will
depend in part on the spirit with which business approaches its task
in this emergency. Consideration of the argument cannot be limited
to tax calculations alone. Clearly the entire range of principles gov-
erning business decisions is of more fundamental importance. No tax
law, however carefully framed, can insure full cooperation by 100 per-
cent of business in the national effort. But in my view the country can
have confidence that the majority of businessmen, like all others, will
shoulder the increased tax burden forced upon us and continue to do
their part.

Our experience with the wartime law indicates that the practice of
wasteful expenditures was less widespread than supposed. Estab-
lished business organizations were generally more concerned with
observing efficient and economical procedures essential to their con-
tinued success than with exploiting temporary wartime advantages.
There were exceptions then, as there will be now, which tax adminis-
tration must strive to prevent.

Senator MirLigkIin. How are you going to do that, Mr. Secretary?

Secretary Sxyper. I will say here a little later that I think the
Congress ought to make clear its intent. May I finish this page and
then come back toit?

Senator MiLLIKIN. Yes; go ahead.

Secretary Snyper. The experience gained during the last war will
enable the Bureau of Internal Revenue to segregate reasonable from
unreasonable deductions more effectively. To support this effort, your
committee may wish to consider the desirability of Congress making
it clear that it intends unnecessary and unreasonable expenditures to
be disallowed for tax purposes.

Senator MirriinN. That would give the Bureau vast power over
business decision.

Secretary SnypEer. It would give the Bureau and taxpayers the un-
derstanding that Congress intends unreasonable expenditures to be dis-
allowed. Of course, the tax courts would also give consideration to the
reasonableness of those deductions.

Senator MiLLikIN. There is some question as to whether the tax
courts should be empowered with too much control over business deci-
sions. I was really thinking in reverse terms: How can we stop main-
taining an unnecessary headquarters in Washington, for example, apd
all sorts of expenditures of that general type; how can that be dis-
allowed administratively ? o i

Secretary Sxyper. If upon investigation it was found that there is
an unnecessary expense in connection with the operation of the corpo-
ration, I think it should be disallowed. Such expenditures would not
be productive of real benefits to the defense program.

enator Tarr. What is reasonable and unreasonable advertising—
who can tell ?
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Secretary S~xyprr. There has to be some leeway. If a company
suddenly starts advertising, taking materially more space——

Secretary Tarr. There 1s a tremendous leeway of purely individual
judgment and you are substituting the Treasury’s judgment for the
businessman’s judgment in that field, if you undertake to limit
advertising.

Secretary SNYDER. You would be if you attempted to cut back
beyond what they might normally spend, as to the space and the type
of advertising, but if they suddenly double it

Senator Tarr. They tried to do that the last time, to try to cut it
back from what they had been doing; they said it was unreasonable in
time of war. They said you do not have any problem of selling, ought
not to have any advertising. That was the position of some of the
Treasury people, at least.

Mr. Kirpy. The test of ordinary and necessary expenditures is in
the law now.

Senator Tarr. If you have, for instance, a market, if you have no
trouble selling your goods, you ought to stop advertising ?

Secretary SNYDpEr. It is not correct to say that a taxpayer should
not continue advertising.

Senator Tarr. I do not think it is correct. I do not see why the
Treasury could not say so.

Secretary Snyper. I do not think the Treasury ever applied that
rule.

Senator Mrurikin. That is the more reason that they should keep
their company before the public as they lose their market.

Secretary SNyprr. I am in accord with that. I know you have to
keep your name before the public if you are to keep your markets.
If there are instances where the Treasury has attempted that, we
will certainly look into the matter.

Senator Tarr. In one case the Treasury disallowed a bonus to
employees and said that a man that got more than $5,000 for working
a machine was getting an unreasonable sum, and any bonus paid him
over that was unreasonable. I think they finally backed down, but
that was their position.

Secretary S~xyper. With 60,000 employees we are going to have
exceptions as you do in the legal profession and we have to watch
those things.

Senator Tarr. What I object to is giving the Treasury any such
power. It seems to me if you cannot frame a tax that cannot be
done without that kind of discretion you ought not to have the tax.
That is a suggestion that I am trying to make.

Secretary Snyper. We feel that with the moral support of the
Congress, the test can be equitably and properly applied and the
excessiveness can be eliminated to a great extent.

Senator Tarr. You put it rather mildly. You say, “Your com-
mittee may wigh to consider.” We may not wish to consider. I do
not object to the statement.

Secretary SNYDER. I chose the words very carefully, Senator.

Senator MirLikiN. Mr. Secretary, do you consider that you can,
basically speaking, have a fair excess-profits tax without going to
one of two alternatives, general controls, or otherwise vesting the
administration with enormous control to disallow deductions for
expenses? Are you not more or less driven to one or the other?
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Secretary Sxyper. This type of tax is a most difficult tax to admin-
ister, and 1t is subject to many inequities. We have all agreed that
that is true. In peacetime I have taken the stand that I do not think
this sort of tax is an appropriate tax, but we are faced with an unusual
situation today.

We have had tremendous increases in profits since the Korean situ-
ation. Much of the increase, of course, can be traceable directly or
indirectly to the impact of the Korean situation and the subsequent
events.

I think that we should give earnest consideration to capturing in
revenue a portion of those abnormal profits. To arrive at a formula
for doing it is a most difficult task, and one on which we have been
working for months to try to find the best possible approach. We
think that in the suggestions that the Joint Staff and the Treasury
staff made to the House Ways and Means Committee many inequities
of the World War IT law and many of the difficulties of administra-
tion have been removed.

Senator MirLixin. It has been suggested, for example, that an
excess-profits tax——and I agree entirely with the philosophy of the
statement you have just made—in the absence of other general con-
trols, affords an excellent springboard for further rounds of wages,
and thus increases inflationary spirals.

Have you any comment on that?

Secretary SnYpEr. I think if we are going to arrest an inflationary
spiral, we will have to give consideration to these controls which
Congress has provided.

Senator MiLLikin. In the absence of general controls there is
danger.

Secretary Sxyper. There could well be that danger under the con-
ditions we face.

Senator MiLLikiN. We could encourage inflationary tendencies.

Secretary SNYper. There could well be that danger.

Senator MiLLIkIN. I do not want to ask any embarrassing questions
outside of your particular line, and I do not care to ask you embar-
rassing questions there. Is there any administration policy at the
present time for general controls?

Secretary SNYDER. As you know, Mr. Di Salle, from Toledo, Ohio,
has just been appointed to that department. I know that it is under
active consideration, and has been right along. I could not give you
any definite information as to just where those discussions stand or
what the intent is at this time.

Senator MILLIKIN. Assuming that our situation, so far as pre-
paredness is concerned, internationally, does not better materially,
would you say that in your judgment, general controls are ineviable?
I am not talking about today. That they are inevitable, I mean?

Secretary Snyper. I think with the situation as it looks today,
with the increased pressures that are being placed on us, and the neces-
sity for further expansion of our defense program, that in order to
avoid inflation of a damaging nature those controls will have to be
put into effect.

Senator MiLLikIN. So that you think that those controls, when they
come, will have a tendency to remove this criticism of an excess profits

tax?
75900—50——5
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Secretary Sxyper. I think they will, yes, sir, definitely.
DISTRIBUTION OF TAX

Under the House bill the rate of tax on excess profits would be 75
percent, including the regular 45 percent normal tax and surtax.

Secretary Snyper. Chart 2 shows the additional tax that would
be imposed on corporations subject to this tax.

(Chart 2, referred to, is as follows:)

CHART 2
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Office of the Secretary of the Treasury.
*Base period profits equal average of 3 best out of 4 years 1946-49.

Secretary SNyper. For corporations with current net income equal
to their average base period earnings the tax would amount to 4.5
percent of total net income. The effective rate of tax would rise to
13 percent of total net income where current earnings are equal to 150
percent of the base period average and to approximately 17 percent
where current earnings are twice the base period average. The maxi-
mum effective rate of 22 percent, making a total tax of 67 percent,
would be reached at the point where current earnings are slightly
more than three times the base period average.

Senator MiLLikiN. Why do you discount the base period average;
why not take 100 percent?

Secretary Snyper. That was partially a matter of raising the reve-
nue.

Senator MrrikiN. How much additional revenue do you raise by
your discount ?

Secretary Snyper. One billion, one hundred million loss in revenue
by eliminating the 25 percent cut-back.
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Senator MiLikIN. Is that not in effect retroactive taxation?

Secretary SNYDER. It is a defense tax, applied against the earnings
of the corporation. 1t is a combination of excess-profits tax, plus a
defense tax. '

Senator MiLLikiN. There is an obvious violation there of the prin-
ciple of mopping up excess-war-profits taxes. I realize the practical
nature of the tax bill, but I say that when we do that we are, in effect,
having a retroactive tax as to what we call normal revenue.

Secretary SNYDER. A little later in the testimony here I will touch
on that, but the point is that you either are going to have to set a
very high rate, if you take the 100 percent credit, on the average of
the 3 years out of 4, or cut back the base in order to raise revenue.

Senator MILLIKIN. You would have to increase your general rate
or go through this discount procedure.

ecretary SNYDER. Yes.

Senator MiLLixIn. It all comes to the same thing, does it not ?

Secretary Sxyper. In terms of revenue.

Senator Tarr. Is there any real justification for saying that it is
only a war-profits tax?

Secretary SNYper. I have never called it that. T called it a defense-
profits tax.

Senator Tarr. What I mean to say is this; on page 3, it seems to
me you meet that yourself. You say that the tax, the corporate earn-
ings at the beginning of the last quarter of 1949 were $28,000,000,000
and they increased to $37,000,000,000 in the second guarter of this
year. In other words, they were already in the second quarter as high
as they are going to be on the average for the entire year, according to
your later estimate, so that is it not true that this increase in earnings
was not due to the war at all, but due to the general inflationary policy
of the administration in encouraging the increase in prices long before
the Korean War ever came at all?

Secretary SNYpErR. We have had very heavy defense spending, Sen-
ator, that contributed to those increases.

Senator Tarr. In the second quarter?

Secretary SNyper. We had a big defense program in process then.

Senator Tarr. We had a perfectly balanced budget. We had about
$13,000,000,000 appropriated for defense up to that moment. T am
just suggesting that what you are really doing is not getting war
profits at all, but taxing the profits that resulted from inflation long
before the Korean War ever came.

Secretary Sxyper. The primary purpose of this bill is to raise reve-
nue on the most equitable basis. )

Senator Tarr. I understand that. I am just talking about the
theory which you have advanced here a little earlier, that the justifica-
tion for this tax was to get these war profits back, and I suggest there
are not any war profits in any amount ; that the profits have been some-
what increased, perhaps by the inflation resulting from the war.

Secretary SNYDER. You are going to the other extreme. There have
been abnormal profits since Korea from the impact of the defense
program. .

Senator Tart. I have no question about that.

Secretary Sxyper. Corporate profits.

Senator Tarr. Abnormal profits?
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Secretary SNYDER. Since the Korean incident occurred.

Senator Tarr. They are a little larger, but not much. And you see,
the big increase took place, as you say at page 3, it was $28,000,000,000
the.last quarter of 1949 ; $37,000,000,000 for the second quarter, and
only $42,000,000,000 in the third quarter. The additional increase in
the Korean War was very small. Most of the increase came from the
i?ﬂ:}tionnary conditions which had already been created. Is that not
the fact?

Secretary Snyper. This bill will make an important contribution
toward meeting budget deficits.

Senator Tart. If it justifies taking more money from profits, I
agree to that. Whether it justifies a so-called war profits, it seems
to be a little dubious. That 1s all I am suggesting.

Secretary SNYDER. You passed a bill up here to draft boys of 18, to
send them to war. I think it is just as important that we draft some
of the profits to help pay for the expenditures.

Senator Tart. I am willing to do that. The justification is not the
war. They occurred because we had pursued an inflationary policy
for a year in trying to force prices up and we overdid it long before
the war ever came. I object to trying to take some of those profits and
calling them something else.

Secretary SNYDER. We are trying to meet the expenses of this war,
not to get into a political debate as to who did what.

Senator Tarr. The first quarter profits would have been just the
same without any Korean War at all.

Secretary Sxyper. I am not debating that.

Senator MiLLixin. Will there be a showing of what war profits
have accrued before July 1? Is that indicated any place?

Secretary SNypeEr. We can show profits up to the third quarter. You
know of many instances where there were price tag mark-ups that had
no direct connection with the defense effort.

Senator MrLixin. There will be no attempt here to make a case
that such-and-such an amount of dollars represents war profits?

Secretary SnypEr. No.

Senator MiLLigIN. I am }%etting at the end fact. We cannot expect
a factual presentation on that from the Treasury? Will we have it
from the staff? Mr. Stam, will there be anything of that kind in
this case?

Mr. Stam (staff member). That is, trying to break down what is
attributable to the war?

Senator MiLLIkIN. What are war profits as against other profits.

Mr. Stam. The only way you could approach that would be to try
to tie it up to the rate of Government actual expenditures for the
military effort, and they would not show up too large a picture.

Secretary SNyper. That is true.

Senator MLLIkIN. The answer is that there will be no such show-
ing. Then we are required to engage in the assumption that the in-
ccrease in profits since July 1, if we view this as an excess war profits
tax, results from the war.

Mr. Stam. I think, Senator, if I might make the statement there,
I think the theory back of this is that some of these organizations

were talking about a decline last September in their profits. I mean,
take the automobile industry—some of them were figuring on having
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some set-back, at least, in September and the fall of last year. That
did not occur, of course, as we all know. I think one of the arguments
back of this proposal, there is some justification for the cut-back, that
they were able to maintain their base period level by virtue of the
subsequent events which kept their profits up, instead of letting them
go down, which might have happened if they had not had this Korean
occurrence. That is the argument, I think, some people advance.

Senator MiLLikiN. There will be no showing here by anybody at-
tempting to segregate the actual war profits from the rest of the
profits. That is what I am saying.

Mr. Stam. Yes.

Senator Tarr. How far does that chart go? What is the last line?
What is that date?

Secretary SNYDER. That is an estimate for the calendar year 1950.

Senator Tarr. It does not attempt to go up and down by quarters,
then ¢

Secretary Snyper. No; it does not show that.

Senator TaFr. By annual averages?

Secretary SNYDER. It does not show the fluctuation by quarters.

Senator Kerr. Is the information available as to how much the
Government has spent thus far in the defense effort as compared to a
year ago?

Secretary SNYDER. We can get that, I am sure.

(The information is as follows:)

Total expenditures of the Defense Department for the first 5 months of the
present fiscal year amounted to $6,257,000,000, or only $305,000,000 above expendi-
tures of $5,952,000,000 in the comparable period a year ago.

However, during the first 4 months of the present fiscal year the Department
of Defense has obligated over $8,000,000,000 for the procurement of major
matériel and supplies, or approximately two-thirds of the total currently avail-
able for these items during the full fiscal year 1951. Those figures would be
larger by the end of November. Obligations mean the money set aside to cover
the cost of matériel and supplies that have been ordered, although they may not
have been delivered and paid for yet.

Senator Byrp. Along that line, the Government, as a whole, has
actually spent $2,000,000,000 less in this fiscal year, compared with the
same period of the last fiscal, and spent, approxzimately, the same on
the military expenditures, as they did in the last fiscal year.

Senator Tarr. Up to date.

Senator Byrp. The last report I have in the office is October 31,
but I was reading a late report in my office that showed only a slight
increase in military expenditures.

Secretary SNYDER. In the actual dollar expenditures.

Senator Byrp. That is right.

Secretary SnypEr. The inflationary effect of a war contract starts
the day that the contract is let.

Senator Byrp. I understand that.

Secretary SNYDER. It does not wait until the money is spent.

Senator Byro. How do you say that the expenditures create these
profits ?

Secretary SnxyDERr. I said the defense program.

Senator Byrp. They do not have the money. If they get a contract,
they haven’t got the money, they do not get the profits until they get
the money.



62 EXCESS PROFITS TAX ON CORPORATIONS, 1950

Secretary SnyYper. This does not just touch on people who are con-
tracting with the Government ; it affects the whole economy.

Senator Byrp. I understood you to say, and if I am incorrect cor-
rect me, that these profits from the corporations were due to the big
defense expenditures. Did you say that or not?

Secretary Snyper. I do not think I said exactly that. T said the
pressure of the defense program has helped in creating these profits,

Senator Byrp. The expenditures have been no greater, that is, of
consequence, for defense purposes in this fiscal year than they were
in the same period of the last fiscal year, and the actual total Gov-
ernment expenditures are $2,000,000,000 less.

Secretary Snyper. But that, Senator, is not the whole answer.
It is the impact.

Senator Byrp. That is one of the answers, though, because they
cannot make profits until they get the money, can they?

Secretary SNYpER. These profits that we are talking about are not
wholly from companies that have Government contracts. A large
part of these extra profits is from companies that may never get a
Government contract but are getting an advantage from a program
that is resulting in higher levels of business.

Senator Byrp. I want the record corrected, if there is such an
impression, if you did not intend to convey it, but the impression I
got was that you thought these profits came from war contracts, war
payments.

Secretary Snyper. The impact of the defense program is what I
think I said, if I did not say it in those words.

Senator Byrp. We have not paid the money out.

Secretary Snyper. That is right.

Senator Byrp. I think they have been derelict in view of this
emergency in not spending more for national defense than they have,
when the Korean War started on June 25, that is, the idea of not
spending more than a year ago when we had no war.

Secretary SNYDER. A large amount has been obligated. It is a
matter of whether or not you can manufacture the items overnight
and collect the money for them,

Senator Byrp. We have had 5 months in which to do this.

Secretary SNYDER. You cannot build airplanes in 5 months.

Senator Byrp. It is a very perilous cond{)ition, because we are not
prepared.

Secretary Snyper. We are not going to be any better prepared
unless we face this financial situation.

Senator Byrp. Where we spent no more money than we did last
year.

Senator MirLrgIN. Your point is that the profits are there be-
cause of the fact of war; that that in itself stimulates them ?

SeCI‘etaI‘{lSNYDER. Yes; I said the impact of the Korean situation.

Senator MiLrixrN. That stimulates the whole war effort, stimulates
the letting of contracts, we hope, but in any event the whole aggregate
effect is to stimulate the profits of your economy; is that your point?

Secretary Sxyper. T think that is nearly what T said; if T did not,
I will correct it. I think my words were “the impact of the Korean
situation.” T think that is what I said. Maybe, when I was talking
with Senator Taft instead of saying the defense program, I might
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have saild expenditures. If I did, we will correct that, but what I
meant was that it was the impact of the necessity for a large defense
program when the Korean situation developed which created the
present problem. And many people, through their scare buying at a
time when prices were going up, simply caused price-tag mark-ups
that created material profits at that time.

Senator MmLLIKIN. The accumulation of inventory, for example,
general inventory; is that not correct that that caused that?

Secretary SNYDER. Yes; in part.

Senator MiLLIKIN. I do not know whether you covered this while
I was not here. Have vou made any estimate as to what our deficit
will be for this fiscal year and for the next fiscal year?

Secretary SNyper. For the fiscal year 1951 T presented an estimate
te the Ways and Means Committee, based on figures obtainable
from the budget and the Treasury that there will be a budget deficit,
that is, a conventional deficit of $2,000,000,000 in this fiscal year.
However, earlier in my statement here, I mentioned that in the light
of events since the time of my appearance before the Ways and Means
Committee this may be materially larger.

Senator MrLLikIN. Would it be extravagant to say it might be 5
or 6 or 7 billion ?

Secretary SNyper. I doubt if it will be quite that large.

Senator MrrLixiN. Would it be $5.000,000,000 ?

Secretary Sxyper. With the inability to get the end products into
the hands of the Armed Forces

Senator MrLLikin. Would you say that $5,000,000,000 would be
an extreme?

Secretary SnYpER. The President sent up only last Friday his re-
quest for the additional $18,000,000,000. We have not had time to
sort out and find out how much of that would be likely to be spent
within the remaining 614 months of this fiscal year.

Senator MmiigIN. 1 am not trying to pin you to a figure, but I
would like to have a rough figure in mind.

Secretary SNyper. We do not have that rough figure.

Senator MrLLiEIN. If we are going to try to approximate a budget
balance—I do not think we can balance it; I think that is out of the
picture—but I think we are all interested in getting as close to it as
possible, and so, of course, we have to have some kind of an idea as
to what it is that we are shooting at. Would it be extreme to say
that it might be $5,000,000,000 this year ¢

Secretary Snyper. I think that may be large in terms of actual ex-
penditures. The commitments will be made, though. We will need
the money. We will not be collecting any excess revenues, because
they can all be well used in financing this program.

Senator MrLuigiN. That will reflect very substantially in the ex-
penditures in the next fiscal year?

Secretary SNyper. They will materially increase in the next year.

Senator Mruixin. Would it be exaggerated to say that we might
have at the present rate of revenue a deficit of as much as 10 or 15
billion in the next fiscal year?

Secretary Sxyper. We could well have that in fiscal 1952.

Senator MiLLixin. That is what I am talking about.
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Secretary SNyper. The budget has not been prepared yet for the
program for 1952. It is in process of preparation. I just do not
have the figures.

Senator Tarr. Can you, also, then make a more definite estimate as
to the remaining expenditures for fiscal 1951?

Secretary SNYpER. I think definitely we can.

Senator Tarr. You usually do.

Secretary Sxyper. That is correct.

Senator Tarr. You can the 1st of January.

Secretary S~yyper. I think we will have time to assimilate these
programs that are included in the additional $18,000,000,000 and see
what part is for procurement or immediate expenditures for troop
increases and what part is for long-range programs. By long range I
mean that vou may not get the end product for a year and a half or
2 years. Wehave many of the defense items that are of that character,
certain types such as the bombers on which you may not get delivery
under a year and a half or 2 years. The commitment, however, will
be made and the pressure on the economy starts the day that the
commitment is made, because the materials are bought and the labor
is procured, and that all starts in motion right at that time. So the
effects start immediately, whether or not the actual dollar expendi-
tures start.

Senator MiLLIKIN. In the interest of getting the picture before the
people it would be a gross deception to intimate that what we are
doing here in this excess-profits tax is any more than scratching the
surface of what we are going to have to raise in the future; is that
correct ?

Secretary SNYDER. Absolutely correct. And I have made the state-
ment publicly many times that we just do not realize what we face
because of the slowness with which we actually spend the dollars.
If you could have spent the money on the day the commitment was
made, then we would have had a considerably heavier deficit for this
fiscal year.

Senator MILLIKIN. There is a certain amount of demagogery in
this whole subject, and T want to make clear again that T am in favor
of an excess-profits tax and in favor of getting it this year, and I am
happy to say that I think we have a better chance to get it this year,
but there is a whole lot of fakery that surrounds the subject, to-wit,
that if you can get these big. fat. pot-bellied corporations to pay this
tax. that the rest of the people will not have to pay anything.

Secretary Snyper. That T have never led them to believe.

Senator MiLLIKIN. I know you have not. T respect you for it.
But there are many people who have created that impreésion. and 1
will not say in official circles. This and what we did earlier this year
i1s just a commencement of taxes the like of which this country has
never seen, if our situation does not better.

Secretarv SNYDER. If it worsens, ves.

Senator MILLIKIN. That is, much sooner than the prospects war-
rant at the present time. Is that not correct?

Secretarv SNYprER. I feel that very deeply.

Senator BYrp. May I ask what are the appropriations so far for the
fiseal 19512

Secretary SNYpeErR. Do you want the over-all?

Senator BYrp. Yes; that is right.
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Secretary SNYDER, The over-all budget.

The CuairmaN. The over-all for all purposes.

Secretary SNYpeR. You are talking about the actual appropriations?

Senator Byrp. What are the appropriations to date, to get the clear
picture ?

Secretary SNYDER. Not including the request Friday?

Senator Byrp. That is right.

Mr. Mavo. That would be over 50 billion dollars.

Secretary SNYDER., Over 50.

Senator Byrp. They also have a correct figure on that.

Secretary SNYDER. They have it. They do not carry them around
in their pockets. We will get it for you.

The Crairman. Will you get that and put it in the record ?

Secretary SNYDER. Yes.

(The information is as follows:)

The ficure referred to on total appropriations (including authorizations to
treat expenditures as public-debt transactions) for the current fiscal year was
55,383 million dnllars as reported on the daily Treasury statement, as of
September 30, 1950.

Senator Byrp. A billion more or less these days does not seem to
amount to too much. You said that next year we will spend half again
more thar. we spent this year. How much of the seventy-five billion
appropriated will be spent in this fiscal year?

Secretary Sxyper. Well, we will have to see if we can get those
figures for you.

Senator Byrp. Will you furnish the committee then exactly how
much has been appropriated and include the requests that are now
made and any further requests that you may have knowledge of for
appropriations, and then give the amount of that that will be expended
in this fiscal year?

Secretary Sxyprr. We will ask the Budget Bureau if they have
those figures.

(The information is as follows:)

As indicated above, total appropriations for the current fiseal year were
reported on the daily Treasury statement as of September 30, 1970, at slightly
over $55,000,000,000. If the President’s requests for about $18.000,000,000 more
are granted, the total appropriation figure involved for the fiseal year 1951 would
be a little over $73,000.000,000. The Secretary’s estimate before the House Ways
and Means Committee indicated total expenditures this fiscal year of approxi-
mately £45,000,000,000. This is likely to be increased slightly if the President’s
latest requests are granted and some expenditures are made from the resulting
appropriations before the year is over.

It is our understanling that the Bureau of the Budget is currently preparing
tabulations which will answer these questions more exactly. These tabulations
will be presented as part of the 1952 budget.

Senator Byrp. Then, as T understand, when you get that you think
half again as much will be spent in 1952 fiscal year?

Secretary Snyper. That is generally the magnitude that may be
involved. These are very difficult figures to get because we have to
depend on the people who are spending the money to give us the
schedules of what they think they can get committed and delivered
before it works back to the Budget Bureau. More precise figures will
be included in the January budget.

Senator Byrp. By the same reasoning, give the income that you
estimate for this fiscal year and for next fiscal year of taxes that have
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already been levied and then add to it the returns from the excess-
prefits tax. . .

Senator Tarr. Mr. Secretary, could you not give us a little sketch
about that? You said the estimated deficit was $2,000,000,000.

Secretary Snxyper. When I appeared before the Ways and Means
Committee. ,

Senator Tarr. You said it was a deficit of $2,000,000,000 and with-
out this tax. Was it based on what receipts and what expenditures?

Secretary SNyDper. In the testimony before the House Ways and
Means Committee I gave an estimate of $45,000,000,000 in expendi-
tures and $43.,000,000,000 in revenues.

Senator Tarr. That was the estimate ¢ )

Sacretary Snyper. That was the estimate. That appears in the
House statement.

The CEamRMAN. Yes, sir.

Senator Byrp. For this fiscal year?

S~cretary SxypEr. For the fiscal year 1951.

Senator Byrp. Then, if you took half of that, you would add
$21.000.000,000?

Secretary Sxyper. It would be about that.

Senator Byrp. You would add $21,000,000,000 to your $42,000,000,-
000, which would make an expenditure of $63,000,000,000.

Secretary Snyper. It might be higher than that.

Senator Byrp. A good deal larger than that. As a matter of fact,
I predict the expenditures will approximate $75,000,000,000 for fiscal
1952.

Secretary Svyper. We do not have the exact figures. They will be
available in the 1952 budget.

Senator Byrp. That will be a staggering deficit and may last for
many years.

Secretary Sxyper. There is no question about that. That is why I
do not think we can go too far in this bill.

Senator Byrn. How long do you think we can have a deficit of 15
or 20 billion dollars a year and survive?

Secretary SNYDER. 1 am not going to place any limitations on what
we can do. We have to meet this situation the best we can.

Senator Byrp. The fiscal solvency of this country is important, too.

Secretary Sxyner. This is more important than any one of the
others: The survival of our Nation.

Senator Byrp. Can we increase this?

Secretary Svyper. There is no question how far we can increase the
deficit if we are faced with destruction. T think we will go our limit
there. And we will not sit back and estimate whether we can afford
to do it or not. We will go to the limit of our capacity.

Senator Byrp. It is just as essential to save our form of government
at the same time.

Secretary Sxyper. I have said that at the same time.

Senator Byrp. There are many economies that can be effected in
the Government, if those in charge and in power choose to do it.

Secretary S~xYpEr. I am certainly in hearty accord with every
economy.

Senator Byrp. We can spend recklessly and destroy our form of
government even in order to win the war.
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Secretary Snxyprr. That kind of argument is not going to help us
in this situation when we are talking about trying to meet a defense
program.

Senator Byrp. There is more need for economy.

Secretary SNYpER. The President has taken very active steps to
make economies on the domestic front.

Senator Byrp. I have not been conscious of it.

Secretary Sxyper. It might be well to become conscious of it.

Senator Byrp. It has not been transmitted to Congress yet. It may
be in some study stage, but it has not gotten to Congress yet. We hear
a lot about economy from the President but no action.

Secretary SNYpER. It is revealed in actual performance.

Senator Byrp. I differ with you completely on that.

The Cruamman. Have you completed your prepared statement?

Secretary Sxyper. I am not quite through with my statement.

The CaamramaN. Go ahead then.

Secretary SNYDER. I will be glad to answer any questions. I wanted
you to know that I have this to finish.

T}%e Cuamman. That you are going to talk about the revenue yield
now ?

Secretary SNYDER. Yes.

Senator MiLLikiN. If you intend to get at it, I will pass the ques-
tion. It is perfectly apparent to me that next year we will have to
really get down to business on this tax situation. Has the Treasury
formed any tentative thoughts on the kind of taxes that we will have
to raise next year?

Secretary Sxyper. Only in a very broad sense. We have been so
busy trying to work up this that we have only some long-range studies.
We have been having a cross section of various industries and busi-
nesses of our economy in talking about this since last summer some
time, and we have some broad views, but we have not gotten them
prepared.

Senator MILLIKIN. You are not prepared to outline what might be
our task next year?

Secretary Snyper. No, sir. We have not as yet.

REVENUE YIELD OF THE BILL

The revenue yield of the House bill is estimated to fall short of the
President’s recommendation by about 1 billion dollars. Part of this
could be recovered by modifying the objectionable features of the bill
to which I have referred.

An important reason for the reduced yield under the House bill is the
adoption of a base period earnings credit equal to 85 percent of the
average for the three best years instead of the 75-percent figure which
I suggested to the Committee on Ways and Means.

Unless the bill is modified to increase its yield, it will not meet the
objective set by the President before the recent deterioration in the
international situation. The increase in corporation taxes provided in
the bill is moderate in relation to the upward surge in profits. It
should be remembered that all small corporations and corporations
with current income not in excess of the allowed credits would be

exempt.
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In considering the effect of these increased taxes, it is important to
have in mind the extremely liberal method provided for computing
base period earnings. The allowance of the 3 best years out of 4 years
yields a figure which would usually be substantially above the actual
earnings in the extremely prosperous 4 years which followed World
War IL

I urge your committee to review carefully the methods by which
this bill can be amended to increase the yield from the taxation of
corporation profits to meet the 4-billion-dollar goal set by the Presi-
dent. By adding 4 billion dollars to the revenue-producing strength
of the tax system, this Congress will contribute substanti:ﬁly to our
financial preparedness.

Senator Mirriin. Mr, Secretary, is the 4 billion dollars taken out
of the air or does it have a demonstrable relationship to our over-all
fiscal problem ?

Secretary SNYDER. At the time that it was suggested it did have a
direct bearing on the fiscal picture.

Senator MiLLisin. In other words, you were figuring in relation to
the antictapted deficit ¢

Secretary SNyper. That is correct.

Senator Tarr. Because your whole deficit is based on cash; is it not ?
So, you would only get 2 billion dollars; is that not correct? It would
be 4 billion dollars on an annual basis, but you would only get 2 billion
dollars; is that not right ?

Secretary SNYDER. $1 billion on a full year’s basis at current levels
of income.

Senator Tarr. You are talking about deficits on a cash basis. You
would only get 2 billion dollars from this tax during fiscal 1951.

Secretary SNYpER. We estimated that it would very nearly balance
the budget when I made my statement before the Ways and Means
Committee.

Senator Tarr. That is what I understood. I thought you were going
to have something left over.

Secretary SNyper. Wemight have a little.

The Cratrarax. Of course, Mr. Secretary, the actual yield of this
bill will depend on the level of corporate profits in 1951.

Secretary SxyYDpER. For the next fiscal year, of course.

The Cramryan. Certainly. It could go above the estimated 8.4 if
those profits were considerably above the basis on which that was
figured.

Secretary SNYpER. The only way that I can see profits going much
above the present levels would be through inflation. But, if we put
our controls into operation as we let the contracts and withdraw
materials and labor from the economy, we are not going to be stacking
up increasingly large profits during the important years of the defense
effort.

The Crarmryan. Have you the figures, or can you furnish them on,
say, 100 percent of the average earnings, 90 percent of the average
earnings, as well as the 85 percent that is in the bill, as the House
has it, with an increase in the rates? What would be the effect on the
estimated revenue here if you took 100 percent of your average earn-
ings but put your rate up to 85 percent?

Secretary SNYDER. Ithink wehave a good schedule on that.

The Cuamrman. Have you that schedule worked out?

Secretary SNYDER. Yes, sir.
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The CrarMAN. I want to get it in the record.
(Theinformation is as follows:)

Estimated increase (gross)* over present law in the yield® of the corporation
income and excess profits tax as contained in H. R. 9827 under various assump-
tions as to the perceniage of base period carnings allowed and tax rates

[In billions of dollars]

Percentage of base period earnings allowed
Excess profits tax rate

75 percent | 8. percent | 85 percent | 90 percent | 95 percent | 100 percent
60 percent 1.7 I 1.5 ' 1.4 | 1.3 1.2 ~ 1
65 percent 2.2 2.1 1.9 1.8 1.6 1.4
70 percent._ 2.8 2.6 2.4 2.2 2.0 1.8
75 pereent. 3.3 3.1 2.9 2.6 2.4 2,2
80 percent _ 3.9 3.6 3.3 3.1 2.8 2.5
85 percent. S 4.4 4.1 3.8 3.5 3.2 2.9
Y0 percent___ _________________ 5.0 4.6 4.3 3.9 3.6 3.2

1 Before allowance for reduced individual income tax resulting from reduced dividends.
2 Based on levels of incomo estimated for the calendar year 1951
Mr. Leary. With the 85-percent allowance of base period earnings,
the estimate at the T5-percent rate is 2.9 billion dollars’ increase. If
you increased the rate to 80 percent, you would get 3.3 billion dollars.
The Cramman. That is your tax rate?
Mr. Leary. If you increase the excess profits tax rate to 85 percent
you would get 3.8 billion dollars.
Senator Tarr. What effective rate would an 85-percent tax rate
give? The 75 percent gives 67 percent according to your statement.
Secretary SxYpEr. That is just a ceiling or limitation.
The Cuamrman. That is a ceiling.
Secretary SNYDER. The combined profits tax and normal tax would
not go above a total of 67 percent.
Senator Tarr. Suppose you start with 75 percent?
Secretary SNyper. If you raise that 67 to 75 percent?
Senator Tarr. Yes; would that cut down materially your yield
from the 85-percent tax?
Mr. Lreany. I think the 67 percent would materially reduce the
yield if you had an 85-percent rate.
Senator Tarr. I understand that. How about the 75 percent total?
Mr. Leamy. It would be very difficult to make such an estimate.
However, I do not think that the loss would be very great.
Senator Tart. That is from the 3.8 billion dollars that you men-
tioned ?
Mr. Leany. Yes, sir; a reduction from the 3.8 billion dollars.
Senator Tarr. There would not be any great loss by imposing a total
over-all 75 percent ?
Mr. Leany. Probably not. That is just a rough guess.
Senator MLigIN. Give us a rule of thumb on the revenue which
is yielded by 1 percent increase in the over-all corporate tax.
Mr. Leary. One percent increase in the over-all corporation tax—
‘you mean surtax?
Senator MiLLikIN. All the way along the board.
Mr. Leary. About $380,000,000 gross.
Senator MiLLIKIN. Per point?
Mr. Leany. Three hundred and eighty million.
Senator Tarr. But then you lose somewhere else.



70 EXCESS PROFITS TAX ON CORPORATIONS, 1950

Mr. Leauy. There will be some loss from a reduction in dividends,

Senator Mmrigin. $300,000,000 ¢

Mr. Leany. I would say

Senator MiLLIKIN. You have thrown me off.

Mr. Leany. You take about $50,000,000 off the three eighty.

Senator Tarr. We were figuring 250 for 1 point and now we
figure 5.

Mr. Learmy. I cannot remember, sir, whether the 250 would be just
a surtax or an increase all along the board. Many other rate in-
creases, of course, are expressed only as an increase in the surtax rate
on net income over $25,000.

Senator Hoey. If this bill wasadopted and was retroactive to July 1
of this year, then you would realize in this fiscal year the full amount,
would you not, just $2,000,000,000.

Secretary Sxyper. About $600,000,000.

Senator Tarr. You would not get the cash. You realize that you
would not get the cash, because the tax is on the first half.

Secretary S~yper. In fiscal 1951; yes.

Senator Tarr. The first half calendar 1951 would not be paid until
1952,

Secretary Snyper. The tax on one-half of the calendar 1950 profits
would be paid in part during this fiscal year. We estimate that our
actual cash coming in from that would be about $600,000,000 in fiscal
1951.

The Caarman. A little more than half, because we changed that
formula of payment.

Senator Hory. The pay is faster.

Senator Kerr. A little while ago in connection with your statement
about the impact of the additional $4,000,000,000 would not be too
great upon earnings which total $37,000,000,000, I asked you what
part of the $37,000,000,000 would be earned by corporations that
would be exempt from the provisions of this act, and I understood
you to say that that question would be answered a little further on in
the statement.

hSecretary S~ypEr. Ithought it would. Mr. Leahy, will you answer
that?

Mr. Leamy. The net income of corporations with net incomes of less
than $25,000?

Senator Kerr. I did not ask that. You said it would be, approxi-
mately, 300,000 or approximately three-fourths.

Mr. Leany. Yes.

hSenator Kerr. Of all corporations exempt from the provisions of
this act.

Mr. Leany. By the $25,000 specific exemption ¢

Senator Kerr. By whatever it may be is immaterial so far as the
information I want is concerned. They will be exempt ?

Mr. Leany. Do you mean, sir, the total net income which is now
subject to excess-profits tax?

Senator Kerr. I thought I made myself very clear. I tried to ask
what part of the $37,000,000,000, the total that you have estimated
would be earned in 1950, would be earned by corporations who would
not be affected by the provisions of this act.

Mr. Leany. The net income of corporations who will pay no excess
profits tax we estimated will be $12,000,000,000.
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Senator Kerr. Then the impact of the $4,000,000,000 would be on
corporations whose total earnings, according to your estimate, would
be $25,000,000,000, and not upon corporations whose total earnings
are $37,000,000,000.

Mr. Leany. These estimates are not based on the 37-, but on the 40-
billion level. We do not have any

Senator IKerr. If you can answer my question I would appreciate
it. If you cannot, I will quit asking.

. er. Leamy. We do not have any estimates at the $37,000,000,000
evel.

Secretary Sxyper. We will see what we can furnish on that.

Senator Kerr. You said it would be in the statement.

Secretary SNYDpER. I was told that by the staff.

Senator Krrr. That is fine. I was going on the basis of what you
told me.

Secretary SNYDER. I was going on the basis of what one of my staff
members told me. Now that we have traced it to its roots we will try
to get the answer, if it is possible.

Senator Kere. The information will be furnished later?

Secretary SNyYper. We will try to get it for you.

Senator Kerr. Thank you very much.

(The information is as follows:)

Distribution of nct income, 1950, by taxaable status under H. R. 9827

[In billions of dollars]

Corporation profits, Department of Commerce basis 0
Income tax net income—all corporations 0
Taxable 2
Nontaxable 8
Excess profits net income—all corporations 3
Taxable _________________ . 8
Nontaxable_._____ T
Adjusted excess profits net income________ . _______________ 0
Tax liability full year effect 4
b

Tax liability under H. R. 9827 ______________ 1.

1 Por corporations with taxable years ending after June 30, 1950 and hefore July 1951.

2 The estimate of $37,000,000,000 of corporate profits contained in the Secretary’s state-
ment before the Senate Finance (ommittee represents an estimate of corporation profits
on a Department of Commerce hasis for the ealendar year 1950, A .

3 Surtax net income (excluding the credit under section 26 (i) relating to Western
Hemisphere corporations) plus the amount of capital zains suject to the alternatie tax
rate.

Source : Office of the Secretary of the Treasury, Office of the Technical Staff. Dec. 8,
1950.

(The exhibit and Secretary Snyder’s statement before the Ways
and Means Committee follow:)

Exhibit to statement of Secretary Snyder—Comparison of House bill® with
World War II tar under Revenue Act of 1942

A. MAJOR ITEMS

Subject House bill World War 1I treatment
1. Rateof tax_ ... ___.-- 75percent ... ... 95 percent (85.5 percent after
postwar refund).
2. Over-all rate limitation on in- | 67 percent_ ... . ooo.--.- 80 pereent (72 percent after post-
come and excess profits taxes. . . war refund).
3. Minimum credit or exemption $25,000 minimum credit____.._.. $10,000 exemption.
4. Choice of earnings credit or in- | Yes_ _......o..ooooooooeonns Yes.
vested capital credit, which-
ever produces lower tax.
5. Base p(lz)riod ______________________ 1946 through 1949 ... .__.. 1936 through 1939,

1 Including proposed Ways and Means Committee amepdments.
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Exhibit to statement of Secretary Snyder—Comparison of House bill' with
World War 11 tax under Revenue Act of 1942—Continued

Subjcct

House bill

World War II treatment

12. Earnings credit—downward ad-

13. Earnings credit—additions or re-

14. New

15. Substantial change during base

16, Smaller corporations (organized

6. Earnings credit—elimination of
poor years in base period.

7. Earnings credit—adjustment in
average base period earnings
8. Invested cipital eredit—rate of
return on equity capical and
retuined earnings.
$0-$5 million___
$5-$10 million ..
Over 10 millio .
9. Invested capital eredit—rate of
return on horrowed capital
(a) Interest deduction
(b) Additional allowuance__ ..

(¢) Total allowance......_._.

10. Earnings credit—additions to
capital during base period.
11, Earnings credit and invested

capital credit—upward adjust-
ment for net additions to
equity capital and retamed
earnings after base period.

justment for net reductions in
equity capital and retained
earnings after base period.

ductions in borrowed capital
after base period.

corporations  (organized
after beginning of base period).

period in product or services by
corporation organized before
1946.

before beginning of base pe-
riod) experiencing growth in
the base period.

(a) Taxpayer may select best 3
out of 4 base period years.

(6) Any deficits in 3 years
chosen may be raised to
Zero.

Reduced to 83 percent__________.

10 percent
spercent_ ... .. ____________.

14 of interest rate with a ceiling
of 3 percent and, in the case of
long-term obligations, a floor
of 1 percent.

133 percent of interest payable
(subject to floor and ceiling
noted above).

(@} Upward adjustment in carn-
ings credit i ermitted for any
net additions to equity capitul,
retained earnings and bor-
rowed capital in 1949 and for
16 of any such additions in
1948,

(b) Rate of upward adjustment
for such mnet additions to
equity capital and retained
earnings—12 percent.

(¢) Rate of upward adjustment
for such net additions to bor-
rowed capital—14 of the inter-
est rate.

All taxpayers—allowance at rate
of 12 percent on both new
equity capital and new re-
tained earnings.

Atrate of 12 percent.___________.

Adjustment upward or down-
ward equal to 14 of the interest
rate.

As an alternative to its usual
credits, the taxpayer may ap-
ply to its invested capitalafter
3 years of growth (or at the
end of the base period, if later)
the average rate of return on
invested capital for its indus-
try in the base period.

As an alternative credit, tax-
payer may apply industry
rates of return to its invested
capital (as described under
item 15).

As an alternative credit, such a
taxpayer meeting the follow-
ing requirements may use 1949
earnings or the average of 1948
and 1949 earnings as its aver-
age base period earnings:

(a) If in the last half of the
base period its pay roll was 30

No selection of years permitted,
Taxpayer could raise the worst
year to 75 percent of the average
of the other 3 years, but could
not adjust any remaining
deficit year upward.

Reduced to 95 percent.

8 pereent.
6 pereent.
b prereent.

Limtited to 6.
le of above rates for equity
capital.

From 236 to 4 1.creent of borrowed
capital, plus 36 the interest
rate.

No adjustment in the earnings
credit for such additims was
allowed, excep.t where taxpayer
qualified for rclief under sec,
723,

(e) Taxpayers using earnings
credit—allowance at rate of 8
percent on new equity capital
but no allowance for new re-
tained earnings.

(b) Taxpayers using invested
capital credit—sallowance for
new retained earnings at the
applicable rates shown under
item 6, and allowance for new
equity capital at 125 percent of
such rates.

At rate of 6 percent in case o
equity capitul; no downward
adjustment for net reductions
in retained earnings.

No adjustment,

(e) Taxpayers organized after
the base period were re-
quired to usc the invested
capital credit unless they
qualified for general relief.

(b) Taxpayers organized in the
base period could, in addi-
tion, compule an earnings
credil; vacant years were
filled in at 8 percent of in-
vested capital at close of
base period.

TaxFayer could apply for general

relief.

Taxpayers whose average earn-
ings in the last half of the base
period exceeded their average
earnings in the first half of the
base period could use, as an
alternative credit, the sum of
(a) their average earnings in
the last half of the base period

! Including proposed Ways and Means Committee amendments.
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Exhibit to statement of Secrctary Snyder—Comparison of House bill* with
World War 1l tar under Revenue Act of 1942—Continued

Subject

House bill

World War IT treatment

percent higher or its gross re-
ceipts were 50 percent higher
than in the first hall of the
base period; and

(b) Its assets do not cxeeed
$20.000,000 (tax basis) as of the
beginning of the base period.

and (h) one-half of the excess of
that average over their average
earnings in the first half of the
base period. However, the
credit so computed could in no
cvent exceed their earnings in
the best year of the base period.

17. Exclusion of nonrecurrent items | Ye¢s, with several changes in | Yes.
of mncome ond deductions in World War IT law.
computing excess profits net
income.
18. Excess profits credit of public | Minimum credit of 5 percent | Nospecial treatment.
utilities. (after taxes) on both equity
and borrowed capital in case
of airlines and railroads and
6 percent in case of most other
public utilities.
19. Carry-backs and carry-overs:
(2) Netoperatingloss ._._._. l-year carry-back and S5-year | 2-year carry-back and 2-year
carry-over. carry-over.
(b) Unused excess profits | 1-vear carry-back and b5-year | 2-year carry-back and 2-year
credit. CAMTY-OVer. carry-over.
20. Relationship of income and ex- | To be integrated into a single | Twoseparate taxes.
cess proiits taxes. tax for administrative pur-
poses, with excess prolits sub-
ject to both (1) the 45 percent
income tax and (2) a 30 percent
surtax.
B. MINOR ITEMS
1. Option to file consolidated re- | Yes_ ... ________.... Yes.
turns.
2. Base period of fiscal year taxpay- | Fiscal year taxpayers (other | Since fiscal year taxpayers were
ers. than those whose years end not required to adjust to the 4
before April) would be re- calendar years 1936-39, as much
quired to use the 4 calendar as 11 months of the first tax-
years 194649 as their base able year (1940) was sometimes
. period. included in the base period.
3. Exemption of personal service (6 S Yes.
eorporation whose stockhold-
ers elect to be taxable upon its
income.
4. Earnings credit-relief by dis- | Yes_ .. ... Yes
allowance of abnormal deduc-
tions in base period.
5. Earnings credit-relief from ab- | Yes_ .. ... Yes.
normalities in base period.
6. Earnings credit-relief from ab- | Yes...___________ Yes
normalities in tax period.
7. Earnings  credit-allocation of | Allocation permitted. ... ... Split-up corporations could not

earnings experience to succes-
sor corporations in case of
corporate split-up.

8. Exemption for strategic minerals
(sec. 731).

=

Special treatment for excess out-
put of certain depletable re-
sources (sec. 735). R

Relief for installment basis tax-
payers.

10.

. Relief for taxpayers reporting in-
come from long-term contracts
upon the completed contract
basis. .

Deferment of tax pament in case
of abnormality.

Railroad lessor-lessee corpora-
tions,

12,
13.

14, Banks using reserve method of
accounting for bad debts.

15, Invested capital credit-deficits
in capital.

Yes. (World War II list ex-
panded to include uranium
and others and Defense Min-
erals Administration author-
ized to expand further.)

Yes. e

Change to accrual basis permit-
ted for both tax period and
base period.

(a) Allncation of earnings credit
permitted.

(b) Payments by lessee of les-
sor’s taxes excluded from les-
sor’s income.

Permitted to abandon reserve
method for excess profits tax
purposes.

Recent deficits do not reduce in-
vested capital.

use prior earnings experience,

Yes.

Yes.

Change to accrual basis
mitted for tax period
for base period.

Yes.

was per-
but not

Yes.

No speciaf treatment,

Banks did not use rese;
in 1940-45. e method

Deficits did not red i
el uce invested

1 InclrAiny nroposed Ways and Means Committee amendments.
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STATEMENT OF SECRETARY SNYDER BEFORE THE COMMITTEE ON WAYS AND MEANS,
NoveEMBER 15, 1950

I am glad to accept your invitation to appear here today as your committee
undertakes to earry out the congressional mandate that you prepare a profits
tax bill as quickly as practicable. As you know, the President has recommended
that you set the revenue objective of this legislatimn at 34 billion,

The task of preparing this legislation quickly is unusually difficult. Since
time is short, I am particularly glad to have an opportunity at the beginning
of your deliberations to offer you the technical facilities of the Treasury De-
partment.

The world situation which compels us once again to make a defense effort is
not one which any of us can face with equanimity. We are a peaceful people.
Our only objective is an opportunity to join with others in a prosperity based
on the association of free individuals and free nations.

That was our objective: that is our objective; that will remain our objective,
But now we are faced with a grim reality. We are faced with a menace which
can destroy the way of life we have built for ourselves, unless we make a deter-
mined effort to resist it. It could destroy the products of the magnificent
direction of American management. It could destroy the vast contribution of
labor to building up this Nation. And it could blot out, as if they had never
existed, the free institutions which have made all of these things possible.

To meet this threat, we are building our defenses so that free peoples every-
where will not live in terror of unprovoked assaults, such as that in Korea.

This will be a costly process. It will require a significant part of the fruits
of our managerial talent, our labor, our raw materials, and our technical re-
sources, DMoreover, this must be achieved without weakening our economy. We
must blend together our defense needs and our domestic objective of maintain.
ing a strong economic systein, so that both will progress together.

This goal has an important bearing on our current fiscal policy. It has par-
ticular meaning to me as Secretary of the Treasury. The debt of the United
States Government—onc-half the debt of the entire country, both public and pri-
vate—is interwoven throughout the financial fabric of the entire Nation. It
represents an important part of the assets of our financial institutions, of our
business concerns, and of the investment funds of individuals.

Under these circumstances, the first essential of a sound fiscal program is ade-
quate tax revenue to give maxXimum protection to the financial position of the
Government. This means enough revenue to pay for the Government’s re-
(quirements.

There is no need to labor this point before your committee. The energetic and
determined manner in which the chairman and members of this committee and
the Senate Finance Committee responded this summer to the need for action
on the first installment of the 1050 tax program necessitated by the aggression in
Korea, is eloquent testimony of your appreciation of the problem before us.

It is in this spirit that the President recommended the prompt enactment of
additional revenue legislation to complete the 1950 interim tax program. The
President has a threefold objective : first, to contribute to meeting the increased
cost of defense; second, to help check inflationary pressures and enable the Gov-
ernment to maintain a strong financial position; and third, to tax the high
profits resulting from the defense program.

The uncertainty of the amount of national security expenditures makes it
difficult to forecase the budgetary outlook for this fiscal year as a whole. A
conservative estimate indicates that budget expenditures for this fiscal year
will amount to about $45 billion. The present tax system, including the tax
increases under the Revenue Act of 1950, is expected to produce $43 billion.
This indicates a budgetary deficit for this fiscal year of about $2 billion.

.As the Prgsider}t has stated, the amount of additional expenditures which
will be required for military security is necessarily difficult to estimate. The
dire_ction of these expenditures, however, is clear.

Since commitments and obligations are now being made at a rate considerably
greater than current expenditu.res, and since many items of military procure-
mpnt h:ive to be ordered long in advance of deliveries, expenditures for fiscal
year lfi.g and later years will be substantially above current levels, The ag-
nitude ot the revenues which will necessarily be needed to meet these expendi-
tures on a pay-as-you-go basis is indeed soberiug.

In considering the additional revenue required, we should not be misled by
the fact that, temporarily, the budget deficit is moderate. Since an important



EXCESS PROFITS TAX ON CORPORATIONS, 1950 75

part of defense preparations entail production operations extending over two,
three, or even more years, it is inevitable that obligations incurred now will be
fully reflected in expenditures only at some time in the future.

The necessity for focusing attention on future rather than present expenditure
levels is particularly important in connection with the President’s objective of
preventing inflation.

Under present conditions, expenditures for defense exert an inflationary
pressure on the economy substantially in advance of the actual disbursement of
funds. Demands for materials, for labor, and for capital outlays occur very soon
after the Government contracts are let, well in advance of actual production, and
consequently often far in advance of the time when the Government pays for
that production. This explains in part why scarcities and inflationary pressures
have developed even though a large portion of the increased defense funds appro-
priated by the Congress after Korea have not yet been reflected in Government
expenditures.

The prevention of inflation is an essential element of our defense effort. A
price and profits spiral would increase the cost of vitally needed defense materials,
impose an inflationary burden on those earning relatively fixed incomes or
depending upon past savings and, finally, divert the efforts of labor and manage-
ment from the basic job of production. Private enterprise has much to preserve.
The Government by prudent fiscal measures can encourage those who desire to
concentrate on production.

To emphasize the importance of sound defense financing, I ask you gentlemen
to consider my position as the official responsible for the credit of our Govern-
ment. You know the gravity with which I view the responsibility entailed in
managing a public debt which amounted to almost 270 billion dollars when I came
to the Treasury more than 4 years ago. You know that it has not been possible
to reduce this debt as much as would have been desirable. It is now approxi-
mately 257 billion dollars. I cannot emphasize too strongly my concern over the
effect which the financing of the defense program will have on this problem.

The President’s third objective, the prevention of profiteering from the defense
program, is one about which there can be no disagreement. This goes to the very
heart of the question of maintaining our free-enterprise system. It is well known
that profits grow far more rapidly than other sources of income when production
is forced to national capacity. An adequate tax policy can contribute to the
prevention of profiteering, without interfering with the incentives which are
essential to contained increases in production.

In this connection, it is important to distinguish between what may be called
profits of the producers of defense materials and profits arising from the pressures
of the defense program,

It is sometimes suggested that special profits taxation is unnecessary because
the same objective can be obtained by renegotiation of Government contracts. Al-
though renegotiation and profits taxation are interdependent and closely related,
they are directed, of course, toward different objectives. One deals with fair
pricing under Government contracts; the other with the taxation of corporate
earnings during the defense period.

Renegotiation does not reduce the task of profits taxation in those segments of
the economy where the defense program indirectly increases the demand for
goods and services and thus increases profits. If, for example, the defense pro-
gram absorbs the facilities of one manufacturer thereby increasing civilian
demand for the products of another manufacturer of similar articles, it has
contributed to the profits of the producer of civilian goods as certainly as to the
profits of the producer of military supplies.

Accordingly, in devising taxes for dealing with profits arising from the defense
program, it is necessary to consider the whole picture. Except in the case of
individual defense contracts, it is impossible to determine the spec'fic factors
contributing to the changes in profits of a particular corporation or even of an
industry. Future changes in the over-all level of profits, however, probably can be
attributed largely to the impact of the defense program.

The rising trend of corporation earnings, particularly as reflected in recent
financial reports, constitutes one of the bases of the President’s recommendation
that substantial additional revenue be obtained from profits taxation.

CORPORATION PROFITS

When this country responded to the Korean crisis with the only answer that
was appropriate, the economy was nearing the record 1948 production level.
Gross national product for the second quarter of 1950 was at an annual rate
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of $270 billion compared with less than $254 billion in the fourth quarter of
1949. In the third quarter of this year, due to the impact of the defense effort,
it jumped sharply to a level of $282 billion and is continuing to rise rapidly.

Although all segments of the economy are enjoying prosperity, the gains
have been most striking in corporate profits. As you Lknow, total corporate
profits during the four years following World War II far exceeded any previous
level. This enabled corporations to pay dividends at record rates and still re-
invest substantial earnings. Corporation profits during the years 1946-49 aver-
aged $29 billion hefore deduction ot taxes. This was more than five times the
1936-39 average.

Chart 1 indicates that corporation profits for 1950 will establish a new record.
It is now estimated that corporation profits before taxes for this year will total
$37 billion, or %3 billion in excess of the peak year 1948.

Chart 2 shows the course of dividends and retained earnings. In the pre-
war period, dividends amounted to about $4 billion annually and retained earn-
ings were very small. Dividends were fairly stable during the war, but in
1946 began to rise rapidly. 'This year they will reach 85 billion dollars—more
than twice the prewar level. Despite the record dividend payments this year,
retained earnings will equal the previous record in 1948,

Charts 3 and 4 present the trend of corporate profits in relation to the equity
investment of corporations. The series in chart 3 ends in 1947, the latest year
for which data from tax returns are available. The general trend, however,
is cleur. In 1947, the average rate of return on net worth of all corporations
with net income was 19 percent before income taxes or more than double the
prewar rate. After taxes, the 1947 rate of return was substantially higher than
in any of the wartime years.

The information from tax returns shown in chart 3 is supplemented for
more recent years for manufacturing corporations in chart 4. For the period
194749, profits of this group, after taxes, averaged 14.5 percent of net worth or
almost two and one-half times the 1936-39 average.

The detailed record indicates that all corporations have not prospered to the
same extent in recent years.

Chart 5 shows the rates of return on net worth before taxes for selected in-
dustries in 1947, The returns range from a high of 35 percent for the lumber
industry to a low of 7 percent in the communications industry. With the prin-
cipal exception of the transportation and communications industries, the rates
of return were well above 10 percent.

Chart 6 shows the variations in the earnings experience of manufacturing firms
of different sizes. FKor small- and medium-sized manufacturing corporations,
rates of return on net worth decreased in 1948 and 1949. In contrast, the very
largest manufacturing corporations maintained a very high rate of return
throughout most of the postwar period. In 1950, the rates of return for cor-
porations of all sizes apparently increased very substantially.

(The data underlying the charts are presented in the attached tables 1-6).

In view of this earnings record, there can be little doubt that, if properly
distributed, $4 billion of additional taxes would leave corporations, in the ag-
gregate, with high earnings and a high rate of return on investment.

ALTERNATIVE TAX METHODS

In appraising alternative tax methods, it is necessary to understand at the out-
set that defense financing calls for more than a tax on earnings considered ex-
cessive by recent high earning standards. It requires special regard both for
the unusual profits that may develop under the defense program and for the high
profit levels which have been prevailing. I encompass all of this in the taxation
of defense profits.

We have given careful study to alternative ways of obtaining the President’s
revenue objective through the taxation of corporate profits. The alternatives
explored range from a uniform percentage increase in the rate of the regular
corporation income tax to various forms of war profits and excess-profits taxation,
and combinations of these methods.

One conclusion which stands out clearly is the inadvisability of placing the
burden of the Presideut’s revenue objective on the regular corporation income tax.

The basic issue is whether the additional tax should be distributed on all
corporations regardless of their share in the present prosperity or whether tax-
ation should be more selective. As was shown in chart 6, there is substantial
variation in the increased profitability of small and large corporations. There
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are equally important variations among industries and among firms within
identical industries. As happened during the last war, these variations will
undoubtedly increase under the abnormal conditions ahead of us.

In a year when corporation profits total about £40 billion, each 1 percentage
point increase in the corporation rate produces about $340 million. In other
words, to raise $4 billion from an increase in the corporation income tax rate
would require boosting the present 43-percent rate to about 57 percent. The
raising of $4 billion additional revenue from a flat increase in the corporation
income tax would accentuate the uneven cffects which the defense program will
have throughout the business world. It would impose particular hardship on
corporations whose profits are declining.

It will be said, of course, that the high protits of businesses which fare unusually
well through direct participation in the defense program could be controlled by
renegotiation of Government contracts. Undoubtedly this will do much to pre-
vent profiteering, since it can be relied wpon to skim off a large part of the
excessive profits of firms directly connected with defense industries.

To say that renegotiation would level off profits among industries and corpora-
tions and thus justify omission of a defense-profits tax from the tax system,
however, ignores most of the war-profits problem. High earnings are not neces-
sarily concentrated in industries producing military materials. Moreover, the
record of the last war shows that wuar contractors earned large excess profits
even after renegotiation.

The extensive support given the principle of excess-profits taxation by this Con-
gress when it considered the interim tax bill suggests that the need for a special
tax is recognized by the Congress.

The taxation of profits, however, is not without its difficulties. The issue comes
down to one of weighing these difficulties against the inequities involved in sub-
stantial increases in the taxes on the profits of all corporations. Many of the
difficulties, however, can be tempered by benefiting from past experience to in-
crease equity among taxpayers and to reduce the burden of tax administration.

In searching for the most satisfactory approach to this problem, the Depart-
ment and the staff of the joint committee have examined a variety of possibilities.
The Treasury staff has analyzed the experience of a large number of corporations
under the last excess-profits tax and examined the impact of different approaches
on various types of corporations.

These investigaticns suggest that in developing a basis for profits taxation it
will be necessary to rely largely on the past earnings experience of corporations
and to look to the rate of return on invested capital as a guide for taxation of
those corporations with unsatisfactory earnings experience.

If this approach is adopted. consideration should be given to the fundamental
changes in the World War IT tax that seem most desirable, particularly from
the point of view of its impact on specitic firms and specific industries under
current conditions.

WORLD WAR II EXCESS-PROFITS TAX

A Dbrief review of the World War II excess-profits tax may be helpful as a
setting for the discussion of the changes suggested for your consideration.

The wartime tax excluded most small corporations by providing a specific
exemption of $10,000. This was in addition to the excess-profits credit allowed
each corporation. Corporations had the choice of computing their credit on the
basis of $5 percent of the average earnings for the base-period years 1936-39, or
on the basis of a percentage of invested capital. The rates allowed on invested
capital varied with the amount of capital. There were numerous exceptions to
these general rules designed to relieve hardship.

During World War II, the maximum number of corporations subject to ex-
cess-profits tax was 68,000 in 1943, or about a quarter of all corporations subject
to income tax for that year. Because of the relatively low rate of earnings on
capital experienced in the base period years, little more than a third (35 per-
cent) of the corporations subject to excess-profits tax elected the base period
earnings credit in that year. However, the excess-profits tax of these corpo-
rations accounted for 54 percent of the total tax.

After 1943 the tax was imposed at a flat rate of 95 percent, but provision was
made for a postwar credit of 10 percent which reduced the net tax rate to 85.5
percent. The over-all average effective rate, before the postwar credit, was 80
percent. The net yield, or the amount by which the receipts from this tax
exceeded the amount that would have been raised from the corporation income-
tax alone, was about $16 billion. (Detailed statistical data on the wartime

tax are provided in exhibit 1.)
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THE BASE PERIOD EARNINGS CREDIT

The recent profit experience of corporations shows that in the case of most
corporations an éarnings credit based on recent years would provide a reason-
able method of arriving at defense profits. This represents an important change
from the situation when the World War II law was formulated. In view of
the relatively lower level of profits in the years 1936-39, the majority of corpo-
rations secured a higher excess-profits vredit under the invested capital method
than under the base-period earnings method.

In view of the dynamic expansion of the economy in recent times, only an
up-to-date period will provide an adequate measure of defense profits. The
1936-39 base period of the previous law cannot be restored because it relates to
a period when gross national product was only 25 percent of the present level
and total profits only 13 percent. At least 45 percent of existing corporations
have been organized since that time. Profit levels for the war years are also
obsolete in view of the expansion in the economy. Moreover, the profits of
different industries and corporations at that time reflected highly abnormal
relationships.

The fact that most corporations would now rely upon a base-period earnings
credit is an important consideration in selecting a base period which would
achieve the greatest equity and minimize the need for special adjustments.

The years since the war, 1946-49, afford a broad and representative basis for
appraising the earnings performance of individual corporations. It is well
recognized, of course, that no one period provides for every business an entirely
satisfactory measure of normal profits. However, these 4 years cover an ex-
ceptional period of sustained prosperity, giving an unusually large proportion
of corporations an opportunity to earn high profits

The inclusion of the year 1950 in the base period shounld be rejected since
it already reflects to an important degree the impact of defense expenditures.
To a lesser degree, this objection is applicable to all recent years when govern-
mental expenditures for defense and foreign aid have been substantial.

Although the profit experience of the years 1946-49 can serve as a general
guide to normal earnings, irregularities did exist. The profits of some indus-
tries were depressed in 1946 because of reconversion from war to peacetime pro-
duction. Other industries earned substantially higher profits in 1946 than
later years (table 7). Omission of 1946 from the base period would penalize
these firms and industries for their prompt fulfillment of consumer needs fol-
lowing the war.

The fairest method of recognizing these differences would be to allow the
taxpayer to use the best 3 of the 4 years. This would he an improvement over
the method used in World War II, which allowed a taxpayer with a bad
year to substitute for his single lowest year, 75 percent of the average income
of the remaining 3 years. The suggested exclusion of the poorest year would
treat this type of case more generously.

The proposed treatment would increase the average base period earnings by
614 percent for those who, under the old law, would have qualified for an ad-
justment under the 75-percent rule. It would also be advantageous to a number
of taxpayers whose income in the lowest yvear is more than 75 percent of the
average of the remaining years and who obtained no relief under the wartime
rule. For examnvle, a corporation with earnings of $10 million in the lowest
vear and $20, $30, and $40 million in the other 3 years would use the average
of the 3 highest years or $30 million. The wartime rule would have substituted
75 percent of this $30 million average, or 22.5 million, for the lowest year.
This would result in a credit of $28.1 million or nearly $2 million less than
under the proposal to average the best 3 years.

It should be noted that such a change would necessarily reduce the tax base
since it would liberalize the credit for some corporations without reducing the
credit for others. However, it would be more effective in minimizing possible
grievances and relief claims.

Our studies also suggest the desirability of liberalizing the treatment of cor-
porations with deficits in some of the base period yvears. This would be of con-
siderable importance to some taxpayers, and would reduce the number of tax-
payers seeking general relief,

Another provision the committee may wish to consider is the treatment of cor-
porations which were increasing their capacity to earn during the base period
and, in the normal course of events, might be expected to continue growing. In
World War II this type of situation was handled by what is known as the growth
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formula. With the elimination of the taxpayer's worst year under the proposed
option to select the three best years, less need remains for this adjustment. How-
ever, it may be necessary to make some allowance for cases where substantial
investment in the latter part of the base period is not adequately reflected in
base period profits.

INVESTED CAPITAL CREDIT

Due to the large increase in the level of profits since the 1936-39 period an
invested capital credit would be used less frequently in the present situation
than during the last war. At that time this credit carried the burden of pro-
tecting many industries that had been operating under depressed conditions
prior to the war.

Provision for an equitable invested capital credit is still essential as a relief
measure. It would apply in three principal types of situations. First, certain
industries may earn a low rate of return on capital which, though high in
relation to preceding earnings, is low by generally accepted standards; second,
there are industries or individual firms that failed to participate in the general
prosperity during the proposed base period years; third, it is necessary to provide
a basis for determining the tax status of new businesses.

To meet present requirements the invested capital credit requires substantial
revision.

Rate on invested capital

No single rate of return on invested capital will allow for the varied conditions
peculiar to different businesses. The statutory rates must aim at the best general
level in the light of existing circumstances. When the World War II tax was
initiated the invested capital credit was based on a flat allowance of 8 percent.
It developed that this rate exempted all or most of the large corporations in a
number of basic industries and therefore in subsequent acts the Congress reduced
the allowance for larger corporations. The principle of varying the allowance
according to size is believed to be sound and should be continued.

The invested capital allowances in the last version of the World War II tax
appear to be low for present conditions. These allowances were:

Percent
On the first $5,000,000 of invested capital__.____________________ __________ 8
On the next $5,000,000 . ______ 6
On the amount of invested capital above $10,000,000_______________________ 5

Under these rates, few corporations would now find the invested capital option
useful. Unless these rates are increased the alternative credit based on invested
capital would not provide a significant measure of relief.

As indicated earlier in my statement, the average rate of return on equity
capital for manufacturing corporations, before income tax, has more than
doubled since the 1936-39 period. In 1939 nearly a third of the manufacturing
companies had a return of less than 5 percent on equity capital. DBy 1947 the
proportion of such firms had been reduced to about one-tenth (table 8). It is
clear that the use of the statutory rates of return allowed at the termination of
the World War II tax would discriminate against companies with low income
in the base period because the bulk of corporations have enjoyed relatively much
higher rates of return.

In revising the allowances under the invested capital credit, a balance must
be found between two considerations which would lead to widely different rates.
The first requires a rate sufficiently high to protect normal growth of new busi-
uess and firms which normally earn relatively higher rates of return. If the
invested capital credit is too low to be available to any substantial proportion
of corporations falling in these categories, more corporations will be forced to
have recourse to general relief in obtaining a reasonable minimum earnings base
exempted from profits taxation. In the absence of an adequate invested capital
credit, industries of great importance in the defense effort might be adversely
affected.

At the same time it is also important to avoid invested capital allowances so
high that industries characteristically having a relatively low rate of return
might never become subject to defense profits taxation regardless of the expansion
in their profits. Such a situation might arise in heavily capitalized industries.
It may also affect those industries in which favorable treatment under the
income tax law results in a rate of return computed for income tax much below
the rate of return actually earned. Unless the invested capital credit is adjusted
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1o the realities of the situation, large windfalls might accrue to heavily capital-
ized industries.

Careful studies of the effect of different possible allowances under the invested
capital credit suggest that the allowances provided at the end of World War II
should be increased by about one-fourth to one-third. The principle of differen-
tiation in allowances according to the size of the invested capital of a corpora-
tion should be retained. With this differentiation, an increased invested capital
credit will afford effective relief for those industries and corporations that have
lagged in the general expansion of earnings and will adequately protect existing
investment in most cases.

Borrowed capital allowance

The World War II allowance for borrowed capital should be bagically revised,
That allowance provided for including 50 percent of borrowed capital in invested
capital with a corresponding disallowance of 50 percent of the deduction for
interest paid.

An allowance for borrowed capital gives recognition to the risk involved where
the earnings on equity capital are subject to interest payments on debt. The
amount of earnings remaining for equity capital under such conditions is subject
to wider fluctuations than where borrowed capital is not employed. In the
interest of equity, however, a revision of this statutory allowance is required.

The World War II allowance gave taxpayers the benefit of one-half the differ-
ence between the statutory rate on equity capital and the rate of interest on
borrowed capital. This favored the larger corporations with well-established
credit positions, able to borrow at the lowest interest xates. Under the World
War II provision, for example, a large company having an equity capital allow-
ance of 6 percent and borrowing at an interest rate of 3 percent would have its
excess profits credit increased by one-half the difference between 6 percent and
3 percent, or 1% percent of the amount of its borrowed capital, In contrast, a
small corporation with a poor credit rating borrowing at 7 percent could have
received a benefit equal to one-half the difference hetween this rate and the
highest equity capital allowance of 8 percent, or only one-half of 1 percent on
the borrowed capital. If its interest rate had been more than 8 percent it would
have been penalized.

This inequity would be removed by adopting an allowance for horrowed capital
proportionate to the interest rate. This would give recognition to the fact that
high interest rates generally reflect greater risk. To provide reasonable protec-
tion in these cases, it is suggested that the invested capital credit be increased
by about 25 to 35 percent of the amount of interest paid on borrowed capital,
and no reduction be made in the interest deduction. To prevent abuse, the
maximum allowance should be limited to 2 percent of the borrowed capital in
addition to the interest deduction.

In general, this revision would make the invested capital credit more favorable
to small corporations which must horrow at higher rates of interest than those
which can borrow on very favorable terms.

Impaired capital

Under the World War II law, invested eapital included capital and surplus
paid in to the company regardless of whether such capital still existed or had pre-
viously been lost. It is well known that a number of large corporations have at
some time in their history experienced large losses of capital. The former law,
nevertheless, counted as existing capital much that had been lost in remote
periods. This treatment created an inequity by giving such corporations an
important tax advantage over competing concerns whose capital had not been
impaired. This discrimination, often resting on accidental circumstances, might
seriously affect new corporations attempting to compete with those receiving such
a tax advantage,

It is possible to remove this discrimination and yet give proper recognition
to temporary losses of capital by limiting the allowance to capital impairment
attributable to recent years.

New capital

Under the World War II tax, corporations using the invested capital method
were allowed a credit for new equity capital which was 25 percent larger than
the credit allowed on old capital. Corporations using the average base period
earnings credit were allowed a flat 8 percent on new capital. Increases in equity
capital arising from the reinvestment of earnings were granted under the in-
vested capital credit but not under the earnings credit.
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The provisions of the World War II law are in need of revision. Otherwise
most corporations, which will use the base period earnings credit, would obtain
no allowance for the reinvestment of earnings. Such reinvestments have been
at record levels in recent years. Wide discrepancies would result if this allow-
ance depended upon the fortuitous shift of corporations from the earnings credit
to the invested capital credit. The staff has assembled for your information
data you will want to consider in the alinement of these credits. I would prefer
to see recognition given to retained earnings in determining both the earnings
and invested capital credits.

MINIMUM CREDIT IN LIEU OF SPECIFIC EXEMPTION

Experience suggests that it is desirable to limit the application of the type
of profits tax under consideration to taxpayers with significant defense profits.

The World War II excess profits tax provided a $10,000 specific exemption
for this purpose. Several advantages would be gained by replacing the specific
exemption with a minimum credit and increasing the amount to $25,000.

Whereas a specific exemption is granted to all corporations, a minimum credit
would apply only to those corporations with actual credits below the minimum.
For example, under the specific exemption a corporation would not be subject
to excess profits tax until its earnings exceeded its credit by $10,000. TUnder
a minimum credit of $25,000 no corporation would be taxable unless its net
income exceeded $25,000.

A minimum credit concentrates relief in the lower net income brackets, since
it can be utilized only by those firms whose computed credits are less than
$25,000. Thus, a $25,000 minimum credit would provide a larger favorable area
for small and new businesses and the auditing of tax returns for these corpora-
tions would be greatly simplified. Moreover, the use of a minimum credit would
also reduce substantially the number of claims for relief by small corporations.
Such cases accounted for approximately a quarter or 13,000 of the 54,000 relief
claims filed under the World War II tax, and for an even greater proportion
of the litigation under the World War II relief provisions. The elimination
of this administrative burden would be highly desirable.

RELIEF PROVISIONS

The generally prosperous condition of the country during the past 5 years and
the type of revisions outlined here would enable taxpayers generally to establish
a fair and reasonable base for the measurement of defense profits. Although
the need for relief would be greatly reduced, abnormal cases would remain.
Equitable treatment in these cases is one of the most troublesome problems
encountered in the administration of a defense or excess profits tax. ’

General tax provisions must necessarily be drafted with the typical firm in
mind. Whether primary use is made of an earnings standard or of an invested
capital standard, cases will arise where the tax might occasion serious hardship
in the absence of relief.

Although an earnings standard takes into account both differences in risk and
differences in operating efficiency as reflected in past earnings, it is inadequate
for the new or rapidly growing firm whose profit potentialities have not yet
been demonstrated. A similar problem arises where base period earnings have
been adversely affected by some abnormal or unusual occurrence beyond the
taxpayer’s control.

The general relief provisions of World War IT specified in considerable detail
the circumstances under which taxpayers would be entitled to relief. The law
encouraged the filing of about 54.000 claims for relief and was difficult to admin-
ister. The corporation seeking relief became the rule rather than the exception.

The relief provisions should be revised to avoid extremes. The objective should
be to provide a fair measure of relief which lends itself to reasonable administra-
tive determination. New and growing firms confronted by risks which require
a higher rate of return on invested capital than that allowed by the main provi-
sions of the statute merit special attention. The records of the Bureau of In-
ternal Revenue and the Excess Profits Tax Council provide gunidance for the
formulation of an appropriate general relief provision. The staff has assembled
extensive materials on this subject for your cnnsideration,
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TAX RATE

The type of defense tax I have described must produce adequate revenue with-
out involving very high marginal rates and without penalizing unduly corpora-
tions not sharing in the high level of profits. Excessively high rates tend to
inerease inflationary pressures because they induce waste and inefficiency.

In a situation short of total war and in the absence of comprehensive economic
controls, it is necessary to retain the economic incentives of our private-enter-
prise economy. Nonetheless, a properly designed profits tax is essential for a
balanced anti-inflation program since economic controls and higher taxes on
individuals would be unfair unless high corporate profits carry their fair share
of the tax load.

I believe you will agree that there would be little advantage, if any, in adopt-
ing this new tax if its rates were only a few percentage points higher than those
of the regular corporation income tax. Such a tax would impose additional bur-
dens by way of taxpayers’ compliance and tax administration which would be
warranted only if it produced significant amounts of revenue. At the same time,
however, it is also desirable to avoid rates as high as the 85%4-percent rate
employed in the last wartime tax. If under present conditions and in the
absence of wartime production motivation corporations were allowed to retain
only a small part of any additional income they earn, they may not be left with
sufficient incentive to maximize production. Under the present circumstances
a rate of around 75 percent appears to be reasonable. This would mean a dif-
ferential tax of 30 percent over the regular 45-percent corporation normal and
surtax.

The World War II excess profits tax started with graduated rates. In 1942,
however, graduation was eliminated and a flat over-all rate on all excess profits
was substituted. It is our tentative conclusion that under present conditions
graduation would not be necessary. It would tend to increase the top marginal
rate, if the revenue objective is to be obtained, and is therefore likely to have
less desirable incentive effects than a flat rate.

To achieve the President’s revenue objective with a tax of the type I have
described, and with a 75-percent tax rate, it would be necessary to reduce base
period earnings by 25 percent for purposes of computing the credit. This cut-
back of the base period to 75 percent may be justified on grounds similar to those
which underlay the cut-back to 95 percent in the World War 11 tax. It was the
view of Congress then that firms in a position to use an earnings credit would,
in effect, obtain an allowance equal to very high rates of return on their invested
capital and would thus enjoy a big advantage over those restricted to the
invested capital base. This advantage is even greater now than it was under
the old law. The fact that some defense profits predated Korea also supports
some reduction in the credit based on pre-1950 earnings.

It must be recognized that if the base period earnings credit is reduced, this
tax will apply to some firms whose current profits are no higher than the average
of their best three base-period years. For these firms the tax increase resulting
from the 25 percent reduction in the credit will be equivalent to a 71 percentage
point increase in the corporate rate. However, the over-all distribution of tax
burdens under this profits tax will differ from an equal general corporate income
tax rate increase. Firms whose earnings had declined below 75 percent of the
3 year average would pay none of the increase. Firms with earnings between
75 and 100 percent of this average would pay only a small portion of a flat in-
crease. Finally, firms whose earnings had actually increased over this average
would pay more than Tl percent additional tax on their entire income, depending
on how much their profits increased.

I am limiting my comments to the more general features of the tax under con-
sideration. The suggestions I have made for revision in the World War II tax,
if that approach is adopted, are limited to the essentials underlying the concept
of the tax. Since time during this session is short, you will doubtless want to
confine this year’s legislation to basie essentials, deferring consideration of pro-
visions having more restricted application to next year.

As you know, the fair application of this type of tax requires a wide variety of
detailed provisions. During the past several months the staff has assembled
data bearing on the items I have mentioned and on many others. These investiga-
tions are going forward in the expectation that as your hearings and delibera-
tions proceed you will have need for these materials. The staff will be prepared
to present them at your convenience.

Mindful of this committee’s immediate response to the need for interim tax
legislation earlier this year, I am confident that despite the complexities of
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profits taxation you will carry out the congressional mandate in the short time
available. This will round out the 1950 interim tax program and bring the
corporation-profits taxes into better alinement with the personal-income tax.
It will combat profiteering and, by narrowing the gap between expenditures and
revenues, will contribute to the soundness of the Government's finances and to
the progress of the mobilization effort.

TaBLE 1.—Corporation profits before and after tares, dividends, and undis-
tributed profits, 1929-50

[Millions of dollars]

Year and quarter Protz;igsefore Taxes P ro{i;;ecsnfter Dividends l}g(:](;h;;’;lﬁbts

1929 . 9,818 1,398 8,420 5,823 2, 597
1930 - _ 3,303 848 2,455 5, 500 —3,045
1931 - —783 500 —1,283 4, 098 —5,381
1932, . .. - —3,042 382 3,424 2,574 —5, 998
1933. - 162 524 -362 2,066 —2,428
1934. - 1,723 746 977 2, 596 ~1,619
1935. - 3,224 965 2, 259 2,872 —613
1936 oo _ 5, 684 1,411 4,273 4, 557 —284
1937 . . 6,197 1, 512 4, 685 4, 693 —8
1938 o - 3,329 1, 040 2, 289 3,195 —806
1939, ... - 6, 467 1, 462 5,005 3,796 1,209
1940 .. - . 9,325 2,878 6, 447 4,049 2,398
1940 . - 17,232 7,846 9, 386 4, 465 4,921
1942 . - 21,098 11, 665 9, 433 4, 297 5,136
1943 ... - 25,052 14, 406 10, 646 4,493 6,153
1944 . .. - 24, 333 13, 525 10, 808 4, 680 6,128
1945, . e - 19,717 11,215 8, 502 4, 699 2,803
1946 _ o ________ - 23, 464 9, 583 13, 881 5, 808 8,073
1947 . N 30, 489 11, 940 18, 549 6, 561 11,988
1948 .. - 33, 880 12, 969 20,911 7,467 13,444
1949 .. 27,625 10, 601 17,024 7,821 9, 203
1950 __ N 37,000 15,000 22,000 8, 500 13, 500
1949—First quarter._ . N 28, 300 10, 900 17, 400 7,900 9, 500
N 26, 400 10, 000 16, 400 7,700 8, 700

- 28, 200 10, 800 17, 300 7,400 9, 900

Fourth quarter. - - 27, 600 10, 600 16, 900 8, 200 8, 700
1950—First quarter___. N 29, 200 12, 000 17, 200 8,100 9,100
Second quarter____________ 37, 400 15, 100 22,200 8, 100 14, 100

! Estimated on the basis of incomplete data.
Source: U. 8. Department of Commerce, Survey of Current Business.

TABLE 2—Rate of return on net worth, all corporations with net income, 193647

[Dollar amounts in miilions]

Net income as percent
. : { net worth
Net income | Net income o
Year before tax after tax Net worth
Before tax | After tax
Percent Percent

$9, 102 $7,957 $105, 553 8.6 7.5
9,392 8,146 a 8.3 7.2
6, 369 5, 525 99, 553 6.4 5.5
8, 709 7,492 110, 347 7.9 6.8
8,393 7, 280 107, 089 7.8 6.8
11, 068 8, 543 116, 231 9.5 7.4
17,797 10,733 127,674 13.9 8.4
23, 785 11, 647 131,183 18.1 8.9
28, 399 12, 647 139, 294 20.4 8.1
26, 830 12,111 144, 950 18.5 8.4
21,945 11,243 144, 559 15.2 7.8
26, 681 17,971 148, 635 18.0 12.1
32,790 22, 003 169, 588 19.3 13.0

Source: Statistics of Income, pt. 2.
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TABLE 8.—Rate of return on net worth, all manufacturing corporations, 1936-5¢

[Doflar amounts in millions]

Net in[eome as percent
Net income | Net income of net worth
Year before tax aftor tax Net worth
Before tax | After tax
Statistics of income data: Percent Percent

1936 $3,614 $3,027 $38, 467 9.4 7.9
3,669 3,028 41, 239 8.9 7.3
1,601 1,229 41,261 3.9 30
3,559 2, 930 42,438 8.4 69
3,111 2, 554 40, 851 7.6 6 3

5,302 3,758 44,162 12,0 8
10, 300 5,419 48,398 21.3 1nh
13, 544 5, 386 55,072 24.6 9-2
16, 416 5,936 60, 638 27.0 9-R
14, 740 5,422 63,071 23.4 g9
10,173 4,109 64, 150 15.9 68
1946 . 11, 501 6,938 67. 589 17.0 10 4
1947 16, 474 10, 233 76,675 21.5 133
FTC—SEC data: -3

1047 e m (O] (O] 25.5 15
1948 0] 0] ) 25.6 16
1949 . ! 0] o 0] 18,5 ul
1950 (annual rate) 7
First quarter__ . Q] Q] )} 19.6 12 o
Second quarter_ ___.______.__ O] Q] *) 24.8 15 &

1 Not available.

Sources: Statistics of Income, Part 2, and Federal Trade Commission and Securities and Exchange Com.
mission, Quarterly Industrial Financial Report Series for All United States Manufacturing Corporations.



EXCESS PROFITS TAX ON CORPORATIONS, 1950 85

TABLE 4.—Rates of return on net worth before taxes, by industrial groups, for
selected years 1936-47, corporations with nct income

: 1036-39
Industrial group average 1940 1944 1946 1947

Percent | Percent | Percent | Percent | Percent
All industricl groups._ ... ooo il 7.8 9.5 18.0 19.3
Total mining and quarrying. 7.2 7.7 .8 11,0 18.6
‘Total manufacturing____ ... 10.6 13.7 2.0 20.2 23.5
Food and kindred products. 10.3 10.8 21.8 26.0 23.3
Beverages_ ... _..cee .- 21.5 20.3 32.5 32.8 31.6
Tobacco manufactures. 15.3 16.7 17.2 16. 4 17.3
Textile-mill produets ______________ 85 10. 5 23.7 32.7 32,7
Apparel and products made from fabrics. 10.0 11.7 30.1 37.9 31.0
Leather and produets. . _...... ... 8.9 10.2 20. 4 27.7 25.2
Rubber products__..__ 7.6 10. 4 35.7 30.2 21.2
Forest products . __.___ 7.5 10.1 18. 4 24.6 31.2
Lumber and timber ba: 25,2 9.1 15.9 23.5 34.8
Furniture and finished luniber 29.0 11.3 21.6 26.0 26.5
Paper and allied produets___.__.___.._.___ 8.5 13.0 20.2 23.8 32,2
Printing and publishing industries. 1.0 11.6 27.5 28.4 25.1
Chernicals and allied products. . 13.6 17.1 21.5 24.0 25.3
Petroleum and coal products. __ 4.6 4.7 7.3 7.7 11.5
Stone, clay, and glass products. 11.0 14.3 18.6 20.4 22.7
Metal and its produets. _..___ 11.0 17.1 30.6 16. 5 23.6
Iron, steel, and products__ 27.9 13.3 21.7 15.1 22.3
Nonferrous metal and produ 29.9 17.2 22.1 16.3 22,5
Electrical machinery and equipment__ 211.0 22.2 37.6 16.6 28.4

Machinery, except transportation equipment
electrical . 29.6 18.0 35.7 18.9 25.5
Transportation equipment except automobiles._ 212.6 23.5 4.5 15.0 13.8
Automobiles and equipment cxcept electrical . ____ 15.7 20.1 27.9 7.9 26.6
Manufacturing not elsewhere classified. ... 12.7 16.6 33.7 25.5 25.7
Other manufacturing_ . ... ____.__ 2126 17.4 31.2 26,6 23.8
Manufacturing not allocable. 29.2 13.7 32.8 23.7 29.6
“Total public utilities..___________ 6.1 7.0 12.8 9.4 8.9
Transportation._ 25.0 5.8 15.8 8.2 8.7
Communication.__ . 27.8 9.2 12.2 9.3 7.3
QOther public utilities._ 26.2 7.5 8.7 10.5 10.2
Total trade_____.______ 10.6 12.1 23.7 30.5 29,2
Total wholesale.. 28.8 12,5 23.8 32.8 31.3
Total retail 29.6 11.6 24.6 29.7 28.2
General merchandise 3__ 29.9 12.0 27. 4 28.6 24.8
Food stores including milk. 210.9 1.0 19.7 28.5 25.3
Apparel . _____..____. 210.5 12.7 32.1 32.0 25.0
Building materials, fuel, ice ¢ 26.5 7.9 13.3 21.2 24.4
‘Total service_ . ____._.________ 1.5 12.2 26.3 28.6 25.0
Hotels and lodging places. O] 6.5 21.3 20.7 18.8
Business service__.._.____ o 2171 17.8 26.5 30.2 32.0
Motion pictures.__ ) 11.9 29.0 32.0 25.1
Total finance, insurance, real estate, and lessors of real property 5.5 5.6 11.1 13.5 12.7
Total BDaNCe e 245 5.5 7.3 9.9 8.2
Total insurance carriers, agents, etc _._ _| 210.2 7.7 29,5 311 30.8
Real estate including lessors of buildings 241 4.5 8.6 14.1 13.4
Construction_______ ... .____.____.... 12.8 18.0 22.9 27.4 30.5
Total agriculture, forestry and fishery_ .. .. ... 6.6 7.2 15.2 20.3 22.0

1 Including cotton manufactures.,

2 Average for years 1938 and 1939 only. . : 3 .

ahc]uding department, general merchandise, and dry goods stores, limited-price variety stores, and mail-
-order houses.

4 Figures for 1936-39 include lumber and coal yards and exclude fuel and ice.

8 Not available.

Source: Statistics of Income, p. 2,
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TaBLE 5.—Rates of return on net worth after taxes, by industrial groups, for
selected years 1936—}7, corporations with net income

. 1936-39
Industrial group average 1940 1944 1946 1947

Percent| Percent| Percent| Percent| Percent
All industrial groups. .. ... ... 6.8 7.3 4 121 13.0
Total mining and quarrying. 6.2 6.1 6.2 7.3 12.2
Total manufacturing .. ____ R 8.9 9.9 9.0 12,8 15.0
Food and kindred products. f 8.7 8.4 9.0 16.3 14.8
Beverages_ .- . .......... - 17.8 15,5 12.9 20.1 19.9
Tobacco manufactures - 129 12.7. 8.9 10. 4 10.9
Textile mill products !___ - 7.1 7.6 8.4 20.2 20.6
Apparel and products made {rom fabr - 8.4 9.1 1.7 24.0 19.9
Leather and produets._.. N 7.5 8.1 8.6 17.1 16.0
Rubber produets.._. R 6.5 8.2 10. 5 18.8 13.8
Forest products______._. R 6.3 7.5 8.2 16.1 20.1
Lumber and timber basic products ____. b74.3 6.8 7.6 15.5 22.5
Furniture and finished lumber products. | 27,6 8.5 8.9 16.7 17.0
Paper and allied produets ...___..___._ R 7.1 9.4 7.6 15.0 20. 2
Printing and publishing industries_ - 9.4 9.0 10.9 18.3 16.3
Chemicals and allied products._____ - 11.6 12,5 9.2 15.3 16.3
Petroleum and coal products. . R 4.1 3.8 4.4 5.3 7.8
Stone, clay, and glass products. - 9.3 10. 4 7.7 13.0 14.4
Metal and its products _.____ R 9.2 1.7 10.2 10.4 14.9
Iron, steel, and products._______ .| %26.6 9.4 7.6 9.6 14.1
Nonferrous metil and preduets. .. | 283 11.9 8.4 10.4 14.4
Electrical machinery and equipment. . .______________ 29.2 15.2 12.0 10. 5 17.9

Machinery, except transportation equipment and
electrical ... 28.0 12.2 11.5 11.9 16.1
Transportation equipment except automobiles. 210.3 15.3 14.5 9.7 8.7
Automobiles and equipment except electrical___ 13.3 13.9 9.0 A1 16.8
Manufacturing not clsewhere classified . _ . 10.6 12.0 12.1 16.3 16.5
Other manufacturing ... 210.5 12.5 12.0 17.0 15.3
Manufacturing not allocab 27.6 10.3 12.3 15.1 1.0
Total public utilities. ... __________ - 52 5.4 56 6.3 59
Transportation __ 242 45 60 54 56
Communication ____ | 269 70 65 6 8 54
Other public utilities - 252 5.8 4.6 69 67
Total trade.. .. _.__ - 89 93 10 0 19 7 19.0
Total wholesale | 275 9.6 10.1 209 20.3
Total retail ] 281 89 10.0 19 2 18 4
General merchandise 3___ | 282 89 9.2 17 9 156
Food stores including milk | o291 84 9.0 18 2 181
Apparel ________.___ . .____ 2R 7 10 0 13.3 20.7 16 7
Building materials, fuel, ice 4 253 6.5 7.8 14 6 16 4
Total seyvice. . _.__________________ - 99 99 12.7 190 16 9
Hotels and lodging places__ | ® 51 11.2 13 7 125
Business service_____.___ 14.4 14 2 13 8 21 21 4
Motion pictures.__ ) 99 131 20 8 16 9
Total finance, insurance, real estate, and lessors of real property 51 50 9.2 112 107
Total finance ... ... .. ... .. ... _.__.____. 24.2 5.1 5.7 7.7 65
Total insurance carriers, agents, etc__.._ 9.0 6.5 271 29 7 295
Real estate including lessors of buildings. . | 235 3.7 59 10.3 97
Construction._..__._.__..__..._____._____.._ | 10.6 13.9 109 18.9 20 6
Total agriculture, forestry and fishery.__ .. _____._______.____. 5.6 57 8.0 13.6 14.9

Source: Statistics of Income, pt. 2.

i Including cotton manufactures.

2 Average for years 1938 and 1939 only.

2 Including department, general merchandise, and dry-goods stores, limited-price variety stores, and
mail-order houses.

4 Figures for 1936-39 include lumber and coal yards and exclude fuel and ice.

8 No average.
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TapLE 6.—Rate of return on net worth before and after taxes, by assets size
classes, 1947-50

MANUFACTURING CORPORATIONS

Total assets classes

1947 1948 1949 1950 ¢
Before taxes: Percent Percent Percent Percent
Under $250,000_ . ___________ ... 23.8 15 5 9.8 15.2
$250,000, under $1,000,000. 20.6 23 8 14.1 21.2
$1,000,000, under $5,000,000__ _ 31.2 24.8 15.5 21.6
$5,000,000, under $100,000,000- 28. 4 26 4 17.7 23.6
$100,000,000 and over. _____ . .. .oieeo_o. 20.9 26.1 23.2 27.2
Ota) . - o o eciccaas 25.5 25.6 18.5 24. 8
After taxes:
Under $250,000_._ __._. ... ... 14.3 8.8 4.9 9.6
$250,000, under $1,000,000. 17.0 14. 2 7.8 12 8
$1,000,000, under $5,000,000. 18.5 4.8 9.0 13.2
$5,000,000, under $100,000,000. 17.2 16.1 10.8 14.8
$100,000,000 and over___________ ... ____ ... ____ 13.3 16.9 13.5 17.2
BN Y SRRSO 15.6 16.1 11.7 15.6

1 Second quarter at annual rates.

Source: Federal Trade Commission and Securities and Exchenge Commission, Quarterly Industrial

Financial Report for all United States Manufacturing Corporations.
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TABLE 7.—Corporate net income before taxes, by industrial groups, 1946-49

Averages
Industrial group 1946 1947 1948 1949 3 best
3 best | Years
1946-49 YVears 85 per-
cent of
194649
Mil. of le of Jml of | Mil. of ]uxl of | Mil. of
dol. dol. dol dol dol.
All industries, total .................... $23,464 |$30, 489 (333, 580 $27, 625 $28 865 $30, 665 106.2
re, forestr aud fisheries. .. _._.____ 171 199 194 151 179 188 105.0
Araculture, forestry and T 543 | 1,123 | 1,480 | 1,008 | 1,038 | 1,204 | 1159
Contract construction. 219 389 482 468 390 446 114. 4
Manulacturing oo e eoieeaiiiaiaaen 12,046 | 17,355 | 19,081 | 14,663 | 15,786 | 17,033 107.9
FOOQ - oo e 2,106 | 1,905 | 1,422 1 1,359 | 1,698 | 1,811 106.7
Tobaceo. ... .- 180 200 289 277 237 255 107.6
Textile mill produets. 1,462 | 1,593 | 1,745 762 | 1.391 [ 1,600 | 1150
Apparel.__________ . 512 466 330 218 382 436 114.1
Lumber. - 273 534 516 254 394 441 111.9
Furniture. - 243 287 289 159 245 273 111.4
Paper-o. oo . 583 954 827 554 730 788 107.9
Printing, publishing e 67 635 484 401 548 597 108.9
Chemicals. ......_____....... 1,474 | 1,776 ( 1,927 | 1,678 | 1,714 | 1,794 104.7
Products of petroleum and coal - 964 | 1,708 ( 2,746 | 1,727 | 1,786 | 2,060 115.3
Rubber produets._.._..._..___ - 317 208 190 124 210 238 [ 113.3
Leather - 244 226 169 102 185 213 115.1
Stone, clay and glass products. . 375 460 515 483 458 486 106.1
Iron and steel. . _....__ o.-|41,069 | 1,972 2,434 | 1,878 | 1,836 1 2095 114.1
Nonlerrous metals. . R 396 594 598 309 474 529 111.6
Machinery, except electrical . _ 736 | 1,540 | 1,709 | 1,306} 1,323 | 1,518 114.7
Electrical machinery_ ....._......_..__._. 144 796 790 678 602 755 125.4
Transportation equipment cxcept auto-
mobiles . —34 -7 147 117 56 86 153.6
Automobiles 103 1, 259 1,710 2,112 1, 296 1,694 130.7
Wholesale and retail trade 6,263 | 6,606 | 53156 | 5983 | 6,206 103.7
Finance, insurance, and real estate 1,723 1,675 1,948 2,155 1,875 1,912 103.6
Transportation 561 1,199 1,783 1,317 1,215 1,433 117.9
Railroads_ ... 123 751 | 1,134 656 666 847 127.2
Hiehway passenger transportation . 148 86 80 51 91 105 115.4
Highway freight transportation_. - 93 125 231 206 163 187 114.7
Water transportation___________ 126 179 199 236 185 206 110.8
Air transportation_.._____________________ -2 —40 4 31 -7 4
Communication and public utilities__________ 1,569 | 1,402 1, 520 1,749 | 1,560 | 1,613 103.4
Telephone and telegraph________._________ 338 232 326 400 324 356 109.6
Radio, television____ 59 55 51 50 51 55 101.9
Utilities. 1,172 1,115 1,143 1,299 1,182 1,205 101.9
Services .. 759 671 579 559 642 670 104.4
Hotels 125 115 118 10% 117 119 101.7
DMotinn pictures. 322 240 119 124 201 229 113.9
Amusements 95 64 63 61 7 74 104.2

Source: United States Department of Commerce, Survey of Current Business,
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I'aBLE 8. —Frequency distribution of returns on net worth before and after larcs
of listed corporations, 1939 and 1947

1939 1947

Percent of net profits to net worth t
Before tax | After tax | Before tax | After tax

Number of corporations

Under5percent ... .. 312 357 203 248
5to 10 percent_... 206 253 86 227
10 to 15 percent___ 174 166 159 308
15 to 25 percent. .. 192 171 371 486
25 to 50 percent... 129 83 637 468
50 percent and over._ _ 30 13 374 93

Total . e 1,043 1,043 1,830 1, 830

Percent of total

Under 5 pereent________ .. 20.91 34.23 11.09 13. 56
5to 10 percent..__ 19.75 24. 26 4.70 12.47
10 to 15 percent. 16. 68 15.92 8.69 16. 80
15 to 25 percent_ 18.41 16. 40 20.27 26. 52
25 to 50 percent___ 12.37 7.96 34.81 25. 54
50 percent and over 2.88 1.25 20.44 5.11

Motal i iiiieaias 100. 00 100. 00 100. 00 100. 060

1 Net worth taken as of beginning of year.
Source: Securities and Exchange Commission, Survey of American Listed Corporations.
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CHART 2
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CHART 5
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CHART €
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ExHIBIT 1

CORPORATION INCOME AND ExcEss ProriTs TAX LIABILITIES, 1940-45

This exhibit summarizes the statistical data on corporation income and ex-
cess profits tax liabilities in the period 1940—45, compiled from Statistics of In-
come. It includes (1) a summary of the adjustments to net income and tax
liability due to renegotiation; (2) an estimate of the net yield of the World War
11 excess profits tax, after taking into account the effects of renegotiation, carry-
backs of net operating losses and of unused excess profits credit, respread of
special amortization deductions after the end of the war, and claims for relief;
and (3) a brief discussion of the variations of the wartime income and excess
profits tax among industries and assets size classes. The definitions of terms
used in the text and appendix tables are given on page 12.

I. ADJUSTMENTS OF NET INCOME AND TAX LIABILITY DUE TO RENEGOTIATION

The net income originally reported by all corporations in the 4 years, 1942-45,
totaled $98.2 billion.® As shown in table 1, this total was subsequently reduced
by contract renegotiation to $91.6 billion or by a total of $6.7 billion.* Total tax
liabilities * were reduced from $53.9 billion to $48.9 or by about $5 billion. Thus,
while substantial amounts of profits were recaptured by the Government through
renegotiation, taxes were also substantially reduced. As a result, the net ef-
fect of the renegotiation subsequent to the filing of tax returns, after allowing
for the reductions in tax liabilities, was to increase the Government’s receipts by
about $1.7 billion. This figure understates the total effect of renegotiation, how-
ever, because it does not include renegotiation made currently and reflected on tax
returns as filed.

2 Net income as reported in Statistics of Income has been reduced by th ife i
reserve credit for the years 1942435, ¥ the life insurance

3Figures do not include amounts of renegotiation which were reflected on the original
tax returns as filed.

4 In addition to income and excess profits taxes, total taxes include a sm
«declared-value excess profits tax which is not shown separately in the tnhles.)all amount of
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TaBLE 1.—Effects of renegotiation of war contracts upon reported income and
tares of corporations with net income, 1943-45

[Dollar amounts in millions)

Reduction
Amolglt Amount
reported on after renego- Porcent of
tax returns tiation Amount original
amounts
Totalmet income. .. . . . ___________._.__ $98, 235 $91, 559 $6, 676 6.8
Net income subject to excess profits tax.._._.___. 45,820 39, 208 5 14. 4
Income taX. . . ... _________ 17,353 17, 283 71 0.4
Excess profits tax__ 36, 132 31,393 4,739 13.1
Total taxes_ ... . 53, 860 48, 903 4, 958 9.2

The adjustments made by renegotiation of war contracts were highly concen-
trated among a comparatively few taxpayers and the largest effects were in four
groups of manufacturing concerns. The adjustment affected less than 2 percent
of all corporations. Of the total reduction in net income through renegotiation
in 1944, 71 percent was accounted for by manufacturers of electrical and other
machinery, iron and steel products, and transportation equipment.**

II. YIELD OF THE EXCESS PROFITS TAX

During the 6 years, 1940—45, when the excess profits tax was in effect, the total
net income of all corporate taxpayers was approximately $121 billion, after al-
lowance is made for the effect of renegotiation, and nearly half of this was paid
in Federal income and excess profits taxes. Taxes ranged from 22.8 percent of
net income in 1940 to 55.9 percent in 1944 (table 2).

TaBLE 2.—Nrt income and total taxes after renegotiation of all corporations with
net income, 1940-45

[Dollar amounts in milliong]

Taxes after renegotiation
Net income Est%rgz’;ﬁs
Year after rene- Excess- Ofll)let in-
tiation Income a
g0 t profits Total taxes come
ax tax
140 . . . $11, 203 $2,144 $374 $2, 549 22.8
1941 R 18,111 3,745 3,359 7,168 39.6
21,462 4,298 6, 601 10, 941 51.0
24,928 4,465 9, 238 13,785 55.3
24, 660 4,335 9,374 13,778 55.9
20, 509 4,175 0,180 10, 399 50.7
Total . . 120,873 23,172 35,126 58, 620 48.5

In the peak years 1943 and 1944, the indicated yield of the ordinary income
tax was roughly $4.4 billion and that of the excess profits tax was roughly $9.3
billion. However, these figures exaggerate the relative importance of the excess
profits tax, Since excess profits were not subject to the ordinary income tax, a
substantial portion of the reported excess profits tax merely replaced revenue
that would otherwise have been collected through the regular corporation income
tax.

The approximate amounts that the wartime corporation income tax would have
yielded if it had applied to the entire net income, instead of only to the income
not subject to the excess profits tax, are shown in table 3. These estimates were
made by applying the top corporation income tax rate to the amount of taxable
net income excluded from the income tax base and then adding the actuval in-
come taxes collected.

12 Statistics of Income for 1944, pt. 2.
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TABLE 3.—FEstimated yield of the corporation income taz if it had applied to totg]
corporate net income, 194045

[Dollar amounts in millions]

Net income | Income tax

Year Income tax | after renego- | as percent of
tiation net income

$2,175 $11, 203 19.4

4, R50 18, 111 26,8

7,758 21, 462 36.1

9, 144 24,928 36.7

8 95¢ 21, 660 36.3

7,337 20. 509 35.8

10,218 120,873 33.3

Table 3 shows that for the 6-year period, 194045, the total income tax that
would have been collected if the rates had applied to all corporate net income
is over $40 billion. In the peak years 1943 and 1944, the yield would have been
approximately $9 billion, or about two-thirds of the actual yield of combined
income and excess profits taxes.®

The approximate differential effect of the excess profits tax is revealed by a
comparison of the figures in tables 2 and 3. As shown in table 2, the total war-
time tax yield in the period 194045 was $58.6 million after taking account of
the effect of renegotiation. Since the corporation income tax alone would have
produced $40.2 billion, the yield attributable to the excess profits tax on this
basis was roughly $18.4 billion or $16.7 billion less than the original $35.1 billion
paid as excess profits taxes (after renegotiation).

It is noted, however, that the $18.4 billion estimate does not take account of
the tax-reducing effects of carry-back refunds, relief claims, and the special amor-
tization deductions which were spread back after the war. Consequently, it
still overstates the net yield of the excess-profits tax. It is estimated that these
downward adjustments have amounted to, roughly, $2.2 billion up to June 30, 1950.
If this amount is subtracted from the $18.4 billion figure computed above, the
net vield of the excess profits tax becomes, roughly, $16.2 billion.® (Table 4.)

TABLE 4—Computation of the net yield of the wartime ercess profits tax, 1940-45

Millions of

dollars

1. Total excess profits taxes reported on tax returns afer renego-
tiation___________________ 35, 126

2. Deduct portion of the yield attributable to the regular corporation
income tax_____________________________ —16, 724

3. Equals yield of the excess profits tax before adjustments for
subsequent vefunds___________________________ 18, 402

4. Deduct refunds due to carry-backs, respread of special amortization,
and relief claims *_____ e —2, 200
3. Equals estimated net yield of the excess profits tax?_______ 16,212

! Through fiscal year ending June 30, 1950,
* Not including the additional tax collected as a result of audit.

) Since the total net income after renegotiation for all corporations with net
income amounted to $121 billion, the $16.2 billion net yield of the excess profits

5 The effective rates of income taxes run 3 or 4 percentage points below the top combined
normal and surtax rates in each year. There are several reasons for this apparent dis-
crepancy. Probably the most important is that reported net income includes dividends
received, while approximately 85 percent of these are deducted from net income before
applying the tax rates. In addition, total net income includes incomes, such as partially
exempt interest, capital gains, and income of small corporations, which are not suhject to
the top combined normal and surtax rates. Finally, for some corporations, the net income
of the year is reduced, before the tax rate applies, by the amount of net operating losses
carried over from other years., Each of these items tends to lower the ratio of total tax
to report net income below the full statutory tax rate.

. ‘J]Téle1 amounts of additional tax collected as a result of audit adjustments gre not
included,
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tax an_lounted _to an effective rate of 13.4 percentage points. However, a 13.4-
point increase in the corporation income-tax rates would not have produced the
equivalent of the net yield of the excess profits tax because net income overstates
the actual tax base.” After adjustment for these differences, it is estimated that
the net yield of the excess profits tax could have been raised by an increase of
approximately 14.5 percentage points in the corporation income-tax rates. In
the peak years 1943 and 1944 the additional percentage-point increase in corporate
rates that would have been required was probably closer to 18 percent.®

III. DISTRIBUTION OF THE WARTIME TAXES

The excess profits tax concentrated much of the over-all burden of wartime
corporation taxes on a relatively small proportion of corporations. As shown in
table 5, the number of corporations paying excess profits tax was never as much
as one-fourth the number of all corporation income taxpayers in any of the
6 years 1940-45. The share of total corporation net income which was treated
as excess profits was, however, much larger. In 1943 and 1944, 46.1 percent of
the net income of all corporations was subject to excess profits tax, and for the
whole 6-year period, 38.4 percent of total net income fell within the statutory
definition of ‘‘excess profits.”

These figures indicate that the relatively few corporations with excess profits
accounted for a very large portion of total corporation incomes. Partly as a
result of this concentration of income and partly as a result of the high rate of
tax on excess profits, corporations with excess profits paid, roughly, S5 percent of
the total corporation taxes in the period 1940-45. (See appendix, tables 4 and 5.)

TasLE 5.—Comparison of net income reported by all corporations and by corpora-
tions subject to the excess profits tar, 1940-45

{Dollar amounts in millions]

. L ; . it Income subject to
Corporations with net income | Net income after renegotiation ¢xcess profits tax
v Subjec}ti to excess Corporations sub-
ear profits tax _ ject to excess
All cor profits tax Percent
Total porations Amount of total
number with net Amoun . net
Percent | BCOme Percent income
Number | o rotal Amount | or'total
220, 977 13, 440 6.1 $11, 203 $3, 921 35.0 $912 8.1
264, 628 42,412 16.0 18,111 11, 632 64.2 6, 335 35.0
269, 942 54,002 20.0 21, 462 15,716 73.2 8, 554 39.8
283,735 68, 202 24.0 24, 928 19, 877 79.7 11, 493 46.1
288, 904 55,912 19.4 24, 660 19, 576 79. 4 11,375 46.1
303,019 52, 097 17.2 20, 509 14,132 68.9 7,796 38.0
______________________________ 120, 873 84, 854 70.2 46, 455 38.4

A. Differences among industries

Among the 8 principal industry divisions, the excess profits tax had greatest
effect upon manufacturing concerns and least upon financial companies. As
shown in table 6, 42.2 percent of the manufacturing companies were subject to
the excess profits tax in 1944, and 54.8 percent of the net income of all manu-
facturing corporations was taxable as excess profits. At the other extreme, only
2.7 percent of finance corporations had excess profits tax liability. The relatively
small impact of the excess profits tax on the finance group is explained by the
fact that much of their income took the form of incomes not subject to excess
profits tax.

7 8ee footnote 1. p. 4. .
8The estimate for an individual year cannot be made precisely because refunds cannot

be allocated by tax years.
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TABLE 6.—Percent of corporations and of total met income subject to ercess
profits taz, by industrial groups, for returns with balance sheets only, 1944

P tof Percent of net
ercent of income ac-
corporations [fercent %L'l‘ft counted for
Industrial group subject to ject to excess by corpora-
excess profits rofits t tions subject
tax profits tax to excess
profits tax
Manufacturing - . .o eeiaaes 42.2 5.8 89.2
Public utilities____.....________ 23.5 4.1 86.4
22.0 48.0 81.8
18.3 38.9 72.0
Mining and quarrying.__._.__.__ 16.4 18. 4 53.0
Agriculture, forestry, fisheries__ 16.4 29.8 65.6
Construction. . _..__.___.._.._. 15.3 39.4 66.9
Finance, insurance, real estate._______.___ . ______.___._____.._ 2.7 2.1 8.1
All industrial groups._ ... .o aieaaeen 20.5 4.4 7.5

NoTE.—The percentages are based on net income after adjustment for renegotiation.

Table 7 indicates that the proportion of total net income that was paid in
taxes varied widely among industries, ranging from 32.5 percent for finance
companies to 61.3 percent for all manufacturing taxpayers in 1944. It also
shows that the average effective rates of total taxes for firms which were subject
to excess profits tax were substantially higher in each industry than the effective
rates for the industry as a whole.

TaBLE T.—Effective ratcs of total taxes, by industrial groups 1944

All corpora- | Corporations
Industrial group tions with subject to
pet income excesia[;roﬁts

Percent Percent
61.3

Manufacturing oo 64.5
Trade . ... 57.4 63.7
Public utilities_ ... 55.8 59.1
Construction. ... 51.2 62.6
Service. ... R 51.2 59.7
Agriculture, forestry, fisheries - 47.0 §7.0
Mining and QUAarryIng. .. ________ 42.5 52,3
Finance, insurance, real estate t .. .. ... . _________. 32.5 50.0

All industrial groups. - . 55.9 62.9

1 The effective rates for the finance group were computed on the basis of net income after correction for
bﬁ)th the life-insurance reserve credit and the dividends-received credit since these items are very large for
this group.

Nore.—The effective rates were computed on the basis of net income and tax liabilities after adjustment
for renegotiation.

B. Differences among corporations of different sizes

Differences in the impact of the wartime taxes among corporations of dif-
ferent sizes are shown separately for nonfinancial corporations in tables 8 and
9.° The total wartime taxes were apparently largest as a percent of net income
for corporations with assets of $500,000 to $100,000,000. Corporations with assets
of more than $100,000,000 were affected somewhat less severely, and the burden
on small corporations as a group was comparatively light.

? Financial corporations are not included because they paid relatively little excess-profits
tax. (See tables 6 and 7.)
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TABLE 8 —Percent of nonfinancial corporations and of their total nct income
subject to excess profits tax, by asscts size classes, returns with balance sheets
only, 1944

Percent of net

Percent of Percent of income ac-

corporations total net counted for

Total assets classes subjeet to income sub- | by corpora-
excess profits | jeet to excess | tions subject

tax profits tax to excess

profits tax
Under $50,000_ - - . .. . o eeiiecaoooo 5.2 4.4 19 5
$50,000, under $100,000___ 24.1 18.3 49.5
$100,000 under $250,000 . 43.4 356.3 71.1
$250,000, under $500,000 59.6 48.5 82.5
$500,000, under $1,000,000.. .- 66. 8 53 9 86.3
$1,000,000, under $5, 00() 000 717 57.4 88.5
$5 000,000, under $10,000,000_ 72.1 57.1 89.2
$10 000 000 under $50,000,000. _ 73.2 5. 9 87.8
$50.000.000, under $100,000,000. 77.1 56.5 92.3
$100,000,000 and over. ... eeaaoo 75.2 46.7 89.1
Total i 27.3 50. 4 86.2

NorE.—The percentages are based on net income after adjustment for renegotiation.

Among nonfinancial corporations, with assets of $500,000 to $100,000,000, the
average tax experience was fairly consistent. In 1944, excess profits taxes were
paid by two-thirds or more of these corporations and from 54 to 57 percent of
their net income was subject to excess profits tax. Total taxes amounted to
about 62 percent or 63 percent of income in these classes; and for those paying
excess profits taxes, the effective rate of total taxes was around 66 percent.

TaBLE 9.—Effective rates of total taxes for nonfinancial corporations, returns
with balance sheets only, by assets size classes, 1944.

All corpora- | Corporations

Total assets classes tions with with excess

net income profits tax

Percent Percent

Under $50,000 el 28.1 42.4
$50,000, under $100,000. - __ 37.2 49.2
100,000, under $250,000. ... 48.2 57.0
250,000, under $500,000. . 57.2 62.9
$500,000, under $1,000,000_ __ 61.3 65.7
1,000,000, under $5,000,000__ 63.1 66.6
$5,000,000, under $10,000,000. 62.8 66,1
10,000,000, under $50,000,000.- 62.4 66.0
$50, 000,000, under $100, 000 000 62.0 64.1
$]00 000 000 A0 OVeT . oo ee oo & o e caanns 57.3 60.0
Total e 59.0 63.1

Note.—The effective rates are based on net income and tax liabilities after adjustment for renegotiation,

While three-fourths of largest nonfinancial corporations paid excess profits tax
in 1944, less than half of the total net income of these corporations was subject
to that tax. This indicates that the wartime profits of this group rose less above
their credit for normal earnings than was true of the middle groups.

A relatively small proportion of small nonfinancial corporations paid excess
profits tax, and the proportions of total net income subject to that tax for these
corporations were smaller yet. For example, only 5.2 percent of nonfinancial cor-
porations with assets of less than $30,000 paid excess profits tax in 1944 and
total tax applied only to 4.4 percent of the net income for the group. Among
the smaller corporations, the average tax burden tended to vary directly with
size; percentages of taxpayers and income subject to excess profits tax and the
effectlve rates of total taxes all rose progressively with increased amounts of
assets.

The appendix tables which follow present the information summarized above
in greater detail.
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DEFINITION OF TERMS

Net income is the amount of income reported by the corporation before statu-
tory adjustments in arriving at income subject to normal and surtax. It includes
the full amount of dividends received, Government interest subject to surtax
only, and capital gains, but it does not allow for carry-overs of net operating loss
deductions from other years. For the purpose of these tables, net income, as
tabulated in Statistics of Income, part 2, has been adjusted for the years 194245
by subtracting the net life insurance reserve credits which were treated as dedue-
tions in 1940 and 1941.

Income subject to excess profits tax is the reported adjusted excess profits net
income as defined in Statistics of Income, part 2.

Renegotiation adjustments of net income and taxes include only those war
contract adjustments made after tax returns were filed. Since some adjust-
ments made currently were reflected in the tax returns, the amounts shown here
understate somewhat the total effects of renegotiation.

Excess profits tax is that imposed by section 710 of the Internal Revenue Code,
as amended. For 1942, 1943, and 1944, the amount shown is the eXcess profits
tax liability reported less the credit for debt retirement and the net postwar
refund. For 1945, the substituted 10-percent credit was deducted. The amount
for the years 1943 through 1945 is before the amount deferred under section 710
(a) (5) (relating to abnormalities under section 722) and after any adjustments
reported on returns under other relief provisions. The amount for 1942 is after
both the section 710 (a) (5) deferment and any other relief provisions.

T'otal taxes are the sum of corporation income and excess profits taxes and a
small amount of declared-value excess profits tax which is not shown separately.

(NoTe.—Figures in the tables may not add to totals because of rounding.)

ArpENDIX TABLE 1.—Adjustments of net income and corporation tazes resulting
from renegotiation, 1942—45

[Dollar amounts in millions]

Total 1942 1943 1944 1945
Total number of corporations with net income._.____|__________ 269,942 | 283,735 | 288,904 303, 019
Number of adjustments.__ . _________________________| ... 6,471 5,355 4,167 2,077

Net income of all corporations with net income:
Before renegotiation
After renegotiation___

$98,235 | $23,245 | $27,820 | $26,139 $21,031
91, 559 21, 462 24,928 24, 660 20, 509

Reduction.___.___ . 6,676 1,783 2,893 1,478
Income tax:
Before renegotiation. .. ____________.____________ 17,353 4,338 4,479 4,353 4,183
After renegotiation. . _ 17,283 4,298 4,465 4,345 4,176
Reduetion._____________________________________._ 71 40 14 9 8
Excess profits tax:
Before renegotiation_____________________________ 36,132 7,852 11,261 10, 432 6, 557
After renegotiation___ 31,393 6, 601 9, 238 9,374 6, 180
Reduetion__________________ . 4,739 1,251 2,053 1,058 3n
Total taxes:
Before renegotiation_____________________________ 53, 860 12,256 15,925 14,884 10, 795
After renegotiation. .. 48, 903 10,941 13,785 13,778 10, 399
Reduetion_ .. 4,958 1,316 2, 141 1, 106 EH

Source: Statistics of Income, pt. 2.
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APPENDIX TABLE 2.—Number of returns and net income of all corporations with
net income and of corporations subject to ewxcess profits tax, 1940-45

[Dollar amounts in millions]
ALL CORPORATIONS WITH NET INCOME

Net income after renego-
Number of returns el
tation Income sub-
jeet tf;) excess
Year profits tax
All corpora- | . Corpora- All corpora- | .. Corpora- after renego-
: .- tions subject : o tions subject it
tions with e tions with one tiation
net income | 0€XCESS | rorincome | U0 excess
profits tax profits tax
220,977 13, 440 $11, 203 $3, 921 $912
264, 628 42,412 18,111 11,632 6,335
269, 942 54, 002 21, 462 15,716 8, 544
283, 735 68, 202 24, 928 19,877 11, 493
288, 904 55,912 24, 660 18, 576 11,375
303,019 52,097 20, 509 14,132 7,796
Total ..o 1,631, 205 286, 065 120, 873 84, 854 46, 455
NONFINANCIAL CORPORATIONS WITH NET INCOME
161, 989 112,674 $9,172 * L $777
198, 324 336,012 15,914 3$11,128 2
201, 453 2 19, 743 [©)] 8, 486
208, 779 65, 436 23,039 19, 610 11, 424
206, 067 53, 848 22, 446 19,318 11,307
212, 451 49, 369 17,888 13, 804 7,722
FINANCIAL CORPORATIONS WITH NET INCOME
58,988 1659 $2,031 ® 1§12
66, 304 32,042 2,197 3 $369 ®)
68, 489 2 1,719 ® 58
74, 956 2, 766 1,889 267 69
82,837 2, 064 2,214 258 68
90, 568 2,728 2,621 328 74

1 Excludes consolidated returns.
2 Not available.
3 Excludes returns which did not submit balance sheets, also fiscal year returns filed under the 1940 law.

Source: Statistics of Income, pt. 2.
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ArpENDIX TABLE 3.—Percent of corporations and of total net income subject to
ercess profits tar, 194045

[Dollar amounts in millions]
ALL CORPORATIONS WITH NET INCOME

Percent of
Percent of Percent of net income
corporations net income accounted for
Year subject to subject to by corporations
excess profits | excess profits subject to
tax tax excess profits
tax
6.1 8.1 35.0
16.0 35.0 64.2
20.0 39.8 73.2
4.0 46.1 79.7
19.4 38.0 70. 4
17.2 38.4 68.9
NONFINANCIAL CORPORATIONS WITH NET INCOME
7.8 8.5 O]
18.2 O] 69.9
O] 43.0 ®
31.3 49.6 85.1
26.1 50.4 86.1
23.2 43.2 7.3
FINANCIAL CORPORATIONS WITH NET INCOME
1.1 0.6 O]
3.1 m 16.0
" 3.4 0}
3.7 3.7 14.1
2.5 3.1 1.7
3.0 2.8 12,6

1 Not available.
Source: Appendix table 2.
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ArPENDIX TaBLE 4.—Effective rates of total tares for all corporations with net
income, 1940-45

{Dollar amounts in millions)

ALL CORPORATIONS WITH NET INCOME

Taxes after renegotiation

. Total taxes
Net income
Year after renego- as 0‘;(;3”
tiation Income tax Excess profits Total taxes income

- $11, 203 $2, 144 $374 $2, 549 22.4
- 18,111 3, 3,359 7,16% 30.6
- 21, 462 4, 298 6, 601 10, 941 51.0
- 24, 923 4, 465 9, 238 13, 785 55.3
- 24, 660 4,345 9,374 13, 778 65.9
............................. 20, 509 4,175 6, 180 10, 399 50. 7

NONFINANCIAL CORPORATIONS WITH NET INCOME

$9,172 $1, 955 $366 $2, 351 25.6
15,914 3,463 3,318 2 43.0
19, 743 3,949 6, 555 10, 545 53.4
23,039 4, 060 9,182 13, 321 57.8
22, 446 3, 852 9,316 13,224 58.9
17,888 3, 572 6,120 9,733 5.4
FINANCIAL CORPORATIONS WITH NET INCOME

$2,031 $189 $7 $108 9.7
, 197 282 41 324 4.7
1,719 349 46 396 2.0
1. 889 405 56 464 24.6
2,214 493 58 554 25.0
2,621 603 60 666 25.4

Source: Statistics of Income, pt. 2.
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ArrENDIX TABLE 5—Effective rates of total taxes for corporations subject to
exrcess profits tax. 1940-45

[Dollar amounts in millions}

ALL CORPORATIONS WITH NET INCOME

Taxes after renegotiation

: Total taxes
Net income
Year after renego- asgﬁ:ﬁgm
tiation Income tax Exceiz-groﬁts Total taxes incorae
_____________________________ $3, 921 $917 $374 $1, 317 33.6
- 11, 632 2,424 3,224 5,703 49.0
_ 15,716 ¢ 6, 601 ® @

- 19, 877 3,001 9, 238 12, 302 61.9
N 19, 576 2, 896 9,374 12,317 62.9
_____________________________ 14,132 2,348 6, 180 8, 560 60.6

NONFINANCIAL CORPORATIONS WITH NET INCOME

® ® $366 ® ®
$11,128 $2, 330 3,151 $5, 534 49.7
2 2 6, 555 2) (2)
19, 610 2,932 9,182 12,177 62.1
19, 318 2,833 9,316 12,195 63.1
13, 804 2,267 6,120 8,418 61.0

FINANCIAL CORPORATIONS WITH NET INCOME

............................. ® ® $7 ® @
. $369 $67 41 $107 20.0
A ® ® 46 ® ®
N 267 69 56 125 46.8
B 258 63 58 122 47.3

_____________________________ 328 81 60 142 4.3

1 For 1941, data for fiscal year corporations filing in 1941 under the 1940 law are not available for corporations
subject to excess-profits tax; however, the amounts of income and tax liability for these corporations are
included in the totals for all corporations with net income, appendix table 4.

2 Not available.

Source: Statistics of income, pt. 2.
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ArpENDIX TABLE 6.—Fffective rates of total tazes for all corporations with net
income, by major industrial groups, 194}

[Dollar amounts in millions]

Net Taxes after rencgotiation Total
income taxes as
Major industrial groups after Excess percent
renego- | Income | “XSER | Total | ofnet
tiation tax I t taxes income
ax
All industrial groups. - ... $24, 660 $4,345 $9,.374 | $13,777 55.9
Nonfinancial groups_ ... .. ____________ 22. 448 3,852 9,317 13,225 58.9
Manufacturing_ ... 13, 585 2.193 6, 101 8,326 61.3
Rubber products. ... ______ ... 296 31 176 208 70.3
Electrical machinery and equipment_ _____. 859 93 485 579 67.4
Automobiles and equipment except electrical 300 36 165 202 67.3
Transportation equipment, except automo-
biles - . 1,826 216 992 1,213 66. 4
Machinery, except transportation equipment
and electrical 1,283 167 677 847 66.0
Cotton manufactures. 259 38 131 169 65.3
Other manufacturing. 306 43 152 196 64.1
Iron, steel, and produ 1, 880 284 904 1,192 63. 4
Textile-mill products, except cott 496 79 231 312 62.9
Paper and allied products_ ... .._____________ 397 69 174 244 61.5
Apparel and products made from fabrics. . 250 37 112 152 60.8
Manufacturing not allocable_____.______ 177 29 77 107 60. 5
Beverages. ________.__.___________ - 386 70 162 233 60. 4
Nonferrous metals and their products. 426 70 186 257 60.3
Printing and publishing industries . 575 95 248 345 60.0
Food and kindred products___._. 1,109 219 427 649 58.5
Leather and products..._______ 139 27 53 80 57.6
Stone, clay, and glass products__..___.____ 244 52 87 140 57. 4
Furniture and finished lumber produets..__. 158 30 59 90 57.0
Chemicals and allied products____________ R 1,244 238 459 699 56. 2
Lumber and timber basic products. _ 158 33 46 80 50.6
Tobacco mannfactures._.________ 166 51 29 80 48.2
Petroleum and coal produets___._____.______ 650 187 65 253 38.9
Trade i 3,288 565 1,304 1, 886 57.4
Retail .. ... L. 1,813 301 758 1,069 59.0
General merchandise_ . _________________. 931 128 486 619 66. 5
Apparel and accessories .. _ 234 34 102 137 58.5
Drug stores __.____ .. _____._._._. 53 9 20 29 54.7
Food stores, including market milk
dealers. . __ . . _____. . ________..... 148 33 47 80 54.1
Other ret~il trade. 87 16 27 44 50.6
Filling stations..___... ... 12 3 3 6 O}
Eating and drinking places__ 66 12 21 33 50.0
Furniture and house furnishings_. . 86 21 19 41 47.7
Retajl trade not allocable_ . _______ 40 9 7 17 42.5
Building materials, fuel, and ice 69 16 11 28 40.6
Automotive dealers_._______. 65 15 11 26 40.0
Hardware.__.__.__. - 14 3 2 5 35.7
Package liquor stores_._._______________. 7 1 1 2 28.6
Wholesale . o iaan 1,218 208 479 692 56. 8
Other wholesalers. . _.__._._.._.....____. 1,125 192 449 646 57.4
Commission merchants 92 16 30 46 50.0
Tradenotallocable...___________________..__ 257 56 68 126 49.0
Public utilities. - - - e aeene 4,271 816 1, 565 2,384 55.8
Tronsportation___________._ ... ___...___ 2, 565 423 1,162 1, 587 61.9
Communication . 731 132 211 343 46.9
Other public utilities...__...___.____.___.._. 974 262 192 454 46.6
Construetion_ ... e 162 29 53 83 51.2
Service 621 117 199 318 51.2
Amusements, except motion pictures._.____. 51 7 23 31 60.8
Motion pictures_______ .. ... .. 269 47 100 147 54.6
Miscellaneous repair services, hand trades.._ 15 2 6 8 O]
Other service, including schools_._.____._____ 32 5 11 17 53.1
Business serviee. ... - 79 18 20 38 48.1
Hotel and other lodging places. 104 23 26 49 47.1
Personal service. . ._____ ___.__ - 62 13 12 26 41.9
Automotive repair services and garages. 9 2 1 3 Q)
Service not allocable_.__ ... ____......._._._ 1 ® ® ® O]

See footnotes at end of table.
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APPENDIX TaBLE 6.—Effective rates of total tazes for all corporations with net

income, by major industrial groups, 1944—Continued

[Dollar amounts in millions]

Taxes after renegotiation

Net Total
) income taxes as
Major industrial groups after . percent
renego- | Income E:(ocg:: Total | of net
tiation tax p ta taxes income
X
Nonfinancial groups—Continued
Agriculture, forestry, and fishery...._........... $134 $29 $33 $63 47.0
Fishery e 2 (O] 1 1 ]
Agriculture and services. 129 28 32 61 47.3
Forestry 3 1 [©) 1 [0}
Mining and quarrying__._____._____________.____ 369 99 58 158 42.5
Non-metallic mining and quarrying____.____ 43 10 12 22 51.2
Bituminous coal, lignite, peat, ete. __________ 101 28 20 49 48.5
Crude petroleum, and natural gas produc-
|2« 98 27 1 38 38.8
Metal mining. . .- 110 28 14 42 38.2
Anthracite mining 16 5 1 6 [O]
Mining and quarrying not allocable_ . __ 1 @ ¢)] (O] O]
Nature of business not given._. 17 4 3 6 356.3
Financial groups_. . ___ 2,214 493 58 554 25,0,
Lessors of real property, except buildings._....__ 110 34 12 47 2.7
Real estate, including lessors of buildings. 335 85 17 103 0.7
Finance. . iiieaaeo 1,358 281 11 293 216
Short-term credit agencics, except hank 55 18 3 21 R.2
Other finance companies __.____._______ .- 21 7 2 8 Q]
Long-term credit agencies, mortgaze com-
panics, except banks_.__._____________..___ 6 2 @ 2 [Q]
Banks and trust companies. B 730 108 5 203 2.8
Finance not allocable ... ________ .. 11 3 ® 3 O]
Security and commodity-exchange brokers
and dealers._________.__.__._.____.___._._. 30 7 1 8 O]
Other investment companies, including
holding companies. ... . ._..____. 309 36 )] 36 nr
Investment trusts and investment com-
PAnIeS . .. _..._. 197 11 ) 11 586
Insurance carriers, agents, ete..__._____.._._____. 411 92 18 110 26.8.
Insurance agents, brokers, ete. .. ______._____ 32 8 4 12 37.5
Insuranee carriers. ... ... _.______.._____ 379 85 13 9% 25.%

! Percentages cannot be computed accurately (rom rounded figures.

2 Less than $300,000.
Source: Statistics of Income for 1944, pt. 2.
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APPENDIX TABLE 7,—Effcct_i1~(l rates of total taxes for corporations subject to
excess profits tax, by major industrial groups, for returns with balance sheets
only, 1944

[Dollar amounts in millions)

_ Net Taxes after renegotiation Total
o i income taxes as
Major industrial groups alter Excess percent
rencgo- | Income Jr it Total of net
tiation tax p L(?\x s taxes income
All industrial groups. . ________________.___. .. $19, 441 $2. 880 $9,306 | $12,231 62.9
Nonfinancial groups. ... . .. ... 19, 186 2,817 9,249 12,111 63.1
Manufacturing. .. . ... 12,013 1, 681 6, 050 7,760 64.5
Rubber produets________. ... ... 289 28 176 205 70.9
Electrical machinery and equipment. 824 85 483 569 69.1
Automobiles and equipment________________. 285 32 161 194 68. 1
Machinery, except transportation equip-
ment and electrical ______________________. 1,221 148 674 824 67.5
Nouferrous metals and their produects.. 340 46 182 229 67.4
Other manufacturing. _________._____ 278 34 152 187 67.3
Cotton manufacturing. - 240 32 128 161 67.1
Iron, steel and products. . _.__ 1,634 192 901 1. 096 67.1
Transportation equipment,
mobiles 1,778 206 980 1,190 66.9
Manufacturing not allocable______ 142 18 75 93 65.5
Textile-mill products, except cotton_ . 451 64 230 295 65. 4
Appare! and products made from fabrics. 218 28 111 142 65.1
Printing and publishing industries. . ... 496 71 247 320 64.5
Paper and allied products..______ 360 57 174 231 64.2
Beverages. . .. . _______.__ 335 53 160 214 63.9
Stone, clay and glass products. ______.____ 192 33 87 121 63.0
Furniture and finished lumber products. 129 21 59 81 62.8
Food and kindred products____..___.____ 956 169 420 592 61.9
Leather and produets.....____.. 120 21 53 74 61.7
Chemicals and allied products._ 1, 140 207 457 665 58.3
Lumber and timber products. 20 46 66 56.9
Tobacco manufactures_.______ R 118 33 29 61 51.7
Petroleum and coal produets____..._._______ 351 84 64 148 42.2
Trade. e 2, 63 387 1,297 1,696 63.7
Retail L eea- 1,530 224 785 986 4. 4
General merchandise .________..________ 904 120 485 610 67.5
Apparel and accessories. 195 24 101 125 64.6
Drug stores___._.._...____ . 43 6 20 27 62.8
Fating and drinkine places.____. R 44 7 2n 27 61.4
Other retail trade ... __________._._.__ 58 g a0 33 60.3
Food stores, including market milk
dealers .- 124 26 46 73 5%.9
Filline stations ______ 9 2 3 5 o
Automotive dealers  ____ . 29 5 10 16 55.2
Furniture and house {urnishings. 80 13 19 33 55.0
Building materials, (uel and ice.. 35 7 11 19 54.3
Hardware_ . ... ... . 8 1 2 3 M
Package liquor stores_____..._________.__ 2 ®) 1 1 (t)
Wholesale _ . ... 974 136 476 616 f3.2
Other wholesalers___ . _._______.______._ 906 126 446 577 63.7
Commission merchants. ... _____._..____ 67 10 29 39 58.2
Trade not allocable ______.____... .. - 159 26 i 94 5.1
Public utilities. . . o oo amaaeae 3,679 610 1, 560 2,172 59.0
Transportation_ ... 2,273 320 1, 160 1,482 65,2
QOther public utilities 699 166 190 356 50.9
CommuniCation. - o - - oo eeeeeeeeane 707 124 21 335 47.4
Cons T3 153 ¢ N 107 14 52 67 62.6
serviﬂ;"c ° 439 65 197 262 59.7
Amusements, except motion pictures..._.___ 40 4 23 27 67.5
Miscellaneous repair services, hand trades... 11 1 6 7 (O]
Other service, including schools_ .. _______.__ 21 2 11 13 61.9
Hotels and other lodging places . 56 9 25 31 60 7
Motion pictures - 227 34 99 133 58.6
Business service .__ - 48 9 19 28 5.3
Personal service - 32 6 12 18 56.3
Automotive repair service and garages - 3 ® 1 1 m
Service not allocable _______ .o oo .. 1 ® @ ® O]

See footnotes at end of table.
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APPENDIX TABLE 7.—Effective rates of total taxes for corporations subject to
excess profits tar, by major industrial groups, for returns with balance sheets

only, 1944—Continued

[Dollar amounts in millions)

Net Taxes after renegotiation Total
income taxes ag
Major industrial groups after . . percent
renezo- | Income Erxcff‘eiig Total of net
tiation tax tax taxes income
Nonfinancial groups—Continued
Agriculture, forestry and fishery.__________._.___ $86 $16 $33 $49 57.0
Agriculture and services 84 16 32 48 57.1
Forestry ® ) ® @ )
Fishery 1 @ 1 1 )
Mining and quarrying. ..________________.______. 193 43 57 101 52.3
Nonmetallic mining and quarrying 30 6 12 18 60.0
Bituminous coal, lignite, peat, etc 58 13 20 33 56.9
Crude petroleum and natural gas production . 33 7 10 18 .5
Anthracite mining. 2 O] 1 1 0]
Metal mining .___ e 69 16 14 30 3.5
Mining and quarrying not allocable ® m Q] O] Q]
Nature of business not given._ . _.________________ 6 1 2 4 O]
Financial groups 256 63 57 121 47.3
Lessors of real property, except buildings._______ 50 14 12 26 52.0
Real cstate, including lessors of buildings_ . _ 57 13 16 20 50.9
Finanee ... ... 76 20 11 3 40.8
Other finance companies___________________._ 6 1 2 3 M
Short-term credit agencics, except banks... .. 19 6 3 9 (O]
Banks and trust companies________.___.._.__. 38 10 5 15 39.5
Security and commodity-cxchange brokers
and dealers .____ .. .. ... ____ 3 1 1 1 O]
Other investment companies, including
holding companies..._._.......o..o._.._._.. 8 1 ® 1 12.5
Long-term credit agencies, mortgage com-
panies, except banks_ ... _.___._.______ 1 () (%) @] Q)]
Finance not allocable _______________________ 1 )] (O] 1 O]
Insurance carriers, agents, ete_ .. _____________ 73 16 18 34 46.6
Insurance agents, brokers, ete_.____.________ 14 3 4 7 (1)
Insurance carriers. ... ... ___...._._ 59 14 13 27 45.8

! Percentages cannot be computed accurately from rounded figures.

2 Less than $500,000.
Source: Statistics of Income, for 1944, pt. 2.

APPENDIX TABLE 8.—Effective rates of total taxes for all nonfinancial corpora-
tions with net income, by asset size classes, for returns with balance sheets

only, 1944

[Dollar amounts in millions]

Taxes after renegotiation

I\IIet income thggra’:fts

Total asset classes after rene- Ex of net

gotiation | Income by | Total :
tax profits otal taxes| income
tax

Under $50,000. . ... $338 $76 $14 $95 8.1
$50,000, under $100,000_ 366 75 58 136 37.2
$100,000, under $250,000_ _ 840 144 255 405 48.2
$250,000, under $500,000 . _ 946 152 384 541 57.2
$500,000, under $1,000,000. _ 1,186 194 528 727 61.3
$1,000,000, under $5,000,000._ 3,422 541 1, 606 2,158 63.1
$5,000,000, under $10,000,000___ 1,733 277 808 1,089 62.8
$10,000,000, under $50,000,000_ . 3,913 642 1,790 2, 441 62.4
$50,000,000, under $100,000,000. 1,710 274 785 1,061 62.0
$100,000 and over... ... ..__...__.. 7,804 1,446 3,023 4,472 57.3
Total ... 22,258 3, 820 9, 249 13,124 59.0

Source: Statistics of Income for 1944, pt. 2.
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APPENDIX TABLE 9.—Effective rates of total taxres for nonfinancial corporations
subject to excess-profits tar, by asset size classcs, for rcturns with balance
sheets only, 1944

[Dollar amounts in millions}

Taxes after rencgotiation Total
Net income otal taxes
Total asset classes after rene- as pereent
gotiation | Income Excess- [of net
tax profits Total taxes| income
B tax
Under $50,000_ . _ .. . ___________ $66 $13 $14 $28 42. 4
$50,000, under $100,000. ___________________. 181 29 58 89 49.2
100,000, under $250,000_ . __________________ 597 81 255 340 57.0
250,000, under $500,000_ .. _______________ %0 102 384 491 62.9
$500,000, under $1,000,000. _._______________ 1,023 139 528 672 65.7
1,000,000, under $5,000,000_____.___________ 3, 028 400 1, 606 2,016 66, 6
$5.000.000, under $10,000,000________________ 1, 545 210 R0% 1,021 66. 1
$10,000,000, under $50,000,000_______._______ 3.437 471 1, 790 2, 269 66. 0
$50,000,000, under $100,000,000______________ 1,578 226 785 1,012 641
$100,008;000 and over. . ____________________ 6. 951 1, 146 3.023 4,172 €0.0
Total. il 19,186 2, 817 9, 249 12,111 63.1

Source: Statistics of Income for 1944, pt. 2.

Senator MiLrikiN. May I ask you this end point question? What
you want is $4,000,000,000, is that what you want ?

Secretary SNYDER. We want, under the circumstances, all of the
revenue that the Congress will give us, but at this particular time the
President has suggested, to round out the tax program for fiscal 1951,
and to put it somewhat in balance with the individual and the corpora-
tion and also to try to get at some of these abnormal taxes generated
by the impact of the Korean situation, we would like to try to get
$4.000,000,000.

The CHATRMAN. As we understand it, that is simply providing a new
springboard ?

Secretary SNYDER. Yes.

The CuamrmaN. For the final leap?

Secretary SNYDER. It has no bearing on the ultimate request for ad-
ditional revenue.

Senator Byrp. Have you anything in mind now, Mr. Secretary,
about asking for increased taxes above this?

Secretary Sxyper. No, sir; we have no definition of that yet, sir.

Senator Kerr. You have the knowledge that it will definitely be
asked for?

Secretary S~nYper. There is no question about that. There will be
additional revenue requested.

The CrairMaN. Mr. Secretary, we appreciate your appearance here.
Of course, the members of your staff will be here from time to time.
The committee will not sit this afternoon because of so many unusual
conditions that may arise in the Senate, but we will meet tomorrow
morning at 10 o’clock.

Secretary S~vyper. Mr. Chairman, I appreciate the very, very won-
derful courtesy your committee has shown and I want you to know
that T will be available to come back on call any time you or your
committee would like to have me. The staff will be here at all times.

The CHAIRMAN. We will feel free to call you at any time. I know
you are very busy.

Secretary SNYDER. Yes, but this is important, and I will be glad to
be here at any time.

The Crarrman, We will recess until tomorrow at 10 o’clock.

(Whereupon, at 12:30 p. m., the committee adjourned to reconvene
on Tuesday, December 5, 1950, at 10 a. m.
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TUESDAY, DECEMBER 5, 1950

UNITED STATES SENATE,
ComMMmITTEE ON FINANCE,
Washington, D. C.

The committee met at 10 a .m., pursuant to recess, in room 312,
S((alr}ate Office Building, Senator Walter F. George (chairman) pre-
siding. .

Present: Senators George, Connally, Hoey, Myers, Millikin, Taft,
and Butler.

Also present: Colin F. Stam, chief of stafl, Joint Committee on
Internal Revenue Taxation; and Elizabeth B. Springer, chief clerk.

The CramrMaN. The committee will please come to order.

The first witness we have scheduled this morning is Mr. Beardsley
Ruml of the Business Committee on Emergency Corporate Taxation,
You may have a seat, please, sir. The committee will now be glad to
hear you on this matter before us, which is the excess-profits-tax bill.

Will you please identify yourself for the record.

STATEMENT OF BEARDSLEY RUML, BUSINESS COMMITTEE ON
EMERGENCY CORPORATE TAXATION, NEW YORK, N. Y.

Mr. Romr. Mr. Chairman and members of the committee, you have
before you a printed copy of the testimony. The copy of what I shall
present to you follows the text exactly, except for omissions. The
omissions are made in the interest of saving time.

The Caamman. Very well, Mr. Ruml; you may hand your printed
statement to the stenographer, if you wish it to go in in that form.

Mr. Romr. It is identical.

I am Beardsley Ruml of New York. I appear before you in behalf
of the Business Committee on Emergency Corporate Taxation. This
committee is made up of more than 100 of the leading business exe-
cutives across the country. A number of them are present at this
hearing today. o

I am filing a letterhead of the committee which lists the membership,
its officers and committees, and I believe you will agree that the mem-
bership is broadly representative of American industry and com-
merce. FEach member is a principal of his own company. Each is
personally active in this committee.

(The information referred to above appears at the end of Mr.
Ruml’s prepared statement.) )

This committee does not speak for any single company or industry,
but rather from the experience of businessmen who have lived with

109
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the excess-profits tax through World War II, many through World
War I as well.

We are here because we believe that the kind of defense-emergency
taxes that are imposed now will have a profound effect on our na-
tional production for defense, as well as on our entire future
productivity.

The deep seriousness of our national situation causes consideration
of emergency taxation at this time. The very gravity of the situation
demands that the amount of revenue raised should be adequate and
that the method of raising it should be sound.

We know that any defense-emergency tax will be high. We also
know that we must be prepared to live with high defense taxation
for many years to come. Accordingly, it is imperative that the form
of defense taxation be right, as right as wisdom and experience can
make it.

Our business committee does not argue with the number of dollars.
Whatever amount the Congress decides should come from taxes on
corporate profits, that amount we do not dispute. Our recommenda-
tion here concerns method alone. We are concerned not with how
much, but only with how.

We are certain that greater revenue can be obtained from a sound
defense emergency tax on corporate earnings than will result from any
excess-profits tax. We are equally certain that through effective
procedures for negotiation and renegotiation any undue profits arising
from direct defense expenditures can be recovered.

It is only necessary for me to mention the semantics which pervade-
the whole consideration of the excess-profits tax, and the hysteria
which accompanies it. 'We have all been exposed to the catch phrases,
and if there were merit and substance behind them, this business com-
mittee would not be opposing an excess-profits tax today.

There are those who honestly believe that we need an excess-profits
tax for psychological or for political reasons. But are the people so
swayed by the lure of words, that we may be forced to put a bad law
on the statute books?

Must we let hysteria sweep us along to a wrong result? There can
be no real or lasting advantage in haste for the sake of empty haste,
or in rushing to the adoption of hurtful and mischievous legislation
just because of its possible psychological appeal.

In this frame of reference our business committee recommends that
the excess-profits-tax proposal and principle be rejected, and that in
its place there be levied an across-the-board corporate-profit levy that
will produce as much revenue as would the proposed excess-profits tax,
and as much as it is deemed necessary and desirable to withdraw from
the earnings of business corporations.

Let me set forth briefly the considerations that have led to this
recommendation.

Analysis shows that basic defects exist, and that they are inherent
in the tax.

Senator MiruikiN. Orin any other kind of tax.

Mr. Rumr. These basic defects are two:

1. It is impossible to select a basic level of earnings, above which
additional profits will be defined as “excess” without wholesale in-
equities, damaging restraint on new and growing business, and on new
and growing processes of production.
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2. It is impossible to impose a high marginal rate on a portion of
the earnings of a company without violent distortion of managerial
judgment. What should be a disciplined effort to meet with efficiency
the public’s needs for products and services is transmuted into a skill
in the avoidance of taxation and shrewdness and even carelessness
in the manipulation of business expense. As I shall show later, the
high marginal rate forces even the most prudent management to tax-
begotten judgments which are individually sound, but which in the
aggregate will destroy the free competitive enterprise system of pro-
duction and distribution which has served this country so well and
for so long.

These two basic defects have caused search to be made for methods
of relief, sometimes by administrative relief provisions, sometimes by
exclusions under the law itself. The record as it stands declares the
failure of the relief provisions palliative.

These two basic defects already have forced liberalization of basic
levels and the percentage marginal tax ; but with this liberalization the
revenue disappears, and all that is left is a tax structure still grossly
Inequitable and still perverse in its impact on managerial judgment.

Because of these defects, which are inherent in any excess profits
tax, we must conclude that the problems of devising an acceptable
excess profits tax is insoluble. Accordingly, any excess profits tax
which involves a basic level of earnings and high marginal rates
should be wholly rejected. Alternative methods of raising revenue
from taxes on corporate earnings are readily at hand.

But first, I wish to show briefly the serious dangers (1) in creating
a tax-oriented business management, (2) in imposing limitations on
growth of investment, and (3) in legislating gross and conspicuous
Inequities in a tax system of any kind.

Tax orientation is the consequence of high marginal excess profits
tax rates. Under such rates, to the extent a business is subject to
excess profits taxes, management has two kinds of dollars to work with.
It has cheap earned dollars and expensive earned dollars; cheap
earned dollars are those which, if not spent, will be taxed at high
marginal rates; expensive dollars are those which are taxed at ordinary
rates.

Under the bill proposed by the Ways and Means Committee, the
marginal rate is 75 percent, so the cheap earned dollar is worth 25
cents. The ordinary rate is 45 percent, so the expensive earned dollar
is worth 55 cents, more than twice as much as the cheap dollar.

The creation by tax law of cheap dollars has resulted, and will result
again, in carelessness, waste, and extravagance. The cheap dollar is
demoralizing and breeds waste at every level of management.

Proposals to correct this weakness by a system of Federal inspection
are entirely unrealistic. Such proposals would set up a post audit
of all business expense and a Government agent would be required to
judge after the fact whether an expenditure is to be allowed or dis-
allowed for tax purposes. Since a business manager could only know
the tax consequences of routine actions, risk and enterprise would be
stopped before it began.

The inflationary consequences of Government-induced private
spending have been fully discussed by others and are matters of com-
mon knowledge. What is less well understood is the fact that the
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existence of cheap dollars makes prudent many business activities
that would not be prudent except for the fact that the dollars expended
are cheap. .

The excess-profits tax is therefore not a burden, but a subsidy. It
provides cheap dollars to the profitable and established company,
dollars which can and must be used by a responsible management to
safeguard and to extend the position of such a company against com-
petition. If a competitor is not in excess profits, if it 1s weak in
earnings, or young, or with inadequate capital—in other words, if it
has only expensive dollars in its arsenal, it is a double disadvantage
as against its entrenched rival with tax-created cheap dollars at its
disposal.

The battle for markets, through better service, better coverage, better
inventory stocks—yes, and through better advertising and promotion,
too—will be a battle between the cheap expense dollars and expensive
expense dollars—and the cheap dollars will win because they can
extend farther and can take more risks.

Thus, by reason of the excess-profits tax, the Government will have
created a double standard of dollars with favors going to those who
are already strong. The excess-profits tax is a veritable engine of
concentration, compelling prudent and aggressive business manage-
ment to use wisely its cheap dollars to entrench and to expand. With
Government excess-profits tax cheap dollars, the big will grow bigger
and the small and weak will merge with them, or die.

If this is true, why then does even big business oppose the excess-
profits tax? The reason is that all business wants to avoid putting
tax considerations before market considerations; because when this
happens, competitive enterprise based on efficiency and ingenuity
in serving the public’s demands will have been distorted by artificial
and irrelevant factors which have nothing to do with skill in making
and distributing the things and services that people want.

The second danger in an excess-profits tax is that of imposing limi-
tations on the growth of investment. We must have constantly ex-
panding productivity to serve the requirements of defense prepara-
tions, the needs of a growing population, and an increasing standard
of living. Expanding production requires expanding investment—
more machines, more buildings, more inventory, and all the rest.

The excess-profits tax put serious obstacles in the way of getting
new investment from any of these sources. Additional debt money is
more risky, and more difficult to pay off. Undistributed profits fade
away. New investment of savings becomes unattractive to the people
since the dangers of loss are not offset by commensurate opportunity
for gain.

The excess-profits tax will hold back dangerously the expansion of
American productivity, so needed both for the general welfare and
the common defense.

The third danger, and the last that T shall mention, is that of legis-
lating gross and conspicuous inequities into the tax system.

No tax system will work unless it is largely self-enforcing. The
average taxpayer, individual or corporate, must feel that he is fairly
treated. He must compute and pay his tax as a matter of conscience
and duty, and must believe that by and large other taxpayers are not
privileged as compared to himself.
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_The excess-profits tax is an evil brew of iniquity, exception, exemp-
tion, and privilege. It-will poison the spirit of the taxpaying public.
It will undermine the moral compulsions that make the tax system
of the United States so successful. Even if an excess-profits tax with
all its other defects were needed, which clearly it is not, it should be
rejected in principle on this ground alone—that a tax that is con-
spicuously inequitable will destroy the moral compulsions that are
needed to make any tax system work.

I have already given the recommendation of our committee, that an
across-the-board rate increase should be susbstituted for the proposed
excess-profits tax.

The reasons for such an across-the-board tax may be summarized
as follows:

1. It will be equitable.

2. It will not produce a double standard of dollars, thereby cor-
rupting managerial judgment.

3. It can be made to produce as much revenue now as an excess-
profits tax, and, at the same rates, will produce more revenue as times
goes by. The excess-profits tax will produce less revenue over the
years because of increased managerial skill in the use of cheap dollars.

4. It will be less of a handicap to new investment.

5. And finally, no compelling substantive reason has been presented
as to why an excess-profits tax should be adopted. Both experience
and reason warn clearly against the adoption of this mischievous tax.
What arguments have been made in favor of the excess-profits tax*
The substantive arguments are few and they do not stand up under
examination.

1. Advocates of an excess-profits tax have been denied the inflation-
ary nature of the formula. They insist that surely the incentive for
raising prices is lowered if only 15 or 25 cents of the profit dollar
can be kept.

Such reasoning, often proceeding from lack of managerial experi-
ence, completely 1gnores the place of costs in pricing. Business man-
agers have kept unit costs down in the face of rising wage rates and
other expenses by economical use of materials and services, and by
investment in new machine tools and equipment which cut costs.

The excess-profits tax puts a premium on aggressive bidding for
materials and services to maintain and extend markets. At the same
time, since new investment is not an expense but a capital charge, it
is better business judgment to spend the cheap dollars to maintain the
old and less efficient machinery rather than to risk investment in cost-
cutting new machinery.

2. The Treasury has urged an excess-profits tax in preference to
a flat increase in the corporate rate, because the additional tax should
be “more selective,” and because it should be limited to “taxpayers
with significant defense profits.” To serve the latter purpose, the
$25,000 minimum credit was proposed. This exemption of small
business just as easily could be included in a flat tax increase measure.

The Treasury also seemed to feel that something should be done tax-
wise to level down the earnings of successful corporations. By in-
troducing differential treatment through exemptions and graduated
rates, it thereby proposes to put into effect indirectly the progressive
taxation of corporate income—an issue of grave importance which
has not been a subject of explicit discussion.
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We have contended that the excess profits tax is not equitable. The
Treasury’s proposals and its supporting tables prove that the formula,
purposely discriminates in favor of some and against others—and that
1t is recommended just because it is so “selective.” To the taxpayers,
such selectivity becomes plain discrimination.

3. The public has been led to believe that the excess profits tax can
recover unusual profits arising from the defense effort.

Few people understand the excess profits tax applies to only a small
fraction of profitable enterprise. It does not apply to unincorporated
business; it does not apply to rents and royalties, to personal services,
nor to farmers.

The excess profits tax applies only to earnings which arise under the
corporate form of doing business. Such a tax in World War II was
paid by only 1 out of 60 business concerns.

Since economic activity is generally stimulated by expanded de-
fense preparations, then obviously a tax which excludes individual
earnings and reaches perhaps only 1 out of 60 business enterprises
cannot claim to be either equitable or efficient in recovering a proper
share of profits arising from defense.

Business principals with whom we have been in contact are over-
whelmingly opposed to an excess profits tax in general and in detail,
A substantial number of companies represented on our committee
would be favored rather than hurt by an excess profits tax, at least in
the few years ahead. But in the interest of the general public welfare,
they still oppose the tax as being fundamentally unsound.

Even though the excess profits tax might improve their immediate
current earnings as against an across-the-board tax increase, even
though their bargaining position might be improved against lower-
cost producers, nevertheless they reject this unsound tax measure
that, over a period of years, would wreck our economy. They under-
stand full well that the final answer in our conflict with those who
would destroy our free institutions will be given in substantial meas-
ure by which way of life, which type of economy makes the greater,
the sounder progress in the next decade.

These are the facts. On these facts the excess profits tax should be
forever rejected as bad for America.

We all know the seriousness of the times. You, better than we,
know the desire of the people to be dealt with in frankness and to be
given wisdom and patience in leadership.

In this spirit, we submit our case to you, our elected representatives.

(The prepared statement submitted by Mr. Ruml reads, in full, as
follows:)

STATEMENT OF BEARDSLEY RUML, IN BEHALF OF THE BUSINESS COMMITTEE ON
EMERGENCY CORPORATE TAXATTION

I am Beardsley Ruml of New York. I appear hefore you in behalf of the
Business Committee on Emergency Corporate Taxation. This committee is made
up of more than 100 of the leading business executives across the country. A
number of them are present at this hearing today.

I am filing a letterhead of the committee which lists the membership, its
officers and committees, and T believe you will agree that the membership is
broadly representative of American industry and commerce, Each member is a
principal of his own company. Each is personally active in this committee

This committee does not speak for any single company or industry, but rather
from the experience nf businessmen who have lived with the excess-profits tax
through World War IT, many through World War I as well.
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We are here because we believe that the kind of defense emergency taxes
that are imposed now will have a profound effect on our national production for
defense, as well as on our entire future productivity.

The deep seriousness of our national situation causes consideration of emer-
gency taxation at this time. The very gravity of the situation demands that the
amount of revenue raised should be adequate and that the wethod of raising
it should be sound.

We know that any defense emergency tax will be high. We also know that
we must be prepared to live with high defense taxation for many years to come.
Accordingly, it is imperative that the form of defense taxation be right, as right
as wisdom and experience can make it.

Our Business Committee does not argue with the number of dollars. What-
ever amount the Congress decides should come from taxes on corporate profits,
that amount we do not dispute. Our recommendation here concerns method
alone. We are concerned not with how much-—but only with how.

We are certain that greater revenue can be obtained from a sound defense
emergency tax on corporate earnings that will result from any excess-profits tax.
We are equally certain that through effective procedures for mnegotiation and
renegotiation any undue profits aricing from direct defense expenditures can be
recovered.

It is only necessary for me to mention the semanties which pervade the whole
consideration of the excess-profits tax, and the hysteria which accompanies it,
We have all been exposed to the catch phrases, and if there were merit and sub-
stance behind them, this Business Committee would not be opposing an excess-
profits tax today.

There are those who honestly believe that we need an excess-profits tax for
psychological or for political reasons. But are the people so swayed by the lure
of words, that we may be forced to put a bad law on the statute books?

Must we let hysteria sweep us along to a wrong result? There can be no real
or lasting advantage in haste for the sake of empty haste, or in rushing to the
adoption of hurtful and mischievous legislation just because of its possible
psychological appeal.

In this frame of reference, our Business Committee recommends that the excess
profits tax proposal and principle be rejected, and that in its place there be
levied an across-the-board corporate profit levy that will produce as much revenue
as would the proposed excess profits tax, and as much as it is deemed necessary
and desirable to withdraw from the earnings of business corporations.

Let me set forth briefly the considerations that have led to this recommenda-
tion.

Analysis shows that basic defects exist, and that they are inherent in the
tax.

These basic defects are two:

1. It is impossible to select a basis level of earnings above which additional
profits will be defined as ‘“‘excess” without wholesale inequities, damaging re-
straint on mew and growing business, and on new and growing processes of
production.

2. It is impossible to impose a high marginal rate on a portion of the earnings
of a company without violent distortion of managerial judgment. What should
be a disciplined effort to meet with effiriency the public's needs for products and
services is transmuted into skill in the avoidance of taxation and shrewdness
and even carelessness in the manipulation of business expense. As I shall show
later, the high marginal rate forces even the most prudent management to tax-
begotten judgments which are individually sound, but which in the aggregate
will destroy the free-competitive-enterprise system of production and distribu-
tion which has served this country so well and for so long.

These two basiec defects have caused search to be made for methods of relief,
sometimes by administrative relief provisions, sometimes by exclusions under the
law itself. The record as it stands declares the failure of the relief provisions
palliative.

These two basic defects already have forced liberalization of hasis levels and
the percentage marginal tax; but with this liberalization the revenue disappears,
and all that is left is a tax structure still grossly inequitable and still perverse
in its impact on managerial judgment.

Because of these defects, which are inherent in any excess-profits tax, we
must conclude that the problems of devising an acceptable excess profits tax is
insoluble. Accordingly, any excess profits tax which involves a basis level of



116 EXCESS PROFITS TAX ON CORPORATIONS, 1950

earnings and high marginal rates should be wholly rejected. Alternative meth--
ods of raising revenue from taxes on corporate earnings are readily at hand,

But first, I wish to show briefly the serious dangers, (1) in creating a tax-
oriented business management, (2) in imposing limitations on growth of invest-
ment, and (3) in legislating gross and conspicuous inequities in a tax system of
any kind.

Tax orientation is the consequence of high marginal excess-profits-tax rates.
Under such rates, to the extent a business is subject to excess-profits taxes, man-
agement has two kinds of dollars to work with. It has cheap earned dollars
and expensive earned dollars; cheap earned dollars are those which, if not spent,
will be taxed at high marginal rates; expensive dollars are those which are
taxed at ordinary rates.

Under the bill proposed by the Ways and Means Committee, the marginal
rate is 75 percent, so the cheap earned dollar is worth twenty-five cents. The
ordinary rate is 45 percent, so the expensive earned dollar is worth 55 percent,
more than twice as much as the cheap dollar.

The creation by tax law of cheap dollars has resulted, and will result again,
in carelessness, waste and extravagance. The cheap dollar is demoralizing and
breeds waste at every level of management.

Proposals to correct this weakness by a system of FFederal inspection are en-
tirely unrealistic. Such proposals would set up a post audit of all business ex-
pense and a Government agent would be required to judge after the fact whether
an expenditure is to be allowed or disallowed for tax purposes. Since a business
manager could only know the tax consequences of routine actions, risk and
enterprise would be stopped before it began,

The inflationary consequences of Government-induced private spending have
been fully discussed by others and are matters of cominon knowledge. What is
less well understood is the fact that the existence of cheap dollars makes pru-
dent many business activities that would not be prudent except for the fact that
the dollars expended are cheap.

The excess-profits tax is therefore not a burden, but a subsidy. It provides
cheap dollars to the profitable and established company, dollars which can and
mwust be used by a responsible management to safeguard and to extend the posi-
tion of such a company against competition. If a competitor is not in excess
profits, if it is weak in earnings, or young. or with inadequate capital—in other
words, if it has only expensive dollars in its arsenal, it is at a double disadvan-
tage as against its entrenched rival with tax-created cheap dollars at its
disposal.

The battle for markets, through better service, better coverage, better inventory
stocks—yes, and through better advertising and promotion, too—will be a battle
between the cheap expense dollars and expensive expense dollars, and the cheap
dollars will win because they can extend farther and can take more risks.

Thus, by reason of the excess-profits tax, the Government will have created
a double standard of dollars with favors going to those who are already strong.
The excess-profits tax is a veritable engine of concentration, compelling prudent
and aggressive business management to use wisely its cheap dollars to entrench
and to expand. With Government excess-profits-tax cheap dollars, the big will
grow bigger and the small and weak will merge with them, or die.

If this is true, why then does even big business oppose the excess-profits tax?
The reason is that all business wants to avoid putting tax considerations before
market considerations; because when this happens, competitive enterprise based
on efficiency and ingenuity in serving the public’s demands will have been dis-
torted by artificial and irrelevant factors which have nothing to do with skill
in making and distributing the things and services that people want.

The second danger in an excess-profits tax is that of imposing limitations on
the growth of investment. We must have constantly expanding productivity to
serve the requirements of defense preparations, the needs of a growing popula-
tion, and an increasing standard of living. Expanding production requires ex-
panding investment—more machines, more buildings, more inventory, and all
the rest.

The excess-profits tax puts serious obstacles in the way of getting new invest-
ment from any of these sources. Additional debt money is more risky, and more
difficult to pay off. Undistributed profits fade away. New investment of savings
becomes unattractive to the people since the dangers of loss are not offset by
commensurate opportunity for gain.

The excess-profits tax will hold back dangerously the expansion of American
productivity, so needed both for the general welfare and the common defense.
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The third danger, and the last that I shall wention, is that of legislating gross
and conspicuous inequities into the tax system.

No tax system will work unless it is largely self-enforcing. The average tax-
payer, individual or corporate, must feel that he is fairly treated. He must com-
pute and pay his tax as a matter of conscience and duty, and must believe that
by and large other taxpayers are not privileged as compared to himself.

The excess-profits tax is an evil brew of inequity, exception, exemption, and
privilege. It will poison the spirit of the taxpaying public. It will undermine
the moral compulsions that make the tax system of the United States so success-
ful. Even if an excess-profits tax with all its other defects were needed, which
clearly it is not, it should be rejected in principle on this ground alone, that a tax
that is conspicuously inequitable will destroy the moral compulsions that are
needed to make any tax system work.

I have already given the recommendation of cur committee, that an across-the-
hoard rate increase should be substituted for the proposed excess-profits tax.

The reasons for such an across-the-board tax may be summarized as follows:

1. It will be equitable.

2. It will not produce a double standard of dollars, thereby corrupting mana-
gerial judgment.

3. It can be made to produce as much revenue now as an excess-profits tax, and,
ar the same rates, will produce more revenue as time goes by. The excess-profits
tax will produce less revenue over the years because of increased managerial skill
in the use of cheap dollars.

4. It will be less of a handicap to new investment.

5. And finally, no compelling substantive reason has been presented as to why
an excess profits tax should be adopted. Both experience and reason warn
clearly against the adoption of this mischievous tax.

What arguments have been made in favor of the excess profits tax? The
substantive arguments are few and they do not stand up under examination.

1. Advocates of an excess profits tax have denied the inflationary nature of
the formula. They insist that surely the incentive for raising prices is lowered
if only 15 to 25 cents of the proftit dollar can be kept.

Such reasoning, often proceeding from lack of managerial experience, com-
pletely ignores the place of costs in pricing. Business managers have kept unit
costs down in the face of rising wage rates and other expenses by economical use
of materials and services, and by investment in new machine tools and equipment
which cut costs.

The excess profits tax puts a premium on aggressive bidding for materials and
services to maintain and extend markets. At the same time, since new investment
is not an expense but a capital charge, it is better business judgment to spend
the cheap dollars to maintain the old and less efficient machinery rather than to
risk investment in cost-cutting new machinery.

2. The Treasury has urged an excess profits tax in preference to a flat increase
in the corporate rate, because the additional tax should be “more selective,”
und because it should be limited to “taxpayers with signiticant defense profits:”
To serve the latter purpose, the $25,000 minimum credit was proposed. This
exemption of small business just as easily could be included in a flat tax increase
measure.

The Treasury also seemed to feel that something should be done taxwise to
level down the earnings of successful corporations. By introducing differential
treatment through exemptions and graduated rates, it thereby proposes to put
into effect indirectly the progressive taxation of corporate income—an issue of
grave importance which has not been a subject of explicit discussion.

We have contended that the excess profits tax is not equitable. The Treas-
ury’s proposals and its supporting tables prove that the formula purposely dis-
criminates in favor of some and against others, and that it is recommended just
because it is so “selective.” To the taxpayer, such selectivity becomes plain
discrimination.

3. The public has been led to believe that the excess profits tax can recover
unusual profits arising from the defense effort.

Few people understan: that the excess profits tax applies to only a small frac-
tion of profitable enterprise. It does not apply to unincorporated business; it
does not apply to rents and royalties, to personal services, nor to farmers.

The excess profits tax applies only to earnings which arise under the corporate
form of doing business. Such a tax in World War II was paid by only 1 out of
60 business concerns.
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Since economic activity is generally stimulated by expanded defense prepara-
tions, then obviously a tax which excludes individual earnings and reacheg
perhaps only 1 out of 60 business enterprises cannot claim to be either equitable
or efficient in recovering a proper share of profits arising from defense.

Business principals with whom we have been in contact are overwhelming]y
opposed to an excess profits tax in general and in detail. A substantial number
of companies represented on our committee would be favored rather than hurt
by an excess profits tax, at least in the few years ahead. But in the interest
of the general public welfare, they still oppose the tax as being fundamentally
unsound.

Even though the excess profits tax might improve their immediate current
earnings as against an across-the-board tax increase, even though their bargain-
ing position might be improved against lower-cost producers, nevertheless they
reject this unsound tax measure that, over a period of years, would wreck our
economy. They understand full well that the final answer in our conflict
with those who would destroy our free institutions will be given in substantial
measure by which way of life, which type of economy makes the greater, the
sounder progress in the next decade.

These are the facts. On these facts the excess profits tax should be forever
rejected as bad for America.

We all know the seriousness of the times., You, better than we, know the
desire of the people to be dealt with in frankness and to be given wisdom and
patience in leadership.

In this spirit, we submit our case to you, our elected Representatives,

GENERAL PRINCIPLES

1. The defense program may last for a long time, and, accordingly defense
expenditures may e expected to continue at a high level for a long tiwe, perhaps
10 vears, perhaps more, perhaps less.

2. The tax and fiscal program of the Federal Government must be geared
to a long-titne high level of defense expenditures. The objective is to provide
adequate defense without inflation, to increase the level of taxation to meet the
requirements of a realistic pay-as-you-go budget policy, and to derive the re-
quired revenue with fairness, and in a manner consistent with the system of
political freedom and economic initiative which we are committed to defend.
It is of particular importance that our tax and fiscal program should not handicap
growth and innovation in the American productive system.

3. Business profits must bear their fair share of increased taxation.

4. The excess-profits tax as proposed is unfair and destructive. Any excess-
profits tax that involves taxation, at high marginal rates, of profits over a defined
base, whether it be allowed earnings on invested capital, or the income of a base
period, is grossly inequitable as between taxpaying corporations; it is demoral-
izing to prudent managerial judgment and initiative, and it breeds inflationary
waste and extravagance. Continued over a long period of time, the conventional
excess-profits tax will transform managerial initiative in getting efficient pro-
duction and distribution into a system where tax savings, and not earned profits,
will be the test of business decisions. An excess-profits tax which involves
high marginal tax rates over a so-called normal base should be completely
rejected.

5. Undue profits arising out of defense contracts with the Government should
be prevented by effective negotiation and renegotiation procedures.

6. A defense-profits tax should be adopted to produce such revenues as should
be taken from corporation profits. It should not impose high marginal rates,
nor should it be imposed above a basis point. Concrete suggestions for such a
defense-profits tax have already heen made and give clear evidence that sound
alternatives to the excess-profits tax are available.

7. The committee is interested in the well-being of all business as a proved
effective system of satisfying increasingly the requirements of the country for
goods and services. The committee recognizes that special problems arise in
particular industries and companies, and expects that those special problems
will be presented outside the committee by the appropriate trade association or
other specialized agency. The committee however addresses its attention to the
general welfare of business for the national community as a whole.
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Thomas Roy Jones, president, A'l F Inc.

Arthur W. Kimball, president, United-Carr Fastener Corp.
Frank Klein, vice president, Worthington Pump & Machinery Corp.
M. W. Krueger, treasurer, Raymond Concrete Pile Co.

Siguard S. Larmon, president, Young & Rubicam.

John Lebor, treasurer, Federated Department Stores, Inc.
William E. Levis, chairman executive committee, Owens-Illinois Glass Co.
Harold F. Linder, president, General American Investors Co., Inc.
Grant R. Lohnes, treasurer, National Cash Register Co.

James Rowland Lowe, president, Calaveras Land & Timber Corp.
0. Parker McComas, president, Phillip Morris & Co., Inc.

Glen McDaniel, vice president, Radio Corp. of America.

Robert J. McKim, president, Associated Dry Goods Corp.
Francis J. McNamara, Remington Rand, Inc.

H. N. Mallon, president, Dresser Industries, Inc.

Fred Maytag II, president. Maytag Co.

ward Melville, president, Melville Shoe Corp.

L. R. Mendelson, president, the Hotstream Heater Co.

Don G. Mitchell, president, Slyvania Electrie Products, Inc.
John Morton, vice president, Sincer Manufacturing Co.

C. A. Olsen, president, the C. A. Olsen Manufacturing Co.

J. F. O'Neil], Internaticnal Paper Co.

L. Chester Peet, vice president, Shell Oil Co.

Courtnay Pitt, vice president, Philco Corp.

Philip D. Reed, chairman, General Electric Co,

Jolhin A. Robertshaw, president, Robertshaw-Fulton Controls Co.
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Reuben B. Robertson, Sr., chairman, the Champion Paper & Fibre Co.
J. French Robinson, president, East Ohio Gas Co.

Willard F. Rockwell, chairman, Rockwell Manufacturing Co.
W. J. Rose, vice president, American Gas & Electric Service Corp.
Harry J. Rudick, Lord, Day & Lord.

Herman D. Ruhm, Jr., president, Bates Fabrics.

Beardsley Ruml, New York, N. Y.

J. J. Russell, president, Revere Copper & Brass, Inc.

Louis Ruthenburg, chairman, Servel, Inc.

John Sanderson, vice president, the Sperry Corp.

David T. Schultz, vice president, Raytheon Manufacturing Co.
J. William Schulze, vice president, Bath Iron Works Corp.
Malcolm D. Shaffner, vice president, Saco-Lowell Shops.

S. Abbot Smith, president, Thomas Strahan Co.

Edwin J. Spiegel, vice president, Gaylord Container Co.
Robert C. Sprague, president, Sprague Electric Co.

Frank Stanton, president, Columbia Broadecasting System.
Vernon Stouffer, president, Stouffer Corp.

Frank L. Sulzberger, president, Enterprise Paint Manufacturing Co.
E. W. Taft, treasurer, Olin Industries, Inc.

Robert C. Tait, president, Stromberg-Carlson Co.

R. H. Taylor, president, Florence Stove Co.

Robert R. Titus, president, Synthane Corp.

B. A. TompKkins, Sr., vice president, Bankers Trust Co.

Ralph A. Walch, Green Giant Co.

George Walker, president, Electric Bond & Share Co.

Elmer L. Ward, president, Goodall-Sanford Inc.

M. J. Warnock, treasurer, Armstrong Cork Co.

W. H. Wheeler, Jr., president, Pitney-Bowes, Inc.

Holmes H. Whitmore, treasurer, Jones & Lamson Machine Co.
H. R. Winkle, vice president, Owens-Corning Fiberglas Corp.
Robert W. Wolcott, chairman, Lukens Steel Co.

John C. Wood, president, Brooks Bros.

Joseph S. Young, president, Lehigh Portland Cement Co.
Harry W. Zinsmaster, president, Zinsmaster Bread Co.

Robert W. Johnson, Johnson & Johnson.

James S. Nowlson, Stewart-Warner Corp,

The CramrmaN. Thank you very much. Are there any questions?
If not, we thank you very much, again, Mr. Ruml, for your appear-
ance here, sir.

Mr. Ruar. Thank you.

The Cuarryan. We will next hear from Mr. Leo Cherne of the
Research Institute of America, Inc.

STATEMENT OF LEO CHERNE, EXECUTIVE SECRETARY, RESEARCH
INSTITUTE OF AMERICA, INC., WASHINGTON, D. C.

Mr. Caerne. Mr. Chairman and members of the committee, I am
Leo Cherne, executive secretary of the Research Institute of America,
Inc,, whose Washington ofiices are at 1026 Seventeenth Street NW.,
Washington 6, with headquarters at 292 Madison Avenue, New York
17, N. Y.

The Research Institute of America has, for over 15 years, been an
impartial, objective channel of communication to and from the Ameri-
can business community—over 30,000 businesses, labor unions, pro-
fessional people, and Government agencies are in our membership.

I am here today not to argue for or against an excess-profits levy
or the technical aspects of such a tax—but rather to analyze for your
consideration the business response which a recent institute survey
indicates on the question. It is our thought that these findings may

75900—50——9
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help show this committee what a reasonably typical cross section of
the business community thinks of the various possibilities—and what
the practical operating reactions would be to excess-profits taxation.

I file a copy of the Research Institute questionnaire, believing you
will find it designed objectively and impartially. You will also note
that it specifically takes account of businesses of different size, func-
tion. and taxable income.

(The questionnaire referred to is as follows:)

How Do You VoTE OoN AN ExcEss-ProriTs Tax?

To make your opinion heard in Congress on the desirability and nature of any
corporate excess-profits tax, please fill in and return the following questionnaire
to the Research Institute of America, Inc., 202 Madison Avenue, New York 17,
N. Y. The results of this survey will be presented by the institute to both the
House Ways and Means Committee and the Senate Finance Committea,

1. Assuming that mobilization and the draft continue for years, all taxes will
be raised. So far as corporate taxes are concerned, would you prefer Lo see the
increase in the form of—

—-—_ (a) Higher corporate rates?

———— (b) An excess-profits tax?

———— (¢) A combination of more modest corporate tax and mild excess-
profits tax producing the same yield as (a) or (b) ?

If there will be an excess-profits tax—-

2. Would you prefer the average earnings credit (the measure of normal
profits) to be the average of earnings in:

_~—— (a) The 3 years 194749 ;

———< (b) The 4 years 194649 ;

—_—— {c¢) Any 2 of the 3 years 1947-49;
—=—= (d) Any 3 of the 4 years 194649 ;
———~ (e) Any 4 of the 10 years 1940-49 ;
———— (f) The 4 years 1926-39;

_-—— {(g) Any other?

3. Would you prefer an alternative credit under which normal profits are
measured as a percentage return on invested capital?

(1) No. —___ ; (2) 4 percent ____; (3) 6 percent ____; (4) 8 percent ____;
(5) 10 percent ____.
Should borrowed capital be taken into account—
———— (1) In full, like equity capital?
———— (2) To only half of its value?
_=—— (3) To only three-quarters its value?

Should earnings accumulated after the effective date of an excess-profits tax

be permitted to increase invested capital?
Yes -___;no ____.
4. Do you think an additional credit should be allowed to corporations for new
capital invested after the base period if they—
———~ (a) Use the average earnings credit?
———— (D) Use an invested capital credit?
If so, should be the percentage allowed be—

(1) 6 percent ____; (2) S percent ____; (3) 10 percent ____; (4) 12 per-
cent ____,
5. Should there be a special credit allowance for “growth” companies?
Yes ____;mno ____.
6. Should there be a flat exemption from excess-profits tax?
(1) No ____; (2) $10,000 ____; (3) $15,000 ____; (4) $20,000 ____;
(5) $25,000 ____.
7. Should there be a relief provision for hardship cases?
———~ (1) No.

oy (2) The type of provision found in the World War II excess-profits
ax?

v (3) An alternative normal profits figured on a percentage of the
highest year’s earnings in last 10 years?

--—- (4) An average rate of return on capital invested similar to that
earned by the industry as a whole in the base period?
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———- (5) A specified percentage of dollar turn-over of business during
the taxable year?

8. If you were subject to excess-profits tax, at which tax rate would you be
more inclined to make business expenditures for salaries, advertising, etc., on the
basis of tax consequences rather than business policy?

(a) 50 percent —___; (b) 60 percent ____; (¢) 70 percent ____; (d) 80
percent ____.

9. Should the income subject to excess-profits tax be the income reduced by
normal and surtax with a corresponding reduction in base-period income?

Yes ____;no ____.
10. Should capital gains be included in income subject to excess-proiits tax?
Yes ..__;no ____.

11. Should the tax be made one with normal tax and surtax for administra-
tive purposes, such as sending 90-day letters, limitations, credits and refunds,
ete.?

Yes ___;no____.

Please check the following information about your business before returning

this questionnaire.

Corporation .___; partnership ____; individual proprietor ____.

Taxable income: To $25,000 .___; to $50,000 ..___ ; to $100,000 ____; to $500,000.
———_; over $500,000 ____.

Manufacturer ____; wholesaler ____; retailer ____; service ____; professional

Name (optional) ____________________

Statistically we stopped tabulation after recording some 1,500
replies, since no significant variations in the pattern of response
occurred as we approached that number.

You will be interested to know the composition of the businesses
which responded to our survey. Ninety-five percent of the total group
operate as corporations and the remaining 5 percent as partnerships
and individual proprietorships. Among the corporations, 8 percent
have a taxable income under $25,000; 39 percent have a taxable income
under $100,000, and 53 percent over $100,000. The overwhelming
percentage of those surveyed are in manufacturing—some 55 percent
of the total group—10 percent are wholesalers, 7 percent retailers,
10 percent service, and 18 percent of the total group are professional
people, particularly in the professions of law and accounting.

With this as the background may I now indicate the sentiment of
these business and professional people on the question of whether
there should be an excess-profits tax, and if so, what its characteristics
should be.

1. Assuming that mobilization and the draft continue for years, all taxes will
be raised. So far as corporate tax is concerned, would you preter to see the
increase, whatever the amount, in the form of :

50.50 percent (<) higher corporate rates?

19.00 percent (b) an excess-profits tax?

30.50 percent (¢) a combination of more modest corporate tax and mild
excess-profits tax producing the same yield as (a) or (b)?

If there will be an excess-profits tax—

2. Would you prefer the average earnings credit (the measure of normal
profits) to be the average of earnings in:

13.16 percent (a) the 3 years 194749

11.73 percent (b) the 4 years 1946—49

21.95 percent (c¢) any 2 of the 3 years 1947-49
27.65 percent (d) any 3 of the 4 years 1946-49
18.78 percent (e) any 4 of the 10 years 1940-49
1.73 percent (f) the 4 years 1936-39

5.00 percent (g) any other?
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3. Would you prefer an alternative credit under which normal profits are
measured as a percentage return on invested capital?
(1) No 45.17 percent; (2) 4 percent, 0.63 percent; (3) 6 percent, 4.73
percent; (4) 2 percent, 17.33 percent; (5) 10 percent, 32.14 percent.
Should borrowed capital be taken into account?
80.15 percent (1) in full, like equity capital?
13.87 percent (2) to only half of its value?
35.98 percent (3) to only three-quarters of its value?
Should earnings accumulated after the effective date of an excess-profits tax
be permitted to increase invested capital? Yes, 90.90 percent. No, 9.10 percent.
4. Do you think an additional credit should he allowed to corporations for new
capital invested after the base period if they—
Yes by 55 percent of all answers (@) use the average earnings credit?
Yes by 63 percent of all answers (b) use an invested capital credit?
If so, should the percentage allowed be—
(1) 6 percent, 9.19 percent; (2) S percent, 26.24 percent; (3) 10 percent,
46.31 percent; (4) 12 percent, 18.26 percent.
5. Should there be a special credit allowance for “growth” companies?
Yes, 84.58 percent. No, 15.42 percent.
6. Should there be a flat exemption from excess profits tax?
(1) No, 16.35 percent; (2) $10,000, 5.13 percent; (3) $15,000, 2.28 percent ;
(4) $20,000, 1.90 percent; (5) $25,000, 74.33 percent.
7. Should there be a relief provision for hardship cases?
11.59 percent (1) No.
12.03 percent (2) Satisfied with the type of provision found in World
‘War II express profits tax.
33.33 percent (3) Preferred an alternative normal profits figured on a per-
centage of the highest year's earnings in last 10 years.
25.28 percent (4) Preferred an average rate of return on capital invested
similar to that earned by the industry as a whole in the base period.
17.77 percent (5) Preferred a specified percentage of dollar turn-over of
business during the taxable year.

8. If you were subject to excess profits tax, at which tax rate would you he
more inclined to make business expenditures for salaries, advertising, et cetera,
on the basis of tax consequences rather than business policy ?

(a) 50 percent, 16.85 percent ; (b) 60 percent, 21.71 percent; (¢) 70 percent,
24.95 percent; (d) 80 percent, 36.50 percent.

Senator MrLLirin. What do you mean, “on the basis of tax con-
sequences”? Do you mean pay more wages and salaries?

Mr. Crer~Ne. That is right.  In other words, that there would be a
greater tendency to free expenditure in many areas as a result of excess
profits taxes as the rates rise. The tax consequences of the business
action then takes precedence over normal business judgment in terms
of the same type of expenditure.

And we conclude, incidentally, from that, that it is inescapable
that increased taxation reduces corporate restraint against less essen-
tial expenditures. It is apparent from our survey that even the most
modest excess profits tax will, in a minority of instances, stimulate
corporate expenditure beyond levels otherwise considered prudent.
And as the rate of excess profits tax increases, the volume of such
expenditures will increase. However, it is not until a 70-percent rate
that this inflationary effect becomes marked.

This is the result of the survey we conducted upon our 30,000 mem-
bers.

I would like to point out in addition that the survey was conducted
prior to the consideration of the revenue measure by the House Ways
and Means Committee and, consequently, reflects sentiment prior to
the military events of the last 2 weeks.

Senator MitLIKIN. Were your customers thoroughly advised that
whatever might result in the way of an excess-profits tax hill would
only be a drop in the bucket, so far as the entire corporate tax is
concerned ?
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Mr. CuerNE. Noj; they were not.

_Senator MiLuiin. Would that not be a pertinent factor to be con-
sidered ?

Mr. CrerNE. The first question asked of them in determining their
preferences indicated to them that there would be additional need for
substantial increase in taxation. The alternative presented to them,
assuming a certain number of dollars, whatever the number of dol-
lars required by the Government was, which way would you prefer
to see those number of dollars raised, whatever the number of dollars?

Senator MiLLikix. Assuming that the corporate excess profits tax
takes but a fraction of the earnings of the corporations affected, would
that not have some restraining effect on inflationary tendencies to
which you refer?

Mr. CuerNe. Yes, if it takes only a fraction, that is true.

Senator MiLrLirix. The question is, how big is a fraction?’

Mr. Cuegrne. I think interestingly enough, both the business people
and the professional people responding to the survey made that judg-
ment themselves, since a fairly substantial portion of the group prefer
a combination of a mild excess profits tax and an increase in corporate
rates.

Senator Mrruigrx. Mr. Stam, how much corporate taxes do we
expect to get without giving allowance to the excess profits during
this fiscal year?

Mr. Stam. On the total taxes, you mean?

Senator MiLLigiN. That is what I am talking about.

Mr. Stam. The total figure of all corporate taxes, as to that, I do
not have that figure offhand. T have the total over-all taxes.

Senator Tarr. $12,000,000,000.

Senator Mmuikivn. It 1s $12,000,000,000 to $15,000,000,000%

Mr. StaM. About that.

The CHAIRMAN. About one-fourth.

Senator MiLLikiN. Next year there will be a substantial increase
under any kind of tax bill that will come up. Again, we will have
to say, how much is substantial, but it will be plenty, so that out of
the whole corporate structure you might have from 3 to 4 billion that
might have the potentiality of this inflationary tendency to which
you refer. That might be 3 or 4 billion out of maybe 20 billions, and
it may be considerably more than 20 billion. Do you thing the cor-
porate structure would be distorted because of that element in that
whole picture? )

Mr. Cuerye. You are asking me for my personal judgment rather
than the judgment of those ot the membership of the Research In-
stitute?

Senator MrLLirin. Yes. The reason I ask that is that it is not
clear to me that you have brought it to the attention of your clients
what the total amount of corporate taxes will be. '

Mr. Cirerne. We did not. We placed the hypothesis before them.

Senator MiLLrkin., Which is an element of judgment before giving
any answer to any kind of questions.

Mr. CrerNEe. That was not available to us, and I am not sure that
that is available to the Congress. ‘

Senator MILLikIN. It is not available to the committee, but we
know there will be substantial increases of taxes of all kinds in leg-

islation, probably next year.
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Mr. Cuerne. If it is of aid to the committee, may I suggest that
we will be happy to resurvey the entire group as soon as there is any
determination of even the approximate amount of additional cor-
porate taxation required, and ask them in more specific terms in the
light of this amount of taxation which, in their judgment, would be
the preferred means of raising that amount of required revenue. But
in the absence of the precise figure which is not available to the com-
mittee, we were unable to do more than say, higher taxation, which
would you prefer in order to raise this required revenue, whatever it is.

The CHAIRMAN. Are there any further questions by the members
of the committee? If not, you may proceed.

Mr. CHERNE (reading) :

9. Should the income subject to excess profits tax be the income reduced by
normal and surtax with a corresponding reduction in base period income?

Yes, 73.70 percent. No, 26.30 percent.

10. Should capital gains be included in income subject to excess profits tax?
Yes, 17.11 percent. No, 82.89 percent.

11. Should the tax be made one with normal tax and surtax for administrative

purposes, such as sending 90-day letters, limitations, credits, and refunds, et
cetera?

Yes, 74.89 percent. No, 25.11 percent.

These points of interest should be noted: )

1. In answer to question 1, the percentage of corporations favoring
a straight corporate tax rise increased in proportion to the size of
their income. Of corporations earning under $25,000, only 25 percent
preferred higher corporate taxes exclusively. In the over-$100,000
bracket, 57 preferred the corporate increase with no excess-profits tax.

2. In question 2, there is no one base period for average earnings
which is preferred by any substantial majority. The greatest per-
centage, 27.65 percent, chose any 3 of the 4 years 194649, which cor-
responds to the base period suggested by the Treasury. Once again
there is a marked divergence in preference among corporations fall-
ing into different income brackets. While those earning over $100,000
prefer any 2 of the 3 years 1947-49, those earning between $25,000-
$100,000 chose any 3 of the 4 years 1946-49 while those earning under
$25,000 selected any 4 of the 10 years 1940-49.

3. In question 6, a larger proportion of corporations earning over
$100,000 would be willing to waive any flat exemption, although even
in this income category the majority favors a $25,000 exemption.

4. In question 7, dealing with a relief provision, it is important to
note that all corporations, large and small, are pretty well in agree-
ment on preferring something other than a repeat of section 722.

The CraAIRMAN. We thank you very much,

We will now hear from Mr. Harold V. Bozell, of the United States
Independent Telephone Association.

You may identify yourself for the record.

STATEMENT OF HAROLD V. BOZELL, UNITED STATES INDEPEND-
ENT TELEPHONE ASSOCIATION, LARCHMONT, N. Y.

Mr. Bozerr. My name is Harold V. Bozell. T am a resident of
Larchmont, N. Y. Tam president of General Telephone Corp., parent
company of the largest group of independent telephone companies,
with headquarters in New York, and I am also chairman of the tax
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committee and immediate past president of the United States Inde-
pendent Telephone Association. This association speaks on behalf
of the 5,700 independent telephone companies in the United States
which serve nearly one-fifth of the Nation’s telephones operating
through nearly two-thirds of the 18,000 (approximate) telephone
exchanges, and covering about 60 percent of the geographical area,
of the United States. These companies range in size from small ones
serving 50 or 100 telephones to the largest, having well over 400,000
telephones.

Naturally we appreciate as fully as anyone the necessity for in-
creasing available revenues to the Government at this time. Just as
naturally we feel it is highly essential that any increased taxes be
levied in such a way as to maintain the maximum strength of Amer-
ican industry to do the enlarged job it will have to do and which,
naturally, it desires to do. It looks as if it is going to be a long job,
and that increases the necessity of being sure the tax imposition is
done equitably.

It is our understanding that H. R. 9827 is designed specifically to
impose an excess profits tax, that is, a tax which will skim off, so to
speak, earnings which are considered excess earnings arising from the
present accelerated industrial and economic program although I under-
stand that this committee is properly considering a broader gage pro-
gram as to what is the best and most equitable over-all method of
mcereasing income to the Government under current conditions.

We are not attempting to speak to this broader program but discuss
briefly the relation of the telephone industry, particularly the inde-
pendent segment of that industry, to this particular plan proposed
under H. R. 9827.

Because of the $25,000 exemption, this bill does not affect directly
a large number of the smaller companies in the independent telephone
industry.

Senator MivLigin. What percentage of the companies will be
exempted ?

Mr. BozeLL. I imagine close to 75 percent.

Senator MiLLigiN. How many companies did you say?

Mr. Bozern., Fifty-seven hundred companies.

Senator Mmuuikin., Fifty-seven hundred ?

Mr. Bozerr. That is in number of companies.

Senator MiLLikIN. So that, roughly, there are 4,000 of them ?

Mr. Bozerr., That would, probably, come under the $25,000 class.
That is correct.

Senator Kerr. What percentage of the total volume does that
represent ?

Mr. BozeLr., That is less than half; in other words, as I say here,
because they are all part of the Nation-wide organization.

But because they are all part of the Nation-wide interconnected
and integrated telephone network, their ability to do their job is
dependent on the health of the entire industry.

Senator MILLIKIN. Are they interstate or intrastate?

Mr. BozeLL. They are engaged in interstate communication. They
are subject, however, to the States. They are subject to the regula-
tions of the Federal Communications Commission only if they own
lines that go across State lines or connect with companies under com-
mon ownership that go across State lines.
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Senator MiLLikiN. Thank you very much for that explanation.

Mr. BozerL. And their ability to get new capital along with the rest
of the industry, which I will mention shortly, is affected by the public’s
attitude toward telephone securities as a class. At the other end of
the scale in this group of independent telephone companies are over
250 which have annual gross revenues of over $100,000—the largest
one having gross revenues of more than $20,000,000 with a plant invest-
ment of over $90,000,000—and collectively these 250 companies consti-
tute well over half of the independent segment of the industry.

Senator MiLuikin. How many are subject to interstate regulations
of the large companies?

Mr. BozeLr. There are about 85.

Senator MiLLikIN. About 85 in number?

Mr. BozeLL. Yes.

In 1941 the telephone industry had a fair amount of cash on hand
it had substantial plant margins with which to render additional
service and its demands for capital during the period of World War II
were accordingly relatively small. Today while the telephone com-
panies serve a much greater number of telephones and have a much
larger toll network, their plant, because of the pent-up demand at the
end of the war and the new demand since the war, still continuing
is overloaded—there is actually a plant shortage—and the continual
demands for capital to construct additional plant are staggering.

Senator MiLLiKIN. Are the materials available if you have the
money ?

Mr. BozerL. They are available, quite extensively. There has only
been 15 percent cutback in copper so far and, probably, some in
aluminum.

Senator MiLLigIN. There will be a cutback in that as the mobiliza-
tion proceeds, will there not ¢

Mr. BozerL. Yes, sir.

Senator MirLikIiN. So you will have a real problem, even if you
have the money, of getting the equipment: is that correct?

Mzr. BozeLr, That is correct, but during the last war, the War Pro-
duction Board saw the essential necessity of allowing those materials
to go where it felt the economy would demand it, that there be com-
munications services. And, of course, the defense, the Government,
demands the services, and they must all be part of the same system.

These demands come not only from business and residential cus-
tomers, but they also come and will come in an increasing amount from
war industries and direct military and Government requirements.

Mr. CuernE. One thing we know about is the radar screen around
the United States which calls for a tremendous increase in telephone
expense. We have to contact those. They are in out-of-the-way

laces.
P Mr. Bozerr. This telephone plant must all be integrated into one
system—it cannot be segregated into separate categories—because to
be most useful every telephone must be able to connect with every
other telephone.

And there 1s only one source from which the funds to meet this
plant demand can be obtained and that is from the public by the sale
of securities, in which there must be a substantial amount of common
stock equity.
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Senator Kerr. What percent of the total of communications, speak-
ing ?from the standpoint of telephone, is the group represented by
you?

Mr. BozeLL. One-fifth of the entire telephone industry is independ-
ent—one-fifth in number of telephones, two-thirds in number of
telephone exchanges, and over 60 percent of the area.

Senator Kerr. All right, thank you.

Senator MiLLikIN. How do you measure the groups? By the num-
ber of calls, or by the size?

Mr. BozeLL. By the number of telephones installed. That is the
unit used in the industry.

Senator KeErr. Are the statements you are making to us with refer-
ence to your segment of the industry applicable, generally, to the
entire industry ?

Mr. BozeLr. Essentially. this is applicable to the entire telephone
industry. We are all alike. We are all part of the integrated system.
We are all connected. We live alike. Our characteristics between the
independents and the Bell are almost identical.

Senator Kerr. The demands for expansion apply both to you and to
them about equally ?

Mr. Bozerr. Yes; as a matter of fact, the telephone company which
18 growing fastest in the United States 1s this largest independent tele-
phone company that I mentioned which encireles the city of Los
Angeles. And all of the growth in Los Angeles, in that area, the
larger proportion of it, grows in the environs and around those cities
than it actually does in Los Angeles.

Senator Kerr. You do not think that is any finer a city than a
number of others that are served ?

Mr. BozeLL. No, sir; it merely happens it is growing; it happens
to be growing faster. For instance there is one place in our area where
there are 17,400 houses being built in one tract simultaneously, and
they all want telephones.

Any tax plan which would do other than result in sufficient earn-
ings to attract this capital is bound to be a disservice to the country
by the hobbling effect it would have on the industry to do its job.

Some people quesion why cannot regulated telephone companies
finance their requirements as do many other industries, namely, by
retained earnings. The answer is that the total annual earnings avail-
able to most telephone companies are but a small part of the annual
capital requirements, and this will be true for some time to come, under
any conditions we can foresee. For example, in the case of one large
unit, the annual new cash requirements for the past 2 or 3 years have
been about 10 times the total annual earnings accruing to its common
stock. Therefore, as I have stated before, these companies must be
able to continue to attract capital, and that is the basis on which they
are regulated. The one significant feature of the Supreme Court’s
decision in the well-known Hope Natural Gas case is that regulated
utilities must be allowed enough earnings, after all taxes, to attract
purchasers of their securities on a fair and equitable basis to present
holders as well as to the new purchasers.

Senator MiirLikiN. How are they usually financed? By equity
financing, indebtedness, or how do they finance?

Mr. Bozerr. The usual capital is not to exceed 50 percent in bonds.
That is too high. We ought to be below 40 percent in the telephone
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industry. And the rest is equity. Sometimes preferred stock is used.
Practically all of them have from 30 to 40 percent of common stock.
We have had to go too far into debt during this time, that is, the
whole industry has, because we have not been able to attract the equity
capital necessary in this postwar period of increasingly high costs.

Senator Kerr. Would you give us the increase in debt percentage
as to that?

Mr. Bozerr. The Bell System statistics show something from 30
percent below to 50 percent.

Senator Kerr. That 30 percent was in what year?

Mr. BozerL. 1945.

Senator Kerr. In 1945. What would you say would be the figures
applicable to your segment?

Mr. Bozerr. In our particular system, the largest group of inde-
pendents constituting about one-sixth of that, we were about 50 per-
cent before the war, and we still are. That is as high as you can go.
We have had to sell equity capital on a diluting basis, because that is
the only way we have been able to get capital.

Senator Krrr. You mean the market will not take the debt securi-
ties when the 50-percent factor is exceeded, as a general thing?

Mr. Bozern. That is perfectly true. It would be dangerous to do so.

Senator Kegrr. Is there any of that brought about by reason of the
rulings of regulatory bodies?

Mr. BozeLL. Yes, some commissions want to hold us to 40 percent.
None of the commissions like to go over 50 percent. It just is not
proper in this type of an industry to have that much. We are an
mdustry of such heavy investment, with four or five dollars of invest-
ment per dollar of gross, that that investment has to be done on a
conservative basis, because slight variations in the level of earnings
would have distinctly negative effects on the whole earning sitnation.

Senator MrLLIkIN. Is it not true that the higher your indebtedness,
the more in jeopardy is your equity ?

Mr. Bozrrn, Yes.

Senator MiLLikIN. Therefore, you dry up the equity market while
you increase your jeopardy through indebtedness?

Mr. Bozerr. That is exactly right. That is what we have been con-
fronted with since the war, because of the lag in getting rate increases.

Senator MizrigIN, Isthere any figure you can give us on the amount
of interest you pay on your fixed indebtedness, that is, your people?

Mr. Bozerr. We are paying around 3 to 314 percent. Some of the
smaller companies pay 4 percent.

Senator MiLLIkIN. Are some of the smaller companies on a coop-
erative basis?

Mr. BozeLr. There are 60,000 of the little cooperatives in the rural
districts, in addition to ours.

Senator MiLLIKIN. You are not talking about them in your sta-
tistics?

Mr. Bozerr. I am not talking about them. You see, they bring
their lines into the commercial telephone switchboard. THey own
their lines. We do the switching for them, and charge them the
switching service. They do now own switchboards. They consist of
anywhere from 10 to 30, or 40, or 50 members who build little toll lines
in the farming communities, and bring them in to us.
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Senator MiLLIKIN. You finance your indebtedness on the basis of
3 and 314 percent?

Mr. BozeLr. Three and three and one-half percent.

Senator MivLixiN. Do you make general distribution of those
bonds?

Mzr. BozeLLn. Yes.

Senator MiLLIKIN. Do you sell them to a few purchasers?

Mr. Bozrrr. Both methods are used. There are public offerings of
bonds, and, also, the insurance companies are increasingly buying
them. During the past 8 of 10 years the independent telephone secu-
rities have come into their own as senior securilies in the institutional
markets.

Senator MiLLixix. How about your equities? Where do you dis-
tribute those?

Mr. BozeLr. They are distributed to the public through registra-
tion.

Senator MrLuxiN. Do you have any difficulty in distributing them ?

Mr. BozeLr. Yes, these days, because the earnings have not been
coming along fast enough.

Senator MirLikix. What is the scale of your dividends that are
paid on your equities?

Mr. Bozerr. Those dividends are paid anywhere from 6 to 8 per-
cent, but it takes, according to testimony even of adverse witnesses
before our commissions, 12 or 13 percent earnings on this equity with
thisktype of a capital structure to get people to buy these common
stocks.

Senator MirrixiN. Do you have difficulty in selling your common
stocks when they pay 6 or 8 percent ?

Mz, Bozer. Yes, sir.

Senator MrLLigiN. I would be very much interested in having a
little more information on the distribution of the equities.

Mr. Bozerr. Many of these companies are small, and the distribu-
tion is local, I mean, regional. My own company, the General Tele-
phone Corp., is listed on the New York Stock Exchange with some
17,000 stockholders scattered all over the country. When we offer
common stock, it is through registration statements, the same thing
with the Peninsula Co., serving Tampa and St. Petersburg, Fla.
Likewise with the Lincoln Telephone & Telegraph Co.

Senator MiLLikIN. Is it widespread distribution, somewhat similar
to the larger companies?

Mr. Bozerr. Yes; as wide as you can get. It is Nation-wide. It is
underwritten by the usual banking groups. The Rochester Telephone
(%10. is the largest city served by an independent, and that is marketed
that way.

b Senatﬁr Tarr. How far is it financed by rights to stockholders who
uy ¢

Mr. BozeLr. A good deal. All of our common stock financing has

been handled by rights to stockholders.

Senator Tarr. They take up most of it ?

Mr. Bozerr. It has been taken about 75 percent of it recently, but
we have had to offer stock which has a book value of $35 at $25 because
of the earnings situation being not enough to bring it up. It has had
to be a bargain to get them to take it.
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Senator MicuikiN. Later on you will tell us how you think an ex-
cess profits tax can be constructed so that it will protect ; may I assume
that?

Mr. Bozerr. That is my purpose here.

I might emphasize at this point that so far as the independent seg-
ment of the industry goes, we can well anticipate even greater migra-
tion of industry and its accompanying population to the more scat-
tered and smaller communities, the large majority of which, as I have
said before, are served by independent telephone companies. And
this will place even greater demand on them for telephone plant and,
therefore, capital.

Now all telephone companies are regulated so that there earnings
are limited to the minimum requirements necessary to attract this
additional capital. Telephone companies do not expect large earn-
ings, but they do expect and need and must have a continuation of the
level of earnings necessary to attract this capital. Since World War
1I, because of the rapid mecreases in operating costs and in cost of
equipment and because of the necessary time consumed in the pro-
cedure of obtaining regulatory authority to increase rates, there has
been a time lag on increasing their prices to maintain their earnings.
Their rate of return has therefore been abnormally low during this
period.

Now what has this to do with the proposed tax bill H. R. 98277
The House Ways and Means Committee has properly recognized that
regulated industry has special characteristics. and in section 446 it
has tried to meet these. But just as I predicted to the members of that
committee on November 15, they have found it a difficult if not an
impossible task to write provisions which can practically measure
those earnings of a regulated telephone company above which addi-
tional earnings, if any, would be excess. We have conscientiously
worked on this thing for years, and every avenue of approach, to
try to find an answer leads to the inevitable conclusion that there
are no excess earnings since the companies are all regulated to earn
no more than their minimun requirements of obtaining additional
capital. Any way one tries to define base earnings for determining
any excess earnings leads inevitably to those earnings not by regula-
torv authorities as a minimum.

Secretary Snyder in his statement yesterday seemed to think that
such a position as this, even such a position as taken by the House
Ways and Means Committee itself, was fully improper.” We believe
he is in error and feel certain that he does not understand the peculiar
characteristics involved. We feel just as certain that, if he would
take the time to study this situation with us, we could convince him
that any other answer than to recognize that these companies do not
have excess profits and should, therefore, be included in the act as
exempt corporations in section 452, is bound to impose on some of
these regulated telephone companies a tax on at least part of what
their regulatory commissions and what sound economy must con-
sider normal earnings. The excess-profits tax of World War 11,
while it used different percentages, was much like this proposal
without section 446, and there were many cases in which it did just
that thing, namely, to tax, as excess profits, part of the normal profits
of regulated companies. As a matter of fact, during World War 1T,
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and in response to a letter from the California Public Utilities Com-
mission to this committee, in the fall of 1942, we, the independent
industry, developed a third alternative method, which embodied the
principle that there could be no measure of excess earnings until
after normal tax and surtax, and the then staff of the Treasury De-
partment expressed agreement with the principle and said that had
been their own philosophy when they started on the problem in 1940.
Had the war not ended, and likewise the excess-profits law, I believe
some such third alternative method would have been adopted. This
principle is now properly included in section 446.

We sincerely feel that the position taken by the National Associa-
tion of Railroad and Utilities Commissioners, composed of both the
National and State regulating commissions, before the House Ways
and Means Committee on November 15 is a sound one, namely, that
regulated industry should be exempted because the State and Fed-
eral regulatory machinery keeps these earnings, as I have said before,
at ghe absolute minimum necessary for them to do the job they have
to do.

If, however, Congress decides to impose a so-called excess-profits
tax on regulated telephone companies if it does so on other corpora-
tions, then the effort must be made to draft provisions which are
equitable. The present section 446 does not do this for at least two
reasons.

Senator MrLLIKIN. Are there exceptions?

Mr. Bozerr. Exceptions to what?

Senator MiLLIKIN. Do any of these companies have abnormal
large profits that are not caught by the regulating machinery ?

Mr. BozeLL. We believe not. We have not been able to find any
at all. We do not conceive how they can happen. If people use the
telephone more, what that causes us to do is to have to make more
investment in our central office equipment, because it takes more
switches to do the job. Commissioner Hesse, chairman of the Mary-
land Public Service Commission, and former dean of the law school
of the University of Maryland, is, I understand, to appear as your
first witness on Thursday, and he looks at the thing from the stand-
point of the regulating authorities. He can speak with more au-
thority than I can on that. But so far as we can find out, we cannot
conceive of any, because the regulating commissions always are in
the position to make any adjustment that is necessary.

The Crarrman. Do all of the regulating commissions fix a rate, or
do some of them simply say that you proceed until objections are
raised, either that your rate that you are fixing is confiscatory or un-
reasonably high?

Mr. Bozer. The procedure is different at different States. In some
States you file a rate and you collect it, if the commission does not
object, as you say. Normally, they do. And, therefore, they go
through the machinery of discussing it. Sometimes in the smaller
companies, they may look at the thing and find that it is not out of
reason, so far as they can estimate it, and there is no objection from
the community. And they let them go into effect. In other States you
have to apply to be able to earn a certain amount of money. The
various State laws differ on that.
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The CraIRMAN. You do not have an absolute, uniform earning rate
recognized by all of the commissions in all cases?

Mr. Bozerr. No.

The Caarrman. But the House bill does give you 6 percent ?

Mr. Bozerr. Yes, sir,

The Cramrman. How is that done? Let me ask you practically,
have you looked at that bill?

Mr. BozeLL. Yes, sir.

The CrHamrman. Have you looked at it carefully enough to know
what that is, on the basis of your book assets?

Mr. Bozerr. That is not, as I point out here, on the basis of the
adjusted basis of the Treasury Department.

The Cuairman. The tax report.

Mr. BozerL. The tax report, absolutely.

The Cramryan. It would make a big difference?

Mr. Bozein, That was the punitive thing that the California Com-
mission called to your attention in 1942 when they pointed out that
16 of the largest companies in California were being punished. The
Pacific Gas & Electric and the California Southern Edison Co., to
them were two identical companies in size and rate of return and so
forth, but the Southern California Edison, because of its adjusted
basis

The CHarMaN. I did not know you were coming to that. I was
curious to know from reading the act just how it was going to work.

Mr. Bozrrn., That is what we question, sir.

Senator MiLrikix. Was there not a difference under the earlier act;
you only get 50 percent on your borrowed capital?

Mr. Bozerr. That is correct. Section 446 corrects that, sir.

Senator MiLLiIN. In a word, you are not satified with the provision
as it is now in the House bill ?

Mr. BozerL. No, sir.

Senator MiLnixin. You will make suggestions for its improvement?

Mr. BozerLr. Yes, sir.

In the first place, the basis upon which the earnings are measured
hefore taxes is not realistic as 1t is entirely different from the basis
on which the regulatory commissions themselves reach their conclu-
sions.  Quite generally the minimum basis used by the commissions
in judging their results, although they may follow differing pro-
cedures to conform to the various Federal and State laws, is the total
capital investment—borrowed capital, equity capital, and retained
earnings—as shown on the books of the companies.

01_1e of the leading accountants thinks all commissions ought to regu-
late it so that you earn your carrying charges on your senior securities
enough to keep the common stock selling 15 to 20 percent above pal2
in the market, so that the stockholders will take up their rights, as
Senator Taft suggested. ’

Senator MicLixin. May I ask Mr. Stam a question, please?

The CaamyaN. Yes. ’ )

Senator MILLIKIN. How much revenue do thegr expect to get from
the telephone companies under the proposed bill?

Mr. Staym. I think they feel that this present 6 percent minimum
exemption will reduce the revenue to a very small fioure

Senator MrLLikin. To what? =
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Mr. Stam. I do not know that we have that. I do not have the
exact figure, but they do not expect to get very much out of the whole
utility group with the 6-percent credit which they allow after normal
surtax.

Mr. BozeLr. They recognize that one whole day was devoted before
the House Ways and Means Committee with about 15 or 20 different
witnesses for the industry to that subject. And, I think, they were
convinced that it does not occur, and they are trying to adopt this law
to recognize that fact thoroughly. I just think they have missed the
point technically on how to do it.

All of these books are kept according to Standard Classifications of
Accounts required by the commissions, both State and Federal. On
the other hand, the provisions of section 446 of H. R. 9827 would
require the use of the “adjusted basis” of the utility’s assets minus its
liabilities, and such *adjusted basis,” of the Treasury, for most regu-
lated utility companies is

Senator MriLLIkIN. Isthere any showing of any excess profits, as far
as this utility field is concerned ?

Mr. Stax. You mean in World War II?

Senator MiLvixin. Right now.

The Cramman. Before the House committee, he means.

Mr. Stam. The figures that were presented would indicate that in
many cases, as this gentleman just pointed out, where the later return
would be more than 6 percent, running around, say, up to 7, and 1
think you said &, you have seen cases where it was around 7, and I
believe the average was supposed to be about 614 or somewlere in
that neighborhood, so that that little excess over the 6 percent, 6 being
the usual rate fixed by many of the commissions, the excess over that
would be the excess profits that we are talking about.

Senator MiLLigin., What they are really trying to reach is what
the commissions do beyond a certain point/?

Mr. Stam. That is right.

Senator MirLikiN. Did anybody regard it as an important prob-
lem, something that had to be dealt with in this kind of a law?

Mr. Stam. The only point was that they felt that in view of the
fact that all of the business corporations in the country were going
to be subject to an excess-profits tax on a certain armount in excess of
their return, that the average rate that is fixed by the utilities ought
to be, at least, the guiding post, so far as the law is concerned, and
that was the theory back of it.

Senator MILLIKIN. No one claimed that it would involve a great,
substantial sum of revenue, one way or the other?

Mr. Stam. No, indeed.

Mr. BozerL. As Commissioner Hesse will point out to you, I am
sure, as he did to the House committee, one objection to the 6 percent
is that there is actually a variation in the amount of return, neces-
sary variables being geological, and the size of company, and so forth.
The Supreme Court of Vermont, for example, recently handed down
an opinion. A certain water company contended they had to have an
8-percent return on the basis that they were using at that point.
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The difficulty is that this percentage of return is upon different
bases in different jurisdictions. Sometimes it is fair value, as in Mich-
ican; reproduction cost in Ohio; original cost to the Federal Power
Commission, and so forth. And those percentages set forth in the
order are not, therefore, the actual percentages which result upon the
company’s own investment, ) ]

Senator MILLIkIN. Do you claim there is any difference in the prin-
ciples involved between your type of utility and other types of utili-
ties?

Mr. Bozern., Yes, sir. I think you will find universal acceptance
of the fact that the telephone industry is a more volatile industry than
the power or light or water companies, or the railroads.

Senator MrLigix. But the basic principles?

Mr. Bozerr. The basic principle is the same. It is purely a question
as to what is necessary, what is the relative risk. We have a very much
larger labor cost element in our operations, somewhere around 60, as
against some of the others. You can easily stop long-distance calls.
And people will take out telephones, where they will not stop power
and water, as was found out in the last depression.

Continuing with my statement: On the other hand, the provisions
of section 446 of H. R. 9827 would require the use of the “adjusted
basis™ of the utility’s assets, minus its liabilities, and such “adjusted
basis,” of the Treasury, for most regulated utility companies is, because
of the nature of origin of that basis, lower than the eapital of the com-
pany as shown on their books of accounts. This, in itself, as pointed
out to you by the California Utilities Commission in 1942, penalizes
certain companies and is destructive of their credit, and is certainly
no basis for a true measure of what are necessary and normal earnings,
to use as a basis of determining excess earnings. We feel definitely that
the base should be redefined.

To use section 446 as now written or to use the alternate sections 435
or 436 would mean that a great many companies would pay excess-
profits taxes for the years 1950 and 1951 even though during those
years the regulatory commissions are finding that the companies do
not have sufficient earnings to maintain financial stability and are
granting increases in rates.

For example, the largest independent. telephone company in Illi-
nois, whose rates are such that it will earn only 5 percent on its capi-
tal for 1950, and which has on file with the Illinois Commerce Commis-
sion at this time an application for additional rates, would have to
pay a so-called excess-profits tax on its earnings for 1950, even though
1t has done financing and declared dividends and had other financial
operations based upon those earnings which are thus retroactively
taken away.

With respect to retroactivity, by the way, if any telephone company
1s thus penalized, because that is what it would be, there is no way it
can recover. Incidentally, in 1943 or 1944, this committee adopted
and proposed an appropriate amendment to the Internal Revenue
Code, and in wording it, the Treasurv Department inserted a retroac-
tive clause. As I recall it, Senator Lucas and Vice President—then
Senator—Barkley, spoke forcefully about the inequity of such retro-
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2ctivity, and spoke so effectively that the Senate killed the retroactive
eature.

In addition to this “adjusted basis” being an improper base, we feel
definitely that experience shows that in the teleplione industry, to ob-
tain the amounts of equity capital which it is continuingly necessary
for us to obtain, the 6 percent upon this capital is demonstrably too
low. As T said to the House Ways and Means Committee, we believe
that it should be 7% percent, and we think we can prove that to you.
We have to compete 1n the open financial markets for this new capi-
tal, and that market determines what earnings we require to sell our
securilties.

If excess-profits taxes in line with the formula proposed were
enacted, even with a redefinition of the invested capital base, many
telephone companies would have to pay excess-profits taxes on earn-
ings which their commissions consider either normal or subnormal—
the latter demonstrated by the commissions’ granting increases in
rates—and these taxes would have to be included in still further rate
inereases in rations which are rather startling. For each additional
$1 of necessary net income to the telephone company, there will have
to be an increase of $4 to the telephone user and this would still further
increase the amount of the excise tax.

The telephone user is already almost the most highly taxed customer
of any business—certainly of any business as essential as a utility
service. Of the dollar he pays for telephone service, from 25 to 30 per-
cent goes to direct corporate and excise taxes. To have to increase
this tax upon telephone service still further, and particularly to the
degree which would be necessary, is a demonstrably large inequity.

Senator MrLrigin. What does the average fellow pay for his tele-
phone service ?

Mr. BozeLr. It runs anywhere—well, in our system, around $70 a
year, up to $100 a year.

Senaor MrLIgIN. What would be a fair average?

Mr. Bozerr. That includes toll service, as well, business, and every-
thing, and that also includes this tax.

Senator MiLLikin. How much would the proposed bill increase the
telephone charge?

Mr. BozeLr. Mr. Hesse testified before the House Ways and Means
Committee that to use a sort of measure and to limit telephone and
other utilities to 6 percent would probably increase the utility bill of
the country over a billion dollars without any excise taxes. You
will find that that is the testimony before the House Ways and Means
Committee on November 15.

Senator Tarr. You mean that was the application of the whole
bill without this exemption? ) )

Mr. BozrrL. Yes, that was, if you used the proposal without section
446.

Senator Tarr. That is, to public utilities in general ¢

Mr. BozrLn. Yes. As was pointed out in some recent cases here,
even with the present just corporate tax of the old 38-percent variety,
every time we had to have an extra $500,000, the customer had to pay
$800,000, and he had to pay 15 or 20 percent on top of that for the
excise tax. The thing snowballs in a tremendous volume.
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In enacting legislation to increase national revenues, we do not be-
lieve that the way to do it is to enact an excess-profits tax law which
would tax the normal earnings of regulated industry. We believe
the only safe way to prevent this inequity, which would materially
hobble these companies in doing the job they have to do——

Senator MirLixin. Under the proposed bill, how much would the
telephone bill of the user be increased ¢

Mr. BozeLr. It has been impossible for us to measure that quickly,
sir.

Senator MrmLikiN. Do you have a rough figure ?

Senator Tarr. Some companies would be entirely exempt, would
they not?

Mr. BozrrL. Some companies would not have to pay any tax under
this. It all depends upon the adjusted basis that will be in the Treas-
ury Department.

Senator MiLLIEIN. You have no estimate?

Mr. BozerL. 1 do not have one, I am sorry. I do not know whether
the Bell System has one or not.

Senator Miruikin. The telephone user, unless he is in business, does
not get a reduction for his telephone expense ?

Mr. Bozewr. No; nor for the excise tax he gays on it.

Senator MiLrikin. Unless he is in business?

Mr. Bozerr. Unless he is in business; correct.

Continuing with my statement: We believe the only safe way to
prevent this inequity, which would materially hobble these companies
1n doing the job they have to do, is to recognize that they do not have
excess profits, and so draft the act. But if these companies are to be
included as corporations subject to the excess-profits tax, then we
believe that the retroactive feature should be dropped and that section
446 should be written more realistically.

I understand that today we have the opportunity to submit to you
certain further information to support this with specifics.

The Cuuamrman. We will be glad to have it for the record. You may
do so.

Are there any further questions? If not, thank you very much,
Mr. Bozell. You may furnish additional information and statistics
for the record.

Mr. Bozerr.. Thank you.

(The supplemental information, when received, will be placed in
the committee files.)

The CratrmaN. We will next hear from Mr. Royal Little, of Tex-
tron, Inc. You may proceed, Mr. Little.

STATEMENT OF ROYAL LITTLE, TEXTRON, INC., NEW YORK, N. Y.

Mr. Lirtee. In order to save time I have filed with the committee
a statement which I will not read. I will speak from the charts, instead,
if I may, please.

The CHairmaN. Yes, sir. You filed the statement with the com-
mittee ?

Mr. Litrie. I filed the statement with the committee.
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I would like to make this summary of the recommendations, which
1 am going to make.

In the first place, I would like to go on record as saying that I am
against an excess profits tax in principle. However, being a practical
businessman, I realize that we probably are going to get an excess
profits tax, and I would like to bring before you for consideration a
type of excise profits tax which I feel would be fair.

This is entitled: “Plan for a Fair Excise Profits Tax To Become
Effective January 1, 1951.”

1. The taxpayer should be granted an option, at the time of filing
the return, to calculate the excess profits tax credit, in either of these
ways:

(@) Invested capital: A flat 12 percent of invested capital, with all
indgbtfdness with a maturity exceeding 1 year included as invested
capital.

bi) Base period earnings: 100 percent of average earnings for the
best three of the four years 1946-49.

All earnings in excess of the credit to be taxed at 75 percent rate.

2. Complete esemption of the first $100,000 of earnings for all cor-
porations regardless of size, with a provision to prevent duplication
of exemptions by corporations under common control.

3. Basic normal and surtax rates to remain as they are, but taxpayer
electing either invested capital or base period earnings method of
figuring excess profits tax credit should be subject to a minimum
over-all tax rate of 5214 percent.

4. The 2 percent penalty for filing consolidated returns should be
eliminated.

5. An adequate renegotiation law should be passed to take excess war
profits out of business.

6. Relief provisions such as sections 721 and 722 should be elimi-
nated, thus relieving the Bureau of complicated administrative
detail and possible future refunds.

7. Include a simple automatic relief provision for hardship cases.
The taxpayer should have the privilege, to be exercised 1 year before
the date for filing his return, of waiving his right to calculate his
excess profits tax credit under 1 (¢) or1 (), and of agreeing instead to
pay an excess profits tax equal to 20 percent of his total normal and
surtax for the year, or an over-all relief rate of approximately 54
percent.

Under the above proposal all taxpayers will fall into one of the
following categories: )

1. Complete exemption under the $100,000 exemption.

2. Minimum 5214-percent over-all rate under either invested capital
or base period earnings method of computing excess-profits tax credit.

3. Up to a maximum 75-percent rate under invested capital or base
period earnings method of computing excess-profits tax credit, for
taxpayers not electing special relief rate.

4. Special relief rate of approximately 54 percent over-all.

This plan will permit every taxpayer with any known type of hard-
ship situation to obtain a special relief rate of only 114 percent above
{he minimum rate by a declaration of intent 1 year in advance of the
tax return filing date.
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Any taxpayer who fails to take advantage of this special relief rate
will have no one but himself to blame should his earnings for the year
exceed expectations and his over-all tax rate exceed 54 percent.

In order to show some background I would like to speak for a few
minutes from the charts, if Imay.

Senator Kerr., Will it be shown what this proposal of yours would
produce ?

Mr. Lirree. That will be shown in the charts.

Senator MirLigiN. Would your opinion of the subject be the same
if we knew there would be a substantial increase in the regular cor-
porate rates, say, next year?

Mr. Lirrie. Yes, sir, 1t would, because this plan could be adjusted
merely by changing the minimum rate under the excess-profits tax,
and the other rate, and the whole thing could be moved up without
disturbing the basic principle. '

Senator MiLLikiN. You would contemplate doing that in the event
that you had a substantial increase ?

Mr. Lirrie. That is correct. The provision is made, so that just
those percentages would have to be changed within this framework.

Here is a chart which I do not think anyone else has ever prepared.

(Chart 11is as follows:)
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Mpr. Lrtrie. This shows very graphically the disadvantage of the
excess-profits tax theory. This is under World War II rates. The
assumption is that a corporation has $1,000,000 excess-profits-tax
credit, and this is figured on a cash basis with no allowance for post-
war refund.

Here you have the percentage of earnings retained after taxes,
charted against the number of millions of dollars of earnings for the
corporation. You see, under that provision all of this area is taxes
and this is retained earnings, and here is what happens: On your first
million, the corporation retained 62 percent, but just as soon as you
got to the edge of this precipice and you had the problem of would
you expand your operations, you were faced with this dreadful drop
here where the retained earnings immediately dropped from 62 to 5
percent on the cash basis. You could not pay for plant expansion with
your postwar refund.

Therefore, I have reduced this strictly to a cash basis. And it
meant that you had what I called an area of no incentive, which goes
up some 3.8 million dollars, if you have a million dollars before you
get up to a plateau where you would retain 20 percent again.

This I call the “area of limited incentive,” but that jog in the tax
law, as it was passed before, caused many, many corporations to stop
short of the precipice, because if they spent another nickel on plant
expansion they dropped off the cliff and could not possibly get their
money back.

Now, I will show you how long it would take to pay back after taxes
for plant expansion under that tax law.

I next refer to chart 2.

(Chart 2 is as follows:)
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Mr. Lirrie. Here is the same corporation with a million dollars
excess-profits-tax credit. We will assume that a corporation on new
plant could earn 20 percent before taxes on this new plant and new
machinery. If they are in the fortunate position of being within
their first million dollars, they get the money back after taxes of 814
years, but the minute they get beyond that point it would take them
100 years to get that money back after taxes. And that is even with
20-percent earnings before taxes.

Then after you go up here to 3.8 million, you then get your money
back after 25 years.

That shows the fallacy of excess-profits taxes.

Senator Tarr. What was the figure that affected that 3.8, the over-all
limit, or something ?
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Mr. Lirree. That is your over-all limit of 80 percent. You see,
you run into the over-all limit of 80 percent and then you get in
this area, but in this area, which is 3.8 times your base, you are just
in this morass of hopelessness where you cannot afford to spend a
nickel for plant expansion.

Senator Kerr. That was with reference to World War 117

Mr. Lirire. Yes. I have the charts on the present law.

Next I shall refer to chart 3.

< :
(Chart 3 is as follows:)
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Mr. Lrrrie. Under the House of Representatives plan you keep 55
Ppercent.

Senator MiLLIKIN. Does that preceding chart work merely on excess
profits, or does it take the whole corporate picture into account?

Mr. Lrrree. It takes the entire tax.
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Under the present plan, on this chart 3, you keep 55 percent. Then
you drop here to keeping 25 percent. I have not figured the point
at which you keep 33 percent as a result of the 67 percent over-all rate.
That takes a little complicated algebraic formula. When this line
comes up again, this will come up under the new tax, under the 67-
percent over-all rate. So you then keep 33 percent, but there again
will be one of those gaps of no incentive and then back up.

I will show you how that works again on new plant expansion.

I will next refer to chart 4.

(Chart 4 1s as follows:)
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Mr. Lirrie. Here again the corporation earns a million dollars a
year. It has a million a year tax base and can earn, say, 20 percent
before taxes.
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On the first million, as long as its expansion is within its first million-
dollar base, you get your money back in 914, years, but the minute you
go over this it will take 20 years, today, under this bill, to get your
money back. And unless you can qualify for a certificate of necessity
I think you will find that 1t would be very diflicult to get corporations
to expand and produce more goods, to knock down this inflationary
trend, if they have to wait 20 years after taxes to get that money
back on any plant expansion. That is a very important point. There
will be a jog here again. ' ]

Senator MiLLikiN., Would your point be modified if we had general
controls? )

My. LirtLe. Again you have the same problem if you have gen-
eral controls. And they want more production in certain industries
where they cannot get the certificate of necessity. The company that
1s at this point would still be faced with having to wait 20 years to
get the money back on this new machinery. )

Senator MiLLixiN. When you get to the point of general controls,
part of the theory is to repress certain types of production and
expansion ?

Mr. Litree. Yes.

Senator MiLLixiN. And in theory you overcome the area of need
with the special certificates?

My, Lirree. Yes.

Senator MrLLikiN. That you are talking about ?

Mr. Lirrie. My answer to that would be that we should do that
through control regulations and not through the tax law.

I shall next refer to chart 5.

(Chart 5 is on p. 147.)

Mr. Lrrree. This shows the over-all effective rate that corporations
will have to pay under the new law.

This is the average over-all rate related to the number of times your
tax base, again percentage over-all tax, and here is once, twice, three
times your tax base. You start off with 45 percent. If you double
the tax base of earnings your average over-all goes to 60, three times
65, and then up to four times where you level out at the 67 percent
maximum over-all rate.

Senator MirLikin, If thereisa fallacy in your chart, you are assum-
mg that it is “business as usual.” When you get into over-all controls
and start in to full mobilization, you will not have business as usual,
and business that is not connected with the defense effort; in connec-
tion with that, will there be that same incentive to expand when there
is no assurance that they can either get the material to produce the
goods or sell them after they produce them?
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10

5
WUMBER OF TIMES TAX BASE EARMED

67.0

65,0/

60.Q

House Of Representatives Excess Profits Tax Proposal
AVERAGE OVERALL TAX RATE

5.0

o

RELATED TO NUMBER OF TIMES TAX BASE EARNED

OVERALL
TAX PERCENT

0

o o o o o -3 [ o
] © ~ © - 2 o 5] - °

Mr. Larree. In the last war there was considerable expansion in
industries over than war industries. There are many industries that
expand, and I think you will find that the administration’s incentive
will be to cause many of the essential industries of the country to
expand, and to produce more goods rather than letting the inflationary
pressures press against your controls and cause black markets, and
so forth.

I shall next refer to chart 6.
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(Chart 6 is as follows:)
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Mr. Lirrie. Under the House of Representatives’ proposal this
chart shows, going back to 1946 and 1947 and 1948, and estimated next
year, about where your corporate dollar goes in the earnings before
taxes.

This is the area that goes to normal taxes and surtaxes and retained
earnings are in this area. This is in billions of dollars.

I have estimated 40 billions for 1951, and if you get 314 billions in
excess-profits taxes here you will get $18,000,000,000 in normal taxes
at your 45 percent rate.
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That shows that actually the excess-profits tax is a small portion
of the total and, therefore, it might reaé)ily be changed to some other
form of taxation.

Senator MiLLirIN. I was suggesting a while ago that perhaps we
introduce a certain exaggeration into the whole case when we consider
the relation of this particular tax to the whole corporate tax picture
which we are coming in to.

Mr. Lirree. Yes. My chief objection to the excess-profits tax theory
is that it is most unfair to many small and growing concerns, and no
matter how carefully those hardship provisions are drawn for relief,
the way they are in the present bill you cannot possibly conceivably
take care of every single case. That 1s why I have come up with this
simple, automatic provision.

I shall next refer to chart 7.

(Chart 7 is as follows:)

CHART VII.——Cmnpqrison of additional net corporate tuxr revenue under House
of Representatives excess profits tax proposal and alternate proposal

HOUSE OF REPRESENTATIVES EXCESS PROFITS TAX PROPOSAL

Additional gross taxes to be received ... ____.____. ... ___. e $3, 400, 000, 000
Less: 10 percent for estimated furuture relief refunds. . .- . 340, 000, 000

Additional net taxes to bereceived____________ ... ___ . _________.._._. 3, 060, 000, 000

ALTERNATE PROPOSAL BASED UPON $40 BILLIONS TOTAL CORPORATE NET
INCOME IN 1951

Estimated te;n;;l;ngs subject Tax rate Taxes
(1) $10,000,000,000.___________ 5214 percent (minimum excess profits taxrate) . ___.___._. $5, 250, 000, 000
(2) $20,000,000,0001__ | 54 percent (reliefrate). . __ . ._......... 10, 800, 000, 000
(3) $10,000,000,000_______.__._ 58 percent (estimated average rate for nonminimum cor- 5, 800, 000, 000
porations electing either invested capital or base period
earnings).
Total tax under new excess profits tax. . ______________________________._.__.... 21, 850, 000, 000
Less: tax on $40,000,000,000 at 45 percent______._.__. e e eicem e m el 18, 000, 000, 000
Additional gross taxes to be received.______ ... 3, 850, 000, 000
Less: Estimated future relief refunds. ... .. ___._ ... [
Additional net taxes to bereceived. . __ ... .. 3, 850, 000, 000

1 Since relief rate must be declared by taxpayer 1 year before filing date, real hardship cases only will elect
this method. Most borderline corporations would take regular excess profits tax options upon filing and pay
an average of more than 54 percent if earned rather than commititng themselves 1 year in advance to the
54-percent relief rate.

Mr. Lirree. This shows the comparison of what the House of Rep-
resentatives’ bill would do, and what the proposal I am making would
do.

Incidentally, I am figuring here about three billion four. Iam put-
ting in, which I think you will have to consider, 10 percent for esti-
mated possible relief funds. Of course, it may be that you will finally
pass a bill without 722 or 721. So there is no possibility of refunds.

Under the present act I notice there are some possibilities that you
will have to make refunds. So I put this in to show that this may
only net, after refunds, $3,000,000,000. Then, taking the proposal
that I have made, I have estimated that $10,000,000,000 of corporate
earnings would be subject to the 5234 minimum rate, which would
bring 1n 514 billion. That 20 billion of earnings would apply for the
54 percent special relief rate.
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And, really, to lay it on the line 1 year in advance that they will pay
that 54 percent rate which would bring in ten billion eight, and then
there would be many corporations who would be borderline cases who
would say, “But we would rather pay more than 54 percent, if we
earn it, rather than to declare 1 year in advance that we will pay
54 percent. So many of them would pay substantially more than 54.
I have estimated possibly 58 percent that would bring in five billion
eight.

gThat brings in $21,850,000,000 total taxes less $18,000,000,000 from
normal and surtaxes, leaving $3,850,000,000 from excess profits taxes.

So this plan, in my opinion, would bring in more revenue than the
House bill and would eliminate every single form of hardship that you
can think of.

The only fellow who would be hurt would be the one who did not
take advantage of the relief provision of advising the Internal Rev-
enue Department 1 year in advance of tax filing date that he would pay
54 percent and waive irrevocably for that year his rights to elect either
the invested capital or base period earnings credit.

Senator Tarrt. About the first item of 5214 percent, is that on the
theory that everybody pays 5214 percent? You have a general in-
crease of 714 percent.

Mr. Lirrre. That is on the theory that everybody pays 5214 percent.

Senator TArT. So it is a combination of an Increase in corporate tax
and an excess profits tax that you are proposing?

Myr. Lrrre. Exactly. In other words, I started my statement by
saying that I was against excess profits tax in principle, but here is the
combination of the two which, I think, would be fair. One reason I
am against excess profits tax the way it has been worked in the past,
is that too many large companies get a free ride and do not pay 1 cent
extra tax toward this defense program. That cannot be permitted
the next time.

I shall next refer to chart 8.

(Chart 8 is as follows:)

CHart VIII.—Examples of hardship cases resulting from House of Representa-
tires cxcess profits tax proposal

Estimated income
Percent of
carnings
Company Excess | Subject to | 1TOt81taX | hovable
Total profits tax |excess-profits in taxes
credit tax
Blousemaker In¢_ .. ________..__._ $200, 000 $59, 700 $140, 300 $132, 090 86
Competitor. ..o 200, 000 170,000 30,000 99, 000 49.5
Evelyn Pearson Ine. ... ... . 200, 000 48, 950 153,050 134,000 67
Competitor._. ... . 200, 000 170,000 30,000 99, 000 49.5
Nashua Textile Co - 500, 000 46, 200 453, %00 335, 000 67
Competitor.__ 500, 000 425,000 75.000 247, 500 49
Lonsdale Co.__ ... 2,000,500 377,800 | 1,622,000 | 1,340,000 67
Lonsdale Co. (usinz base of predecessor
COMPANTY) - e 2,000,000 | 2,056, 58% 0 9n0, 000 45

Mr. Lirree. We have several situations where we have helped peo-
ple set up businesses to take over divisions of our company that we
formerly operated.
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Textron last spring decided to go out of the apparel business and
confine itself to the manufacture of fabrics. In that spring period
the directors authorized us to set up several of the division managers
in business, if they put in $100,000 or $150,000 of equity capital. So
we now find ourselves in the position where we have taken back notes
for over $2,000,000 from these small concerns against their inventories
and plant, when we had no thought of excess-profits tax then in mind.

We now find that Textron has over 2,000,000 tied up in notes re-
ceivable. These small companies which have been set up and in which
we have no further interest, except as a creditor, it now looks to us
under the present tax laws as though it will be almost impossible for
them to pay off those obligations when they become due.

We have a situation like this : Blousemaker, Inc., which should make
$200,000, and under the new tax law set-up they will have to pay
66 percent of their earnings in taxes, but the fellow across the street
who makes exactly the same kind of blouses, with the same sales force,
the same styles, and the same sized plant, because he has base-period
earnings, that is, a good tax base, will pay 49.5 percent. Blouse-
maker is not profiteering. They are charging exactly the same price
for the same service. Why should they pay that tax premium over
their competitor?

The same is true in this loungewear company where they have been
set up and started in business. They will pay 67 against 49.5.

Then there is the case of the Nashua Textile Co. Textron purchased
the Nashua Manufacturing Co. some years ago. Two years ago when
we curtailed our operation we set up, by giving credit to these people,
a company which would take over some of the looms and make some
of the fabrics which we no longer wanted to make. That preserved
jobs for some 400 people in the community. We backed them to the
extent of some $450,000 in notes for plant and inventory. They put
up $100,000, which they raised in their community. We haveno equity
interest whatsoever. That company still owes us a lot of money.
Under this provision they would pay 67 percent against 49 percent for
their principal competitor. They are performing the same service,
in the same kind of plant, selling at the same price. Why should they
have to pay almost 50 percent more in taxes than their competitors?

Here is another interesting case: The Lonsdale Co., which was set
up on June 30, 1948, They purchased the assets of the predecessor
company, which had a terrific tax base. They did not purchase the
stock of that corporation. If those new shareholders had.purchased
the stock of that corporation they would have only paid 45 percent
taxes, but because they purchased assets instead of stock, just a legal
technicality, they end up paying 67 percent.

You have these unusual cases like that. These are the ones that I
know of, because Textron has been involved. There must be thousands
and thousands of other hardship cases that cannot possibly be cured
by technical language in the act. You cannot possibly write enough
provisions in the act to cover all of the hardship situations that will be
created. . . . .

That is why I urge you to try to put in some simple, automatic relief
provision whereby these people can come 1 year prior to filing date to
the Internal Revenue Department and say, “We will pay a 54 percent
rate:” in other words, 20 percent over the normal and surtax rate,

“and we will waive for the next year our right to file under either
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invested capital or base period earnings method.” Let's make’ it
simple.

SIe)llator ButLer. What does your plan do with reference to utilities
that we have been hearing about this morning?

Mr. Litree. Well, the utilities would get taxed 52.5 percent under
my plan. It is my theory that everybody has got to pay something
more. If 52.5 percent is too high for the minimum rate, you can
make it 50. I have given you a formula that is completely flexible,
You can change the percentages and get the result.

I shall next refer to charts 8 (@), 8 (8),8 (¢), and 8 (d).

(Charts 8 (a) to8 (d), inclusive, are as follows:)

CuART VIII (@) —BLOUSEMAKERS, INC.

Balance sheet, Sept. 30, 1950

ASSETS LIABILITIES
Current assets: Current liabilities_______ $596, 715. 04
Cash_______________ $151,197. 71 { Long-term liabilities____ 534, 638. 76
Accounts receivables. 393, 773. 90 | Reserve for estimated in-
Other receivables.__ 3, 095. 89 come taxes___________ 29, 529. 25
Finished goods in- Total value of capital
ventory .. __..____ 579, 811. 23 stock (net worth) _.____ 62, 369. 23
Total current as-
sets__________ 1,127, 878. 75
Fixed assets____________ 85, 630. 43
Prepaid expenses and de-
ferred charges__._._____ 9,743.10
_— Total liabilities ———M8¥ —
Total assets______ 1, 223, 252. 28 and capital_____ 1, 223, 252. 28

Computation of excess profits taw

[Assumptions: (1) Net earnings of $200,000; (2) industry rate of return 10 percent]

Net worth and borrowed capital___._ —— - $597, 000
Excess profits tax credit. . _______________ . 59, 700
Normal tax (on $59,700) ________ e 26, 865
Excess profits tax (on $140,300) ____________ . ______________ 105, 225
Total tax_. . __ . _____ _-~ 132,090=66%

CHART VIII (b).—EVELYN PEARSON, INC.

Balance sheet, July 31, 1950

ASSETS LIABILITIES
Current assets: Current liabilities_______ $801, 182, 24
Cash_______________ $118, 277. 05 | Notes payable for fixed
Accounts receivable_ 152, 948. 86 assets___.____________ 47,310.48
Other receivables____ 304. 31 | Notes payable, offices____ 100, 000. 00
Merchandise inven- _
tory - __ 686, 923. 21 Total liabilities___ 948, 492. 72
—————— | Capital stock.__________ 50, 000. 00
Total current as- Surplus ________________ 22, 515. 84
sets____________ 938, 453. 23
Fixed assets__.__________ 59, 365. 63
Other assets____________ 3, 189. 50 Total liabilities,
—_— capital stock, and
Total assets______ 1, 021, 008. 56 surplus_________ 1, 021, 008. 36
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Computation of creess profits tar

[Assumptions : (1) Net earnings of $200,000 ; (2) industry rate of return 10 percent]

Net worth and borrowed capital.______________ ________ $469, 500
Excess profits tax eredit________________________________ 46, 950
Normal tax (on $46,950)________________________________ 21,127
Excess profits tax (on $153,050) ____ . _________________________ 114, 787
Total tax—____________ 135, 914=68%
Maximum tax payable (at 67-percent rate)______ _____________ 134, 000
CHART VIII (¢).-—XNashua Textile Co.
Balance sheet, Oct. 1, 1949
ASSETS LIABILITIES AND CAPITAL
Current assets: Current liabilities:
Cash ________________ $39, 266. 25 Notes payable________._ $50, 861. 73
Accounts receivable___ 57, 818. 80 Accounts payable_____ 49, 577.77
Merchandise inven- Accrued liabilities.___ 38, 158. 85
tories — . _________ 308, 451. 55 Provision for estimated
Supplies and other cur- taxes o __________ 38,374.25
rent assetS—________ 6, 495. 92 _—
_— Total current
Total current assets_ 412, 032. 52 liabilities ___._____ 176, 972. 60
Property, plant, and equip- Notes payable (due after
ment __________________ 267, 751. 93 1 year) .. _____ 333,804, 74
Prepaid expenses and de- Deferred accounts payable_ 28, 391. 64
ferred charges__________ 9, 484. 53} Capital stock and surplus:
Preferred stock__._____ 96, 100. 00
Common stock________ 3,922.00
Earned surplus___..__ 50, 078. 00
Total capital stock
and surplus_______ 150, 100. 00
Total liabilities and
Total assets________ 689, 268. 98 capital __________ 689, 268. 98

Computation of excess profits tax
[Assumptions: (1) Net earnings of $500,000; (2) industry rate of return, 10 percent]

Net worth and borrowed ecapital - oo _________________ $462, 000
Excess profits tax credit-—____ 486, 200
Normal tax (on $46,200) _— - - 20,790
Excess profits tax (on $435,800) 340, 350
Total tax._.________________ 361, 140=T72%
Maximum tax payable (at 67% rate)_______________________ 335, 000

73800—50 11
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CuART VIII (d) —LonspaLE Co.

Balance shect, Sept. 30, 1950

ASSETS LIABILITIES CAPITAL, AND SURPLUS
Current assets: Current liabilities:

Cash_____ . _____ $46, 019. 46 Notes payable______ $1, 000, 000. 00
Accounts receivable_ 1, 270, 421. 22 Equipment loans___ 86, 737. 38
Inventories_________ 3, 538, T45. Accounts payable__ 178, 062. 55
Accerued liabilities_ 387, 123. 86

Total current as- Provisions for Fed-
TS 4, 875, 185. 99 eral income taxes_ 84, 452. 99
Investment in  wholly Employee deposits_ 48, 787. 96
owned subsidiaries____ 1, 500. 0G —

New plant, property and Total current lia-
equiplient____________ 891, 848. 8¢ bilities__ _______ 1,783,164, 74

Deferred chavges_______ 62, H8K. 24 | Equipnient loans (long
Premium deposits_______ 67, 833. 68 term) o ____ 13, 005. 22

————————— | Deferred liability arising

Total assets___.__ 5, 898, 936. 77 from sale of leased
property - _______ 37, 578.95

Deferred credit result-

ing {rom temporary

reduction in LIFO in-
vertory oo 298, 005. 82
Capital and surplus_____ 3, 765, 202, 04

Total liabilities,

capital and sur-
plus . _______ 5, 898, 956. 77

Computation of crcess profits taz

[Assumptions ; (1) Net earnings of $2,000,000; (2) industry rate of return, 10 percent]

Net worth and borrowed capital .. _______________________ $3, 778, 000
Excess profits tax credit . ______________ _______________ 377, 800
Normal tax (on $377.800) I 170, 000
Excess protits tax (ou $1,622,200) . ____ 1, 216, 650
Total tax (69 percent rate) _________________________ 1, 386, 650—=69%
Maximum tax payable (at 67 percent rate) .. ________ 1, 340, 000

Calculation of excess profits tar credit based on profits of predecessor company
as indicated on Federal income-tax rceturns

Profit
1940 $3, 000, v24
1947 2, H12, 918
1O 1, 744,703
3-year total _____________ e ___ T, 258, 548
Average___ 2, 419, 516
Excess profits tax credit (85 percent of average) . _________________ 2, 056, 588

Mr. Lirree. These show the balance sheets which you have there,
showing the financial condition of these small companies. I will save
time by just turning over to the case of Textron itself.

I shall next refer to chart 9.
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(Chart 9 is as follows:)

CHART 1IX
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Mr, Lirrie. Textron has spent $28,000,000 in the last several years
for new plants and on new equipment. That is in the States of New
Hampshire, Massachusetts, Rhode Island, Connecticut, North Caro-
lina, South Carolina, Georgia, and Alabama.

When you build a new textile plant it takes at least a year or so to
bring it up to an earning basis.

These expenditures are now starting to produce results. The result
is that Textron has doubled its productive capacity now over what it
had in the base period, and has doubled its potential earnings. But
we got this money largely from transferring inventories that were
tied up in our apparel divisions into new plants. So the result is that



156 EXCESS PROFITS TAX ON CORPORATIONS, 1950

we have not increased our net equity in our business, but we have
doubled our earning capacity. There is an interesting hardship case
that is not covered at all.

The cases that are covered in this House bill are the ones where you
get more capital in, or retain earnings, and you get credit for that
extra retained earnings. Here we have taken the assets we had in the
company and put them to better use. We get no benefit whatsoever
for this enormous increase in capacity, which I claim is going to come
in very handy in the next few years in producing more essential textile
products and holding down this inflationary trend. But we are going
to get tremendously penalized because we have put all of that money
into plants, which is now starting to produce earnings. ‘

In closing, I spent 4 hours last night reading the House tax bill. I
have always considered that I was able to understand the tax laws,
but, gentlemen, I throw my hands up on this one. My analysis of this
is that in a period where every man-hour we have should be used to
produce something, this tax bill is going to cause hundreds of millions
of man-hours to be diverted into litigation and diverted from pro-
ductive effort.

I also predict that this tax bill will divert hundreds of millions of
dollars that should be going to the Treasury and that are badly needed,
into the pockets of the accountants and the lawyers. This bill is a
bonanza for the country’s accountants and lawyers.

I thank you, gentlemen.

The CrammaN. We shall include your prepared paper as a part
of the record.

(The prepared statement submitted by Mr. Little reads, in full,
as follows:)

STATEMENT OF RoYAL LITTLE, PRESIDENT oF TEXTRON, INC.

My name is Royal Little. I am president of Textron, Inc. I am appearing for
the purpose of urging upon this committee the necessity of adopting an excess
profits tax law which will not foster monopolies, discourage the creation of new
enterprises, or prevent the normal growth of established businesses. The bill
which has been introduced in the House of Representatives will, in my opinion,
seriously disrupt the economy and will be particularly harmful to new and
growing enterprises.

The proposed law fosters waste and inefficiency. It encourages extravagances
in operational costs, whereas the tax prograin should encourage economies in
operation by permitting corporations to retain the earnings resulting from such
economies. This type of law tends to discourage expansion and to further en-
trench old, well-established companies.

Chart I, attached, illustrates graphically that under the World War IT type
of excess profits tax, corporations were placed in the position of having no
incentive to make greater profits. Also, under the World War I type of excess
profits tax, capital investment in new business or in expansion was discouraged.
Chart IT shows that under the old type of excess profits tax it would take 100
vears for an investor to recover the money he has invested, if his earnings are
subject to the tax.

The same situation exists, though to a lesser extent, under the House of Rep-
resentatives’ proposal. Chart III shows that incentive for further earnings is
lost when a corporation is, in effect, dealing with 25 cents on the dollar. Chart
IV illustrates the effect of the proposed new law on possible plant expansion.
Obviously, expansion will be discouraged when an investor must wait 20 years
to get his money back. For most new enterprises, which are rarely overcapital-
ized, the effective tax rate will be the proposed maximum of 67 percent (see chart
V). Such new businesses will be at a serious competitive disadvantage, taxwise,
with their financially well established competitors.
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Chart VI illustrates the effect of the proposed excess profits tax on future cor-
porate earnings.
vIIIIc)ite you the following hardship cases, with which I am familiar (see chart

Blousemaker, Inc.—This corporation was formed on August 5, 1950, to take
over and operate Textron’s blouse division. Textron assisted the new owners
to get established by taking back notes agrregating $848,000 for plant and in-
ventory. Under the proposed law this new and struggling company will pay in
taxes 66 percent of its earnings whereas a well-established competitor will pay
only 4974 percent (see chart VIII (a)).

Evelyn Pearson, Inc.—This company was organized in June 1950 and pur-
chased Textron’s lounge-wear division. Textron helped the new owners to get
started by taking notes aggregating $694,000 for the plant and inventories sold
to the new company. Under the proposed law this company will pay the maxi-
mum of 67 percent in taxes as against a 491 percent effective rate for established
competitors. This smull company, heavily in debt, will be paying 35 percent
more of its earnincs in taxes than its financially well established competitors
(see chart VIII (b)).

Nashua Textile Co., Inc—This corporation was organized on November 4, 1948,
with equity capital of $100,000. Textron sold the new company certain ma-
chinery and inventories and took long-term notes for the purchase price. This
company has a large indebtedness and under its present financial set-up will be
forced to pay the maximum of 67 percent of earnings whereas its established
competitors will be paying at a rate of about 49 percent (see chart VIII (¢)).

Lonsdale Co—This company was formed on June 30, 1948, to purchase the
assets of an old New England textile firm. Because the new company purchased
assets, its excess profits tax credit under the proposed legislation will be only
$377,800, whereas if the new owners had purchased the stock of the old company
instead of assets, its excess profits tax credit would be $2,056,588. The result is
that this new comjany will be paying an effective tax rate of 67 percent whereas
the effective rate would have been 45 percent had the purchase been handled in
a different way (see chart VIII (d)). The Lonsdale case differs from the three
hardship cases previously mentioned, because Lonsdale is not undercapitalized.
Lonsdale’s principal competitor sells products similar to Lonsdale’s at approxi-
mately the same open-market prices. Both companies have approximately the
same working capital per employee, per spindle, and per dollar of sales. The
competitor is nearly 10 times larger than Lonsdale, but it is obviously unfair that
Lonsdale should, by a technicality in the law, be forced to pay G7 percent of its
earnings in taxes when its competitor will pay less than 50 percent of its earnings
in taxes.

Textron itself will be severely discriminated against under the proposed law.
At the end of 1949, Textron’s total plant investment was approximately $13,000,-
000. Since that time approximately $15,000,000 bas been expended or committed
for expenditure for new plants and modernization of existing plants in New
Hampshire, Rhode Island, Massachusetts, Connecticut, North Carolina, South
Carolina, Georgia, and Alabama (see chart IX). As a result of this expansion
program Textron has more than doubled its productive and earning capacity with
no increase in net worth. This enormous increase in capacity has been financed
through the liquidation of apparel inventories and through 5-year term loans of
approximately $10,000,600. Why shouldn’'t Textron be allowed at least twice its
base period earnings credit in view of its doubled plant capacity and doubled
potential earnings? Why should Textron be penalized because it has expanded
while less progressive competitors who have maintained the status quo will gain
a substantial tax advantage?

In my opinion the relief provisions of the proposed law for new and growing
businesses are inadequate. The cases I have cited demonstrate this.

I believe that a fair excess profits tax bill should include the following:

(1) An excess profits tax credit of 100 percent of average earnings for the
best 3 years in the period 1946-49. The 85-percent figure in the House bill means,
in effect, that the tax is not only on profits deemed excessive, but on 15 percent of
profits which are considered normal.

(2) An excess profits tax credit of 12 percent of all invested capital, instead of
the sliding secale provided in the House bill. This method of equal treatment for
all corporations is obviously fair. Also, all indebtedness with a maturity in
excess of 1 year should be included as invested capital.

(3) A minimum excess profits tax credit of $100,000 for all corporations, rather
than the $25,000 minimum of the House bill. The House bill minimum is so low
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that relatively few small corporations would benefit by it. A provision should
be included to prohibit duplication of exemption for corporations under common
control.

(4) An over-all minimum of total taxes of 521% percent for corporations com-
puting the excess-profits tax on either the base period earnings formula or on
the invested-capital formula.

(5) The effective date of the new tax should be January 1, 1951. Admittedly
this is a “defense” tax, calculated to give the Government that portion of profits
which are excessive because of the defense program. The operation of the
program has Just begun and its impact on corporate profits will certainly not
be felt until 1951.

(6) A simple automatic relief provision for all hardship cases. The relief
provisions in the World War II excess profits tax law are unsound and unwork-
able. I have a proposal which I feel will afford relief in all hardship cases and
which can be applied simply and automatically.

My proposal is that all corporate taxpayers be permitted the option, prior to
March 15 of the current tax year, of electing to pay an excess-profits tax amount-
ing to 20 percent of the total normal and surtax payable on such current year's
earnings. This would, in effect, result in a special relief rate of approximately
54 percent. Having made the election to pay the special relief rate, the taxpayer
would thereby waive the right to adopt either the invested-capital method or the
base period earnings method of computing the excess-profits tax for that year.
It would, of course, be necessary under this proposal to give the taxpayer a
further option to review his situation if the normal or surtax rate applicable to
the taxable year should be changed by legislation.

I believe that more revenue would be raised under this proposal than under
the bill which has been introduced in the House of Representatives. Chart VII
sets forth a comparison of the additional revenue to be received under the House
bill and under the alternative proposal I have made.

Under such a provision new businesses and growing businesses will be protected
and hardship cases will be effectively eliminated.

I urge this committee to adopt this alternative plan in conjunction with the
proposed invested capital and base period earnings credits provisions.

The CuARMAN. Does anyone have any questions of Mr. Little?

Senator MrLrixiN. I think it should be said that when the gentle-
man said that he can understand the tax law, I think that is an under-
statement.

Mr. Lrrree. T give up now.

The Cramrman. We thank you.

Mr. Lirrie. Thank you, Mr. Chairman.

The Cramyan. We will next hear from Dr. Allen B. Du Mont.

STATEMENT OF DR. ALLEN B. DU MONT, PRESIDENT, ALLEN B.
DU MONT LABORATORIES, INC., CLIFTON, N. J., AND CHAIRMAN,
NATIONAL CONFERENCE OF GROWTH COMPANIES

Dr. Du Mont. My name is Allen B. Du Mont, and I am president
of the Allen B. Du Mont Laboratories, Inc., of Clifton, N. J.

I am here today as the authorized spokesman for a group of com-
panies in diversified businesses and industries. I am filing with your
committee a list of those companies which have organized informally
in the National Conference of Growth Companies and which have
expressly approved recommendations which I shall submit to you.

We are acutely aware of the gravity of the world situation and
the necessity for committing our Nation to such constructive defense
action as may be necessary.

We are conscious of an outlook which pictures many sacrifices not
only for individuals but for every unit and segment of our social and
economic community.
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We recognize that this is no time for the injection of selfishness
or selfish attitudes and we are not here as selfish pleaders.

We are here because such awareness, such consciousness, and such
recognition of realities demand that every action taken to meet our
grave problems be the result of decisions based on the soundest and
most constructive foundations.

What price sacrifice today, if in the sacrificing we destroy our
national ability to produce for further sacrifices in what may be
graver times ahead?

Does the Government need more revenue to meet increased defense
spending? The answer clearly is “Yes.” Then why not raise that
revenue 1n the most eflicient manner?

Virtually every national business and industrial organization in
the country, and many individual corporations, have told our Gov-
ernment, directly or indirectly, that they are ready and willing to
pay more taxes and in the amounts specified by the administration
as needed at this time. They also have been unanimous in their con-
demnation of the so-called excess profits tax as the most inefficient
an(i} most damaging means of producing revenue. It is also the most
unfair.

According to announcements made in connection with action by
the House Ways and Means Committee on its excess profits tax bill,
70,000 corporations will be subject to its levy, That means that only
about 1 in 8 will be taxed. Such selectivity cannot possibly be justified
and should not be condoned.

Every company in the group I represent joins with all of the others
in condemning and opposing the so-called excess profits tax. We are
hopeful that this committee will follow recommendations for an
emergency profits tax in the form of a flat rate levy on corporate
income.

However, should you find the political and emotional pressures
too great, and a so-called excess-profits tax is inevitable, we are con-
fident you will recognize the importance of seeing that companies
who represent the dynamic segment of industry are not disastrously
affected.

By dynamic segment, I mean those companies whose growing and
expanding productivity are adding to the strength of our Nation.

That dynamic segment can be better protected, can have its incen-
tives preserved to a greater extent, and will be accorded more
equitable treatment if the so-called excess-profits tax bill is amended
to incorporate recommendations which I am pleased to outline here.
A more detailed presentation of the recommendations is provided in
a supplemental brief to be filed.

Senator MiLLIkIN. I notice that you are speaking for the National
Conference of Growth Companies. May we assume that what you
have to say here are their recommendations? Are there any excep-
tions, so far as the growth companies are concerned ?

Dr. Du MonT. You were supposed to get a list of the companies that
had approved the recommendations in this memorandum.

Senator MmLigiN. Do you know of any companies that do not
approve of the recommendations?

Dr. Du MoxTt. No.

Senator Tarr. They appear in the longer memorandum at the end?

Dr. Du Mo~Tt. That is correct.
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1. No discrimination should be made in the computation of the
excess profits tax credit as between corporation on an invested capital
basis and those on an average earnings basis with respect to new ven-
ture capital, undistributed profits, and increased borrowed capital in
the years following the base period.

This was originally in our proposal. This has been pretty well
taken care of in the House bill. That is pretty well handled.

2. Full allowance instead of 85 percent should be made for base
period net income in the determination of excess profits tax credit.

3. Broaden relief provisions so that the expenses incurred in
pioneering or developing a new product or service and creating a mar-
ket therefore are not used to reduce the base period earnings.

4. Broaden relief provisions with respect to abnormalities in income
in the excess profits tax years. This is designed to exclude from
excess profits tax such profits resulting in the taxable period from de-
velopment and research carried on in the base period.

5. Revise policies in connection with administration of special re-
lief provision. This is directed to the alleviation of hardship situa-
tions, the recommendation being that the administration of the law
be more intelligently and sympathetically dealt with.

6. Revise and liberalize so-called growth formula applied to average
earnings in base period to arrive at excess profits tax credit for true
growth companies. A true growth company is defined as one that
meets any one of the four requirements outlined in the supplemental
brief and it is recommended that the taxpayer be accorded option of
four alternative methods of applying the growth formula to the end
that the excess profits tax credit so developed could exceed the base
year in the base period.

Senator MrLLIKIN. What, roughly, are those?

Dr. Du MonT. It should be under 6 in the brief.

The Crarrman. That is in the supplemental brief attached.

Senator Tart. I have a copy of it.

Dr. Du Mox~T. The pages are not numbered, but it is about the fifth
or sixth page. It isheaded figure 6 at the top here.

Senator Tarr. Is there any possibility of taking into account in-
crease in production, or possibly increase in productivity of the num-
ber of men employed as a means of increasing the excess profits base!

Dr. Du MonT. We have considered that.

Senator Tarr. After all, what the country is interested in is increase
in production.

Dr. Du Mox~T. That is right.

Senator Tarr. And it seems that if a man makes more profit be-
cause he has increased his production or the productivity of his men
that it is somewhat harsh to tax that as an excess profit.

Dr. Du Mont. That is right. It happens to be that most of these
recommendations do not go along that particular line.

Senator Tarr. Maybe it is too complicated.

Dr. Du MonT. I do not know that it is impossible. In view of the
fact that it is a tax on earnings we try to define it more or less in terms
of earnings. It could very well be increase in production or increase
in the number of people employed. T think it would be possible to do
that.

Senator Tarr. A man who makes twice as much money because he
has increased the production of his plant by two, it would seem to me,
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would be entitled to better treatment than the man who has increased
his prices.

Dr. Du Mo~T. That is right.

7. Use the experience formula to provide relief for growth occurring
after base period for reasons largely unrelated to defense economy.
This pertains to new companies and companies experiencing sharp
growth at the end of and after the base period.

The recommendations on which this outline was based are the prod-
uct of extended discussion by numerous growth company executives
and tax experts.

We submit them with the firm conviction that even if they are
incorporated into a so-called excess profits tax bill you will not have
the right kind of legislation but they will relieve some of the inequities
of the current measure and will help to preserve incentives to growth
and expansion.

I have said before, and I repeat to you, that excess profits tax is a
masquerade. Its label is false. It implies that every corporation
subject to the tax is profiteering from war. It places a stigma on the
corporate management and makes it appear as an unpatriotic element
of our country which must pay penalties for success in building to
keep America strong. And then—it fails to live up to its implied
promise of taxing excess profits.

The avowed intent of authors of excess profits tax proposals is to
tax profits directly or indirectly acquired as the result of war or
defense spending. There is no quarrel with that intent or objective.
But excess profits tax does not do that. It imposes tax penalties on
normal profits by arbitrarily calling them excessive.

The worst single feature of the bill as applied to growth companies
is that which attempts to distinguish between normal and excess
profits. In doing so, it assumes that no growth company would have
continued to grow in 1950 except for the war.

My company is an example of such fallacy. It shows continuous,
substantial uninterrupted growth each year over the previous year
in the base period by any standard. Yet under the House bill, any
profits in excess of 85 percent of 1949 earnings are labeled excessive.

Senator MiLuiriN. What percentage of your product goes into the
Military Establishment ?

Dr. Du Mox~t. In normal times?

Senator MiLLigIN. Prior to July of this year.

Dr. Du MoxnTt. Well, prior to July of this year I would say some-
where around 10 percent of our product went into the Military Estab-
lishment. There has been no appreciable change in that since July
of this year.

Senator MiLLgIN, Are they accelerating the amount of orders they
are giving to you?

Dr. Du Mont. No. In our industry there has been very little in
the way of orders. We anticipate that sometime around January or
February of next year that it will be very, very heavy, but it is not
ready yet to award the bids, which are not ready.

Senator MiLLigIN. So your industry has not felt the impetus to
business due to the war?

Dr. Du Moxt. No, we have not felt any impetus.  As a matter of
fact, most manufacturers have cut production frem 19 to 30 percent
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because of the scarcity of materials. So we are still producing at a
high rate, but we are not producing what we anticipated.

Senator MiLLixIN. Assuming that a formula could be worked out
for growth companies, is there any reason why the first half of 1950
should not be included in the formula?

Dr. Du Moxt. Noj; that would help very much. If you used the
first half of 1950 that would help in the formula.

I would just like to point out some things on these charts that we
have here. The first one is on “Sales.” This curve shows the sales
growth of the company from 1946 to 1950. You see, we start off with
around $2,000,000 in 1946, and end up with around $80,000,000 this

ear.
Y Senator MirLixin. Do you manufacture or do you assemble, or
both ?

Dr. Du Mow~t. We manufacture cathode tubes. We were the first
manufacturer of those tubes. We developed them for the industry.
We manufacture television receivers. We manufacture television
transmitters, and also transmitters for the Government. We manu-
facture cathode ray oscillographs, which are instruments used largely
in laboratories in the Government. And then we own three television
stations and have a television network. So we are in all phases of
the television business. We are the only company that is in all
phases of the televsion business exclusively. There are others that
are in all phases, but they are in refrigerators and washing machines
and everything else, too.

The point which is perfectly obvious from this chart is that by
definition progress is supposed to stop in 1949 ; in other words, no com-
pany is supposed to grow after 1949. You can see from the curve that
obviously that should not cut off at 1949. It has nothing to do with the
war.

I would like to have the next chart on “Profits.” This is the profits
curve, and shows about the same growth as the sales curve. It hap-
pens that the abscissa on this one is a little squeezed up. If you spread
that out over the whole chart you will find it 1s at about the same rate.

Outside of the loss year in the first year, our profits run between
T and 9 percent of sales, somewhere around that amount.

It is interesting to note that shows the net income before taxes,
but if you take the net income after taxes, we have made approximately
12.5 million in that period of time.

What did we do with that 1234 million? A good portion of that
would be considered excess profits. We spent 8 million for new plants
and equipment. We put in 10 million into the business for additional
inventory and 4 million for additional accounts receivable. So we
made 12145 million over that period, but we put 22 million in the busi-
ness during that period.

Where did we get the $22,000,000 to put into it? We had three stock
issues of $12,000,000. So 12 plus 12 is 24, and we put 24 into the busi-
{19515. In other words, when you show these profits like that, they look
iigh.

What are we doing? We are essentially creating services and work
for people.

I would like to have this chart here which shows the number of
people that we have put on in our plant. We start off in 1946 with
998, and you can see that the growth in the number of employees is
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pretty much proportional to the increase in sales. And I think, Sen-
ator Taft, you just referred to that. It is not a question of raising
E}'lces to mcrease the profits. Tt is a question of keeping the profits.

aybe the percentage goes down a little as you get bigger, but it is
essentially the same. -

This is another chart which T will touch on for a second. It shows
the three companies, A, B, and C, that made the same amount of
money from 1947 to 19495 in other words, company A made half a
million dollars in 1947, a million dollars in 1948, a million and a half
in 1949, and 2 million in 1950, but all three companies made a total of
$3,000,000 between the base years. The growth company pays 64-
percent tax. Company B, that has not changed at all, still pays
an excess-profits tax. He pays the tax of 52.6 percent or that 7.6-
percent excess-profits tax, whereas the company C that went from a
million and a half to half a million just pays the normal tax of 45
percent.

That is simply gotten up to show the effect of the excess-profits tax
on the growth companies.

Continuing with my statement: Our profits exceeded that amount
in the first half of 1950, before Korea. We have continued to grow and
earn profits since Korea even though we have been adversely affected,
not helped by the war.

Even if we had operated at some loss from July 1 to the end of
1950 we would still be said to have “excess” profits for the year, under
the House bill. Is it logical to say that our growth stopped in 1949 ?

Other growth companies’ situations will parallel our case. We
cannot urge you too strongly to give favorable consideration to those
steps which will relieve the present bill of its many features damaging
to our economy. For as it now stands—

1. It is the most ineflicient way of producing revenue, that is, the
excess-profits tax.

2. It is unfair and inequitable.

3. It is inflationary.

4. Tt will be an administrative nightmare.

5. It will penalize and stop industrial growth.

In conclusion, we urge, first, an emergency profits tax—a flat rate
levy on corporate income sufficient to meet defense needs, or, sec-
ondly, amendment of the proposed bill to preserve incentives to
growth and expansion so that we may keep America strong. )

The CramrMan. Your supplemental brief will be incorporated in
the record.

(The supplemental brief of Dr. Du Mont is as follows:)

SUPPLEMENTAL BRrIEF SUBMITTED BY DR. ALLEN B. Du MonNT, CHAIRMAN,
NATIONAL CONFERENCE OF GROWTH COMPANIES

SUMMARY OF RECOMMENDATIONS AGREED UPON BY COMMITTEE

1. No discrimination in the computation of the excess profits tax credit as
between corporations on an invested capital basis and those on an average
earnings basis with respect to new venture capital, undistributed profits and
increased borrowed capital in the years following the base period.

2. Tull allowance for average base period net income in the determination of
excess profits tax credit (Treasury Department recommends only 75 percent
and in World War II limited to 95 percent.)

3. Broaden relief provisions with respect to elimination of abnormal deduc-
tions in base period. This relates more particularly to the definition as an
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abnormal deduction of exXpenses or net losses incurred during the base period
in pioneering or developing a new product or service and creating a market
therefor.

4. Broaden relief provision with respect to abnormalities in income in the
excess profits tax years. This is designed to exclude from excess profits tax
such profits resulting in the taxable period from development and research
carried on in the base period.

5. Revision of policies in connection with administration of special relief
provision. This is directed to the alleviation of hardship situations, the recom-
mendation being that the administration of the 1aw be more intelligently and
sympathetically dealt with.

6. Revision and liberalization of so-called growth formula applied to average
earnings in base period to arrive at excess profits tax credit for true growth
companies. A true growth company is defined as one that meets any one of
four requirements outlined and it is recommended that the taxpayer be accorded
option of four alternative methods of applying the growth formula to the end
that the excess profits tax credit so developed could exceed the base year in the
base period.

7. Use the experience formula to provide relief for growth occurring after base
period for reasons largely unrelated to defense economy. This pertains to new
companies and companies experiencing sharp growth at the end of and after the
base period.
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COMPANIES JOINING IN RECOMMENDATIONS OF NATIONAL CONFERENCE OF GROWTH
COMPANIES

Admiral Corp., Chicago, I11.

American Airlines, Inc.,, New York,
N. Y.

American Home Products Corp., New
York, N. Y.

Aerovox Corp., New Bedford, Mass.

Austin-Western Co., Aurora, Ill.

Cochran Foil Co., Inc., Louisville, Ky.

Corning Glass Works, Corning, N. Y,

Deep Rock 0il Corp., Tulsa, Okla.

Diamond Portland Cement Co., Middle
Branch, Ohio.

The Dow Chemical Co., Midland, Mich.

Elastic Stop Nut Corp., Union, N. J.

Ex-Cell-O Corp., Detroit, Mich.

Fram Corp., Providence, R. 1.

Trontier Refining Co., Denver 2, Colo.

General Portland Cement Co., Chicago,
I1L

Gerber Products Co., Fremont, Mich,

Goebel Brewing Co., Detroit, Mich.

Granite City Steel Co., Granite City, I1l.

The Hallicrafters Co., Chicago, Il

The Haloid Co., Rochester, N. Y.

Hytron Radio & Electronics Corp.,
Salem, Mass.

Hood Chemical Co., Inc., Philadelphia,
Pa.

Indiana Limestone Co., Inc.,, Bedford,
Ind.

Interstate Bakeries Corp., Kansas City,
Mo.

Kennametal, Inc., Latrobe, Pa.

Kirsch Co., Sturgis, Mich.

LeBlanc Corp., Lafayette, La.

Lily-Tulip Cup Corp., New York, N. Y.

Medusa Portland Cement Co., Cleve-
land, Ohio.

Merck & Co., Inc., Rahway, N. J.

Micromatic Hone Corp., Detroit, Mich.

National Research Corp., Cambridge,
Mass.

Olympic Radio & Television, Inc., Long
Island City, N. Y.

Pfeiffer Brewing Co., Detroit, Mich.

Pittsburgh DMetallurgical Co., Inc.,
Niagara Falls, N. X.

Reda Pump, Bartlesville, Okla.

Riley Stoker Corp., Worcester, Mass.

Rulane Gas Co., Charlotte, N. C.

Southland Paper Mills, Inc., Lufkin,
Tex.

Sperry Corp., New York, N. Y.

Standard Products Co., Cleveland, Ohio.

Steel Products Engineering Co., Spring-
field, Ohio.
Sylvania Electric Produects,
Salem, Mass.

Tennessee Products & Chemical Corp.,
Nashville, Tenn.

Toklan Rovalty Corp., Tulsa, Okla.

Tung-Sol Lamp Works, Inc., Newark,
N. J.

Willvs Overland Motors, Inc., Toledo,
Ohio.

Inc.,

BRIEF

The following pages contain amplification of recommendations for improving
the so-called excess-profits tax bill as presented to the Senate Finance Committee

on December 5, 1950.



EXCESS PROFITS TAX ON CORPORATIONS, 1950 165

1. Identical treatment of new venture capital and retained earnings to corpora-
tions whether on income or invested capital basis

The so-called excess-profits tax laws in effect during both wars took into
account as a measure of normal earnings—crude though they were the results
for a prior period. That feature is incorporated in the Treasury’s suggestions
submitted to you on November 15. It is assumed, therefore, that whatever
excess profits tax law is enacted it will accord to corporations the option of com-
puting an excess profits tax credit on an invested capital basis or on a so-called
average base period net income basis.

Obviously if a taxpayer is on the invested capital basis his credit rises or falls
as his invested capital increases or decreases. The increase may be attributable
to either the bringing in of new venture capital or by the plowing back into the
business of undistributed profits. In either event the corporation on an invested
capital basis benefits from year to year from the resultant increase in invested
capital.

This is not so, however, with respect to the corporation on an average earnings
basis. Its credit becomes fixed except for an increase resulting from the intro-
duction of new venture capital. In other words, he receives no benefit in the
form of an increased credit because of either undistributed profits or increased
borrowed capital. It is only equitable that corporations on an average earnings
basis receive the same treatment in this respect as those on an invested capital
basis.

2. Elimination of any perccntage reduction of base period earnings in the deter-
mination of the so-called excess profits tax credit

The Treasury Department’s proposal recently submitted to you suggests that
the credit be based on 75 percent of the average income of the best 3 years out of
the 4-year period 1946 to 1949, inclusive. During World War II the credit was
based on 95 percent of the average earnings during the 4-year period 1936 to 1939,
inclusive.

Secretary of the Treasury Snyder, in submitting the Treasury Department out-
line of the so-called excess profits tax bill, attempted to defend his suggestions
for the inclusion of only 75 percent of prior period earnings by simply stating that
such a provision would be necessary to raise the revenue requested by President
Truman. Nevertheless, he did defend an excess profits tax law as such, and
that it should be applied to what he termed “defense profit.” Certainly the appli-
cation of an arbitrary 25 percent discount to prior period earnings is a naive
approach to the determination of defense profits. It is features like this in an
excess profits tax law that make it all the more inequitable, and particularly to
growth and expanding companies,

If the only basis for it is, as Secretary Snyder testified, to raise the required
revenue, then an excess profits tax law should still not have such a feature, and
whatever additional revenue is then required should be raised by some other
means, such as for instance, an increase in the regular corporation income tax
rates.

It may be argued—and in faet it already has been—that some discount is
justified by the increase in aggregate corporate earnings. However, none of
these arguments ever take into account the fact that all income has increased—
wages and farm income as well as profits from industry. The inflation factor—
that is, the depreciated purchbasing value of the dollar seems always to be
ignored when corporate profits are referred to

8. Broaden relief provisions with respect to abnormal deductions in base period

Secretary Snyder in testifying before this committee on November 15 did not
spell out suggestions for the relief of hardship cases, leaving such details for
the Treasury to propound later. He did say, however, that the wartime relief
provisions should be revised to avoid extremes.

The so-called excess profits tax laws in effect during World War II did pro-
vide for the elimination of abnormal deductions in the base period in section 711.
The intentions of Congress were quite admirable in this respect. However, the
administration of this section placed an intolerable burden of proof by the
invocation of section 711 (b) (1) (K). There is urgent need for the broaden-
ing of any section dealing with this subject matter.

The law should vlearly define as an abnormal deduction the expense or net
loss inctirred during the base period in pioneering or developing a new product
or service and creating a market therefor.
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4. Broaden relicf provisions icith respect to abnormalitics in income in taradble
period
Abunormal situations of this type were dealt with in World War II in section
721. A similar section in a new bill should also provide for a liberalization of
these provisions, designed to exclude from excess profits tax, such profits result-
ing in the taxable period from development and research carried on in the
base period.

5. Revision of policics in connection with administration of special relief
provision

This pertains to relief provisions similar to those incorporated in section 722
of the so-called excexs profits tax laws in effect during World War I1. In this
respect again Congress devoted a great deal of time and attention in an effort
to alleviate hardship situations by incorporating section 722. It was pointed
out by Secretary Snyder in his appearance before this committee on November
15 that that section of the law brought about the filing of 54,000 claims, many
of which are still pending. The fault to be found with this section is not so
much with the law itself as it is the lack of intelligent and sympathetic adminis-
tration by the Treasury Department. Perhaps to a certain extent that is in-
evitable, and if so, steps should be taken in drafting a similar section to couch
it in such terms as to improve and accelerate its administration.

6. Revision and liberalization of so-called growth formula applied to average
earnings in basc period to arrive at cuecess profits tax credit for true growth
companics

Congress in the enactment of the so-called excess profits tax laws during
World War II was well aware that the merely averaging of earnings during the
so-called base period wrought a grave injustice to companies with growth and
expansion An effort was made to cope with this, but it fell woefully short of
its objective insofar as true growth companies were concerned.

It might well be at this time to d~fine what we consider to be a frue growth
company. It should meet one of the following four requirements:

(a) The earnings in the second half of the base period are at least double
those of the first half of the hase period.

(b) Earnings show a constant increase throughout the base period of at
least 15 percent in each succeeding year over the preceding year.

(¢) There is a 10-percent increase in each year in the base period in (1)
net earnings, and (2) payroll as reflected in social-security tax returns.

(d) A consistent and substantial expansion in earnings, net worth, or sales
as compared with the average of all corporate business.

We hold no brief for the figures used. These criteria of a true growth company
are illustrative only, and the result of the deliberations of our group over a
relatively short period of time. TUndoubtedly they could be expanded or im-
proved upon, but at any rate companies of this type are entitled to a special
relief provision and that can best be incorporated in connection with the growth
formula.

During World War II the application of the growth formula was limited to
the best year in the base period. It is recommended that this he liberalized.
It is too restrictive in that it presupposes a growth company has reached full
maturity by the end of the base period. Perhaps some limitation is necessary,
and accordingly it is suggested that companies qualifying as outlined above be
permitted to avail themselves of the following alternative or similar computa-
tions of a growth formula adjustment.

First the application of the growth formula cannot result in a larger credit
than the larger of the best year in the base period or the year immediately
following the base period, if the best year in the base period is the last one.
This meets an argument that if the best year in the base period is not the last
year there is a presumption that the company is not a growing and expanding
one.

As a second alternative before computing the growth formula, the worst year
in the base period could be eliminated and substituted therefor 75 percent of
the average of the remaining 3 years, and then applying the growth formula
without limitation. This has the effect of reducing the extent of the growth
formula adjustment so computed but would then permit its application without
a ceiling.

The third alternative might be to adjust the computation of the growth formula
itself. In the law effective during World War II it was computed by determining
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the excess of the aggregate income during the last half of the base period over
the first half of the base period—dividing that excess by two—and adding that
result to the aggregate income for the last half of the base period—and then
dividing that total by two. This result, of course, was then subject to the limita-
tion of the best year in the base period. It is suggested that the ceiling limitation
be removed if the computation were revised by dividing the excess of the aggre-
gate of the last 2 years of the base period over the aggregate of the first 2 years of
the base period by four instead of two.

As a final alternative it is suggested to eliminate 1946 earnings in the computa-
tion of the growth formula and change the base period to the 4 years, 1947 to
1950, inclusive, with the present growth formula limitation, and use 1930 earn-
ings to be determined by annualizing the earnings of the first half of 1050, that
is, the earnings before the Korean invasion. The annualization could be at the
same ratio as total earnings in the base period yvears 1946 to 1949 bear to the
total first half earnings in those years in order to provide for any seasonal
factor. 1f deemed advisable the annualization could then he limited to not more
than double the first 6 months earnings in 1930, s0 as to furthier limit the resultant
credit from the employment of 1950 first half results.

7. Use of cxperience formula to provide rclicf for growth occurring after base
period for reasons largely unrelated to defense economy

Reconmendation.—In the case of new companies and companies experiencing
sharp growth at the end of, and after, the base period for reasons largely un-
related to the war or defense economy, determine the average base period net
income by reference to earnings after the base period after normalizing such
earnings by the application of known and public indexes.

Erample—With respect to any particular year (1952 for example), a ratio
would be determined between the income of all corporations for that year and
the average of income for all corporations for the base period years., Assune
this ratio is 1350 percent. The average basxe period income for a new or
growing company would be determined by dividing its 1952 income by 150 er-
cent. This would have the effect of subjecting to excess proiits tax that
portion of the company’'s 1952 income which was attributable to business factors
resulting from the war economy without subjecting to excess prolits taxes that
portion of the compuany's 1952 income attributable to its own inherent growth.

Reasons for recommcndation—The most difilenlt and important problem in
drafting an excess profits tax luw is to recapture war profits without stifling new
and grewing companies. The constant development of new produets, processes,
and methods by old and new companies has been larpely responsible for this
country’s industrial growth. It would be a tragedy to enact a tax law which
would penalize the new companies and the dynamic companies. In the World
War II excess profits tax laws an attempt was made to alleviate hardship of
this kind by means of the so-called push-back rule in section 722 (b) (4). This
provision tailed to accomplish its purpose muinly because of the statutory
provision against the cousideration of events and conditions ocvurring or exist-
ing after 1339, and because of the lack of any definite standards or methods for
measuring the extent to which relief should be accorded in cases covered by
the push-back rule, It is essential that some simple. well-knewn, and easily
administered formula be set forth in the statnte itself to cover these situations
if inequity is to he avoided.

The formula suggested, while not perfect, will accomplish this purpose in
the vast majority of cases.

If a method such as outlined above would be deemed to be too coniplicated,
then a quite simple though admittedly arbitrary method could be evolved, and
probably arrive at approximately the same net result—namely, that the net
income subj ct to excess profits tax of such a company be limited to 35 percent of
its total net income.

Senator MiLLikiy. How do vou propose to execute the second part
of your recommenations? What do we do about it, in other words? 1
think there is great sympathy for your general proposition that
growth corporations should have special treatient, but what spe.ial
treatment, assuming that you are going to have an excess profits tux?

Dr. Du Moxt. I think probably the most important cte, so far as
the growth companies are concerned, is the recognition of the fact
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that 1949 is not the end of progress in America; in other words, some
provision should be made so that the expansion can take place in our
country past 1949. .

We have suggestions in here of ways and means to accomplish that,
in recommendation 6. I think that is one of the most important items
involved here. . )

I think another important item is No. 3. The way it is now, if a
company spends money developing and pioneering over a long time
and it has results from that pioneering and development, the effect
on his tax picture all occurs in 1 year. If some method could be
arrived at so that he received some relief from that, it would be of
considerable help. In other words, a company develops for a long,
long period of time and then suddenly it becomes commercially prac-
tical and he is immediately hit with a terrific tax.

In our case, we worked from 1931, where we had $70 worth of
business, until 1946—we built the business from $70 up to $2,500,000.
At that time television started, and we went right up like that [indi-
cating]. As soon as we really get going on it, then your taxes are so
high it is very difficult to get back the money that you invested in the
business.

Senator MirLigin. Has anyone prepared any language, drafted any
language for the bill?

Dr. Du Mont. I think there is some language drafted on it, yes.

The CramMman. You have your supplemental statement which has
been incorporated in the record.

Dr. Du Mow~t. That is correct.

The CirairMan. Is there language suggested there for these growth
companies?! That is, growth formulas?

Dr, Du Mont. It is really a further explanation, rather than an
attempt to put in language in legislative form.

Senator MiLLixin. You could put in the language. Do you not
think so, Mr. Chairman?

The CHaikMaN. You can furnish us with language and we can make
more progress with it in that way.

Dr. Du Mont. We can do that.

(The information is as follows:)

DECEMBER 8, 1950,
Hon. WALTER F. GEORGE,
Chairman, Senate Finance Committee,
Senate Office Building, Washington 25, D. C.

DeAR SENATOR GEORGE: As requested, we are pleased to hand you herewith a
draft in legislative form of proposals relating to growth companies to be con-
sidered for incorporation in the pending excess profits law.

Section 435 (e) of the House bill on this subject proceeds on the assumption
that growth ceased in 1949. Howerver, it was demonstrated before you and your
committee that accelerated growth in many cowmpanies was common in the 6
months of 1930 before the Korean War.

Accordingly, the enclosed legislative suggestions attempt to give proper weight
to the continuing growth factor. This is done by an almost literal repetition
of the World War II excess profits tax provisions concerning growth companies
(sec. 713 (f)), omitting limitations and adding certain provisions to permit
the growth company taxpayer an average base period net income, reasonably
in excess of its best year during the base period to reflect the continued growth
factor. Four such alternative elective computations are submitted for your
conslderation. It is not propo-ed that all be used, but only such as you deem
best weets thie situation, giving due consideration to administrative difficulties.
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We have approached this problem from the viewpoint only of true growth
companies by limiting protection or relief to that category. We have gone fur-
ther in this limitation than the House bill by providing four alternative tests
of a more stringent nature. The net result will be fewer companies which can
qualify but those which meet the test will be true growth companies meriting
more equitable treatment with little effect on total revenue to be derived from
the tax.

We are also transmitting a suggestion for a new paragraph 13 to be added
to section 433 (b) of the House bill which would provide for the exclusion of
losses incurred by companies in pioneering and developing new products, service
and industries. For instance, television broadeasting has developed during the
base period a great loss in building for the future. Unless such expenses are
eliminated, the base period net income corporations engaged in pioneering enter-
prises are subject to double discrimination. Not only are their base period
earnings reduced by these costs, but profits anticipated from these expenses would
be gerived in years after the base period and they would be taxed as excess
profits.

The draft which we are submitting covers the matters on which we were re-
quested to make legislative suggestions in accordance with our testimony before
you. Since no mention was made in that testimony of limitations dependent
upon the size of the company claiming growth, we have incorporated none in
our proposal. Many true growth companies would be affected by the House
bill's limitations which would admit as growth companies only those having
total assets of $20,000,000 or less at the beginning of the base period. Probably
some limitation is necessary, but we question whether the House bill method is
the correct one or whether it should be so exclusive. We shall be glad to ex-
press our views further if you so desire.

Finally, although this also is no part of our testimony, we would like to call
to your attention that in the House bill section 435 (a) (1) (B), the base
period capital additions computed under subsection (F) are not allowed to
growth companies as they are to other companies. This, we think, is an unjusti-
fied discrimination, since the fruits of capital acquired late in the base period
will be reflected only in years following the base period for growth companies
in precisely the same way as in all other companies. Perhaps you will want to
correct this discrepancy.

We are most grateful to you and the committee for your courtesy and time in
the hearing, and your quick comprehension of the special problems of the growth
companies.

Respectfully submitted.

NATIONAL CONFERENCE OF GROWTH COMPANIES,
By B. L. GrRaHAM, Vice Chairman,
Care of Allen B. Du Mont Laboratories, Inc., Clifton, N. J.

GROWTH COMPANY CONFERENCE DRAFT

At end of section 433 (H. R. 9827) a new paragraph No. 13 should be inserted,
reading as follows:

“(13) Pioneering and development expenditures: In the cases of taxpayers
engaged during the base period in pioneering and development of new products
or services, or television broadcasting and the creation of markets therefor, in
which efforts substantial sums have been expended by the taxpayer, there shall
be excluded, net losses sustained in connection with such activities after allo-
cating thereto, a fair portion of general overhead expenses. A product or serv-
ice shall be deemed to be new if it has not been developed to a profitable basis
by the beginning of the base period. The secretary shall prescribe such regu-
lations as he may deem necessary for the application of this subparagraph.”

Section 435 (e) shall be amended as follows:

“Qtrike out all of section 435 (e) following 435 (e) (1) (A) and substitute
in lieu thereof the following:

“<(B) (i). The excess profits net income of the taxpayer for the last half of
its base period in 200 percent or more of its excess profits net income for the
first half of its base period; or

“4(ii). The excess profits net income of the taxpayer in each successive 12
months period during the base peried is 115 percent or more of its excess profits
net income in the last preceding 12-month period - or

“¢(iii). The excess profits net income of the taxpayer and the payroll of the
taxpayer as reported in its social-security tax returns for each successive 12-

75900—50 12
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month period during the base period are, respectively, 110 pervent or more, of
< . | . p
its excess profits net income and such payroll for the last preceding 12-month
period ; or R . .
“.(iv). Upon making application therefor in accordance with regulations
prescribed by the secretary, the setvretuary shall find such a eonsistent and sub-
stantial expansion in net income, net worth, or sales or a combination thereof
during the base period, as compared with the average oi all corporate businesses
during the same period, that in the opinion of the secretary, the taxpayer should
have the benefits of this subsection.”” )
NoOTE To THE CoMMITTEE—The following four alternative methods of compu-
tation are suggested for insertim_] “tA this point. It_is requested th.at the com-
mittee choose the one or more which it prefers and dircard the remainder.

( Alternative 1)

(2) CoymprTaTION.—Average base period net income determined under this
subsection, shall be determined as follows:

(A) By computing for each of the taxable years of the taxpayer in its
base period, the excess profits net income for such year, or the deficit in
excess profits net income for such year;

(B) By computing for each half of the base period, the aggregate of the
excess profits net income for each of the taxable years in such half, reduced
if for one or more of such years there was a deficit in excess profits net
income, by the sum of such deficits. For the purpose of such computation,
if any taxable year is partly within each half of the base period, tliere shall
be allocated to the first half, an amount of the excess proiits net income or
deficit in excess profits net income, as the case may be, for such taxable
vear which bears the same ratio thereto as the nuwber of months fulling
within such half bears to the entire number of months in suech taxable year;
and the remainder shall be allocated to the second half;

(C) If the amount axcertained under paragraph (B) for the second half
is greater than the amount ascertained for the first half, by dividing the
difference by two;

(D) By adding the amount ascertained under paragraph (C) to the amount
ascertained under paragraph (I3) for the second half of the basc period;

(13) By dividing the amount found under paragraph (D) by the number
of months in the second half of the base period, and by multiplying the result
by 12;

(F) The amount ascertained under paragraph (E) shall be the average
base period net income deteriuined under this subsection, except that the—

(i) average base period net income determined under this subsection,
shall in no case be greater than the highest excess profits net income
for any taxable year in the hase period unless the highest excess profits
net income in the base period is for the last year, in which case—

(ii) the average base period net income determined under this sub-
section shall be no greater than the higher of the excess profits net income
for such year or the next succeeding year., For the purpose of such
limitation, if any taxable year is lexs than 12 months, the excess profits
net income for such taxable year shall be placed on an annual basis by
multiplying by 12 and dividing by the number of months included in
such taxable year.

(Alternative 2)

(2) CoMPUTATION.—Average base period net income determined under this
subsection, shall be determined as follows:

(A) By computing for each of the taxable years of the taxpayer in its
base period which, for purposes hereof shall begin January 1, 1947, the excess
protits net income for such year, or the deficit in excess profits net income
for such year, except that the excess profits net income for the first 6 months
of 1950 shall be annualized and for the full year of 1950 shall not exceed
twice the excess profits net income for the said first 6 months.

(B) By computing for each half of the base period, the aggregate of the
excess profits net income for each of the taxable years in such half, reduced
if for one or more of such years there was a deficit in excess profits net
income, by the sum of such deficits. For the purpose of such computation,
if any taxable year is partly within each half of the base perind, there shall
be allocated to the first half, an amount of the excess profits net income, or
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deficit in excess profits net income, as the case may be, for such taxable vear
which bears the sanwe ratio thereto as the number of months falling within
such half bears to the entire nwuber of months in such taxable year; and
the remainder shall be allocated to the second half ; '

(C) If the amount ascertained under paragraph (B) for the second
half, is greater than the mmount ascertained for the first half, by dividing
the difference by two; ’

(D) By adding the amount ascertained nnder paragraph () to the
amount ascertained under paragraph (IB) for the second half of the base
period ;

(E) By dividing the amount found under paragraph (D)) by the number
of months in the second half of the hase period, and by multiplying the
result by 12. and the amount ascertained under this paragraph (1) shall
be the averuge base period net income determined under this subsection.

(Alternative 3)

(2) ComPUTATION.—Average base period nel income determined under this
subsection, shall be determined as follows:

(A) By computing for each of the taxalle years of the taxpayer in its
base period, the excess profits net income for such year, or the deficit in
excess profits pet income for such yeur and by then <ubstituting for the
excess profits net income or deficit for the lower of the first 2 years
an amount equal to 75 percent of the uverage excess profits net income for
the other 3 years in the base period;

(B) After such substitution by computing for each half of the bhase
period, the aggregate of the excess profits net income for each of the taxable
years in such nalf, reduced if for one or more of such years there was a
deficit in excess protits net income, by the sum of snch deficits. For the
purpose of such computation, if any taxable year is partly within each half
of the base period, there shall be allocated to the first half, an amount of
the excess profits net income or deficit in excess prolits net income, as the
case may be, for such taxable year which bears the same ratio thereto
as the number of months falling within such halt bears to the entive number
of months in such taaabie year; and the rewainder shall be allocated to
the second half;

(C) It the amount ascertained under paragraph (B) for the second half
is greater than the amount ascertained tor the first half, by dividing the
difference by 2;

(D) By adding the amount ascertained under parvagraph (C) to the
amount ascertained under paragraph (B) for the second half of the base
period;

(E) By dividing the amount found under paragraph (D) by the number
of months in the second half of the base period, and hy multiplying the result
by 12; and the amount ascertained under this paragraph (I2) shull be the
average base period net income determined under this subsection.

(Alternative 4)

(2) CompuUTATION.—Average hase period net income determined under this
subsection shall be determined asx follows:

(A) By computing for each of the taxable years of the taxpayer in its base
period the excess profits net income for such year, or the deficit in excess
profits net income for such year;

(B) By computing for each half of the base period the aggregate of the
excess profits net income for each of the taxable years in such half, reduced
if for one or more of such years there was a deficit in excess profits net
income, by the sum of such deficits, I‘or the purpoese of such computation,
if any taxable year is partly within each half of the buse period, there shall
be allocated to the first half an amount of the excess profits net incoe or
deficit in excess profits net income, as the ciase may be, for such taxuable yvear
which bears the same ratio thereto as the numb=r of months falling within
such half bears to the entire number of months in such taxable year; and the
remainder shall be allocated to the second half;

(C) If the amount ascertained under paragraph (I}) for the second half
is greater than the amount ascertained for the first half, by dividing the
difference by 4;
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(D) By adding the amount ascertained under paragraph (C) to the amount
ascertained under paragraph (B) for the second half of the base period;
(E) By dividing the amount found under paragraph (D) by the number
of months in the second half of the base period, and by multiplying the result
by 12; and the amount ascertained under this paragraph (E) shall be the
average base period net income determined under this subsection.
The CrasmMaN. Are there any further questions? If not, thank
you, Dr. Du Mont, very much for your appearance here.
Dr. Du Mo~T. Thank you. ) )
The Cuamman. The committee will recess until 2 o’clock.
(Whereupon, at 12:05 p. m., a recess was taken, to reconvene at
2 p. m., this same day.)

AFTERNOON SESSION

(The committee reconvened at 2 p. m., upon the expiration of the
recess.

Senaztor Hoex (presiding). The committee will come to order,
please. I shall preside for a few minutes in the absence of the chair-
man who has been detained at a very important Foreign Relations
meeting.

Mr. Heer is our first witness.

Mr. Heer. How do you do, sir.

Senator Hoey. Have a seat.

STATEMENT OF LEO J. HEER, VICE PRESIDENT, NATIONAL RETAIL
FURNITURE ASSOCIATION, CHICAGO, ILL.

Mr. Heer. Thank you.

Mr. Chairman and Senators, I am Leo J. Heer, vice president of
the National Retail Furniture Association. I appear on behalf of
approximately 9,000 furniture stores of all sales volume categories
located in all sections of the Nation.

The problem of providing equitable treatment for installment-basis
taxpayers in an excess profits tax law is the subject of my comment.

nder an excess profits tax, inequity for the installment basis taxz-
payer stems primarily from two causes: (1) The installment basis of
accounting is designed to tax income in the year it is collected, rather
than in the year it is earned; and (2) Government regulation of in-
stallment credit, such as Regulation W of the Federal Reserve Board,
create abnormalities.

The varied distortions that create inequities and the justice of
providing equitable adjustment in an excess-profits tax law has been
explored by the House Ways and Means Committee, by Mr. Colin
Stam and the staff of the Joint Committee on Internal Revenue Tax-
ation, by Mr. Vance Kirby and technicians of the Treasury and repre-
sentatives of the Bureau of Internal Revenue.

As a result of consideration given the problem, section 453, Relief
for Installment Basis Taxpayers, has been included in H. R. 9827,
with cross references to certain other sections on certain facets of the
problem.

Section 453 with its cross references, by providing to the install-
ment basis taxpayer an election to report ?or excess-profits tax on
the accrual basis, and likewise compute the base period years on the
accrual basis, essentially corrects the inequity.
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We wish to commend the action taken by the House Ways and
Means Committee in the interest of equity. We desire also to com-
pliment the painstaking efforts of the joint committee staff, the Treas-
ury staff, and the Bureau of Internal Revenue representatives. Under
most trying circumstances with so little time available, they extended
themselves to consider the position of installment basis taxpayers,
justifications for relief and the technical means of providing it.

Section 453 apparently recognizes and corrects shortcomings of old
section 736 (a) that sought to provide equity under the previous excess-
profits tax law. The very speed necessary 1n the legislative considera-
tion and drafting may have resulted in an omission that may be sig-
nificant. If time is available, we propose to explore this with the
experts of the joint committee staff, the Treasury, or the Bureau.

I should like to observe at this point that our further action in con-
nection with the request T am now about to make will be predicated
%)n %he;l main upon the results of those further conversations if they can

e had.

We ask, therefore, your indulgence and the privilege of filing for
the record before the conclusions of these hearings such perfecting
recommendations as may develop to be warranted for your considera-
tion in connection with section 453, and related sections having to do
with installment basis taxpayers.

With only the reservation as to possible suggestions that may evolve
from further study, and these further consultations, we respectfully
suggest that section 453, with its cross references, be adopted by your
committee.

Senator Hoey. You may file that additional statement if you desire
to do so.

Mr. Heer. Thank you very much, Mr. Chairman.

(The supplemental statement is as follows:)

SUPPLEMENTAL STATEMENT OF NATIONAL RETAIL FURNITURE ASSOCIATION WITH
SPECIFIC SUGGESTIONS FOR PERFECTING EQUITY PROVISIONS APPLICABLE TO
INSTALLMENT BAsIs TAXPAYERS IN H. R. 9827, DECEMBER §, 1950

In accordance with permission granted on December 5, 1950, the National
Retail Furniture Association files, herewith, a supplemental statement. The
suggestions herein are on three points which have developed to be needed as a
result of further study of the position of installment basis taxpayers under the
excess profits tax bill, H. R. 9827.

These points and the reasons for their consideration, are—

1. Need to amend section 430 (a) (2) dealing with the application of the 67
percent limitation to section 453 in the interest of precluding litigation and for
purposes of clarity.

2. Relief section 453, so vitally needed now in the interest of equity, will have
the peculiar effect of provoking hardship at the time in the future when govern-
mental regulation of installment credit reverses from strincency to relaxation.
There should be permission to ahandon the election at such time. This peculiar-
ity was recognized in a similar relief provision (736 (a)) in the old excess profits
tax law, but the permission to abandon the relief when it hecomes a hardship
was omitted from section 453.

3. The reserve method of accounting for bad debts was permitted for install-
ment basis taxpayers commencing in 1949, following upon its allowance to banks
in 1947. There is a parallel inequitable result for banks and installment basis
taxpavers in both the base period and the excess profits tax years. Proper relief
was afforded the banks but omitted for installment hasis taxpayers.

The foregoing points are elaborated on in the following paragraphs:

1. In the interest of clarification, it is suggested that an explicit provision be
inserted dealing with the application of the 67-percent limitation to taxpayers
computing their excess profits tax net income under section 453,
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The language now contained in section 430 (a) (2) is similar to the language
in section 710 (a) (1) (B) of the previous excess profits tax law. The Treasury
regulations dealing with 736 (a) required the limitation to be computed on the
accrual basis. However, there has been two conflicting circuit court decisions
on this puint. (See Basalt Rock and Sokol Furniture Co. cases.)

The National Retail Furniture Association suggests that in order to follow the
rule of the applicable Treasury regulations under the previous excess profits tax
law new and explicit language be added to section 430,

2. The proposed legislation makes no provision for a second election to return
to the installluent basis for the purpose of the excess profits tax when relief
becomes hardship.

The influence of governmental regulation of consumer installment credit in
the future makes it imperative that a second election be granted in order to
avoid turning relief into grave hardship. It will be noted that the condition
which will create this unusual abnorwality is the direct result of governmental
control and entirely beyond the influence of the taxpayer.

The need for this second election was recognized in old section 736 (a), for
the reasons set forth above. It is contemplated that this proposed second elec-
tion to abandon relief would be final and irrevocable,

The National Retail Furniture Association realizes that the problem of the
second election is not one which is now serious. It appreciates that the pressure
of making adequate provision for existing problems may preclude immediate
consideration by the experts of the Treasury and the joint committee. It does
urge, however, that the matter be considered at the earliest opportune moment
and if at all possible be done now. This can be accomplished by adding to section
453 a few sentences similar to the old section 736 (a) language.

3. With respect to the reserve method of accounting for bad debts, the install-
ment basis taxpayer is situated similarly to banks whose problem was recog-
nized in section 433 (a) (1) (L) and in section 433 (b) (12) of H. R. 9827,

The exact parallel exists by reason of the timing of permission to use the
reserve Iethod which previously had been denied to both banks and installment
basis taxpayers.

Installment basis taxpayers, previously denied the use of the reserve method,
were peruitted by the Bureau of Internal Revenue to begin its use in 1049.

Thus two effects take place:

(a) Onmne of the base period years is distorted.

(b) By virtue of the timing over which installment basis taxpavers had
no control, the excess profits tax years are affected. The limit of the reserve
has probably been reached by most stores, at the very time when governmental
control of consumer credit (regulation W) acts to increase down payments
and collections. The reserve, having already been established in preexcess
profits tax years for normal purposes, this results in denying to installment
basis taxpayers the actual bad debt loss experienced in excess profits tax years
for excess profits tax purposes.

In equity, therefore, it is submitted that installment basis taxpayers should
be accorded the treatment for excess profits tax provided in sections 433 (a)
(1) (L) and 433 (b) (12) of H. R. 9827 by the simple device of making these
sections applicable also to instaliment basis taxpayers.

Senator Hoey. Mr. Miles Pennybacker.
Come around, Mr. Pennybacker.

STATEMENT OF MILES PENNYBACKER, PRESIDENT, VOLTARC
TUBES, INC., NORWALK, CONN.

Mr. Penxysacker. Mr. Chairman and Senators, I am Miles Penny-
backer, president, Voltarc Tubes, Inc., 44 Cross Street, Norwalk, Conn.
We are a manufacturing concern, a small one, with about 75 employees.
We are also in a growth industry of the type comparable to some of
those that have previously been discussed.

I am appearing here this morning to testify on behalf of Americans
for Democratic Action, an independent, progressive, political organi-
zation dedicated to the achievement of economic security for all people
within a framework of universal political freedom.
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I welcome this opportunity to appear before this committee on the
question of excess profits taxes.

ADA believes that vour committee should recommend excess profits
tax legislation. We believe that it is possible to have a sound excess
profits tax that will raise at least the $+.000,000,000 revenue, and also
not place undue or unjust hardship on any segment of business.

Everyone, including most conservative businessmen, recognizes the
necessity for higher taxes on corporate incomes. Therefore the ques-
tion is simply how much revenue should be raised by new taxes on
corporate profits, and what form these higher taxes on corporations
should take. Regardless of the manner in which the Congress han-
dles the question of increased corporate taxes, it is clear that in the
very near future you will be called upon to impose new and higher
taxes all along the line. The answer to the corporate profits taxation
problem with which this committee is now concerned, will have a good
deal of influence on the spirit with which laborers, farmers, white-
collar workers, and other low-income groups respond to congressional
demands for higher contributions from their incomes.

The seriousness of the international situation demands that the Con-
gress face up to the needs of the Federal Treasury, and answer these
needs in equitable taxes based on ability to pay. We in the ADA view
an excess profits tax as a necessary complement to the tax measure
enacted in September of this year which did not place a fair share
of the burden on large corporate incomes, which have greatly increased
because of the war situation.

We believe that your committee in the face of soaring profits and
the dire need for increaesd IFederal revenues should legislate to take
most of the excess profits out of war.

I need not recount to this committee the corporate profit figures for
1950. For most large corporations profits after taxes are far higher
than they have ever been in history. Therefore, it appears obvious
to me that in the face of a mounting budget deficit, the Government
should tap these profits.

I would like to interpolate here, if I may, that the base on which
excess-profits taxes will be figured is much more favorable to large
corporations than to small independent businesses, because during a
period of rising prices such as we have had, and are likely to continue
to have, large corporations have profited to a much greater degree in
terms of percentage of their sales than have small businesses.

I favor an excess-profits tax for the following reasons:

1. This tax is fair and equitable.

2. This tax is anti-inflationary.

3. This tax is a link in our over-all mobilization program.

4. And most importantly, this tax will raise considerable revenue.

Let me, as a businessman who will have to live under such a tax if
you pass it, explain my position on these four points.

Fair and equitable: Under the excess-profits tax, by far the largest
share of the additional revenue will come from the relatively small
number of corporations whose earnings have increased very substan-
tially as a result of the mobilization effort.

I think during the presentations this morning, it was said that prob-
ably only one out of seven or one out of eight corporations would be
paying excess-profits taxes. My concern is with the other seven, and
the effect of alternative taxes on those larger number of corporations.
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The major portion of excess profits made as a result of the emergency
cannot be tapped in any other way. Contract renegotiations can
recapture only excess profits made on direct Government contracts and
cannot affect profits made indirectly.

The alternative tax method, that is, increasing the normal tax rate
on corporations is not equitable because it hits those less able to pay.

Secondly, anti-inflationary : Many businessmen have stated that the
excess-profits tax is inflationary and leads to extravagance in_cor-
porate spending. The extravagance argument has been overdone.
As a businessman let me tell you that I know when the emergency is
over, I will have to meet tough competition again, and I simply cannot
afford to permit large extravagances to enter into my costs. Also,
there is no question in my mind that it would be easier to pass higher
flat-rate increases in corporate taxes onto the consumer in the form
of higher prices than would be the case with an excess-profits tax.

I would like to elaborate on those two points slightly, if T may.

On this question of increasing extravagance we have not merely a
theory on this but we have experience in the recent war, and during
that time excess profits taxes paid a much higher percentage of the
total corporate tax than is now contemplated, and yet during the war
we did not have inefliciency over-all as a result.

We gained in efliciency so that the relatively small percentage
which would now be raised by the proposed bill would certainly not
increase extravagance or inefficiency greater than it was during the
past war.

Senator Tarr. Is there any evidence of that at all, Mr. Penny-
backer? I can just guess the opposite. There was no increase in
efficiency during the war. All the increase in the productivity has
occurred since the war.

Labor was generally more inefficient at the end of the war than it
was at the beginning—I mean the productivity of labor—and cer-
tainly the general testimony of everybody you met was that they did
not care about expense accounts or anything, what they were spend-
ing. I don’t know. I mean, my evidence is no more than yours, but
I wonder what evidence you have of your statement here.

Mr. PEnNYBACKER. I managed a war plant with about 700 employees
during the war. We made radar tubes, and the corporation for which
I was working then was in the excess profits tax category, and while it
is true that you do not have quite the same feeling about the dollar,
nevertheless you cannot afford as a businessman to deliberately intro-
duce inefficiencies into your organization simply because it does not
cost you a great deal.

Senator Tarr. But things like expense accounts and advertising
are things that can be stopped when the war is over. I agree with
you you would not want to make your machinery operations different,
certainly.

Mr. PENNYBACKER. You have a tendency to increase minor items,
and those are peanuts. You also have a tendency to increase research
for example, things that tend to increase productivity in the long
run, and I think those two things tend to equalize.

You tend to spend more money for things that are long term, such
as research, which aids the economy, and those more than offset the
increase in expenditures for travel expenses and the minor items.
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Senator Taft, I think you said something this morning that I am
completely in accord with. That is on the question of minimizing
the penalty on those who do not increase prices. In general, inde-
pendent, business is not in a position to increase prices, whereas semi-
monopolies, or those large businesses are in a better position to increase
prices, so that a general increase in the normal corporate tax can be
passed on readily to the consumer, and any increase in the excess
profits tax cannot, be so readily passed on.

Senator Tart. That might be so up to a limited point. I think if you
got up to 100 percent:

Mr. PENNYBaCKER. Even if it were 100 percent

Senator TarT. It seems tome it is a question of how high you can go.

Mr. Penxypacker. Let us assume it is 100 percent, and it applies
to only one-seventh or one-eighth of your corporations. They are in
competition with the other seven-eighths who do not have that extra
tax, and who are accordingly not in a position to pass it on.

Senator Tarr. Mr. Stam, what is your estimate of active corpora-
tions that are Ig{oing to pay this tax, or those who are now paying in-
come taxes? Have you made any estimate as to a percentage of cor-
porations who will pay the excess profits tax? Why won’t practically
all of them pay it if it is based on 85 percent of normal earnings?

Mr. Stam. Ithink the minimum exemption of $25,000 was supposed
to exempt all but about 77,000 out of a total of 400,000.

Senator Tarr. That does not exempt any corporation of any size.
Earnings of $25,000 does not exempt anybody that is playing an im-
portant part in the war effort.

Mr. Stam. That is right.

Mr. PennyBackeR. But those small corporations play a very im-
portant part in determining prices, because they are competing with
the large corporations, and I think that is a point.

Senator Tarr. $25,000 and under ?

Mr. PENNYBACKER. Yes, indeed. My company competes with the
General Electric Co. on fluorescent lighting, and we have an effect on
the entire price structure of that industry, even though our percent-
ages of it is extremely small, and an increase in the normal tax or the
present excise tax, for that matter, has a direct effect of being passed
on in prices to the consumer. An excess profits tax would not, and I
am speaking here from direct experience of my own company. In
fact, Senator, I think in 1948 when you were chairman of the Commit-
tee on the Joint Econmic Report, in reporting on the President’s pro-
posal at that time for an increase in corporate taXes in your majority
report, you said that you thought an increase in corporate taxes and
normal income tax could readily be passed on to consumers.

Senator Tarr. It is passed on all right in prosperous times. I do
not think it is in hard times, because then a lot of companies are not
making profit, and are not affected.

Mr. PENNYBACKER. Exactly so. We are talking now about these
times and the next few years, which are prosperous, and probably
will be for the large corporations. o

My third point relates to the over-all mobilization program.

Many hope that short of total war the economy can be stabilized on
a high-production, fully employed basis without rigid direct con-
trols. If such stability is to be achieved an excess profits levy is a
necessary ingredient of it. However, if indirect controls are pro-
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vided inadequate to meet the tide of inflation, then an excess profits
tax becomes even more important if we are to secure sound economic
functioning. It becomes not only a matter of economic balance but
one of equating the sacrifices of all elements of society. It can be
said, therefore, that an excess profits tax is peculiarly designed to play
an important role in an antiffation stabilization program built upon
direct or indirect controls.

Fourth, revenue producing: An excess profits tax will go directly
to the basic problem of all taxation in that it seeks out tremendously
large amounts of relatively untaxed moneys. Therefore, by simply
studying the increase in profits in the past 6 months we must recognize
that profits are much greater than they were prior to the Korean
invasion.

Before closing my remarks I want to say that I do not believe that
an excess profits tax is a tax without inequities. I think those in-
equities can be taken care of by provisions, some of which have al-
ready been provided, and possibly with the addition of an appeals
board to check and administer it.

I approve of an excess profits tax at this time as the most equitable
answer to our Government’s need for more revenue. The alternative
proposal presented thus far by many groups, which would increase
normal corporate taxes, is much more inequitable than an excess
profits tax because it would place an added burden on earnings which
do not increase as a result of the emergency.

In fact, the earnings of a great many small businesses will decrease
as a result of the emergency.

I would like to mention also that as I understand it, an increase in
the normal tax, which would provide the same amount of revenue, let
us say $4,000,000,000, would be an increase of approximately 12 per-
centage points. In other words, from 45 to 57 percent. That is an
Increase of a particular amount of income of 25 percent in the tax that
would be paid if this revenue is raised by an increase in the normal,
rather than an excess profits tax.

If you bear in mind that vou are increasing that tax rate on com-
panies whose revenue is declining during this period, you can see how
nequitable such an increase in the normal tax rate would be.

I urge this committee to report an excess profits tax. I further urge
that such a tax be retroactive to June 30. Common justice demands
that increased profits made out of a situation which has brought
tragedy and hardship to many people, be taxed.

Senator Hoey. Thank you, Mr. Pennybacker.

The next witness is Mrs. Jessie R. Muni,

STATEMENT OF MRS. JESSIE R. MUNI, TREASURER AND DIRECTOR,
INVESTORS LEAGUE, INC., NEW YORK CITY, N. Y.

Mrs. Moux1. Mr. Chairman and Senators, T am Mrs. Jessie R. Muni,
treasurer and a director of the Investors League, Inc., with head-
quarters at 175 Fifth Avenue, New York 10, N. Y.

The league which I represent is the oldest and most successful
organization of investors in the United States, with thousands of
members residing in every State of the Union. Tt is an organization
of investors, both small and large, and made up of women as well
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as men, who constitute the backbone of our private enterprise system
which is, in turn, the backbone of our national economy.

As the recognized representative of an official spokesman for in-
vestors of the United States, the Investors League respectfully sub-
mits this statement to the Senate Finance Committee for its consid-
eration in connection with section 701 of the Revenue Act of 1950.

It is the firm conviction of the Investors League that the United
States is at the crossroads of its history in attempting at this time to
levy enough taxes to pay for the rearmament program proposed by
our Government,

b \}79 face one of two things—inflation or socialism—and possibly
otn.

If Government controls are not placed over our economy to keep
prices from advancing too rapidly, and to keep vital materials mov-
ing into essential channels, we run the risk of dangerous price infla-
tion. With the serious labor shortage, labor will demand and get
additional wages with which to pay increased taxes. With short-
ages of materials, industry will demand and get higher prices with
which to pay its taxes. The result in either case obviously is inflation.

If we place Government controls over industry and over labor, and
these controls are allowed to stand for the duration—which may be
10 years or more—we run the risk of having them become permanent.
In that event we would have socialism patterned after that which ex-
isted in Italy during the reign of Mussolini. Italy had a one-man
dictatorship. We might have a bureau dictatorship.

Investors throughout the country would be hurt seriously by in-
flation but they would be hurt even worse by socialism.

Whether increased taxes are levied primarily on American indi-
viduals or on corporations the effect is the same. They will be passed
on to consumers. To that extent they are the equivalent of a sales
tax.

The Investors League believes that it is time for Americans to be
realistic. It believes that it is time to stop hiding behind political
dodges. It believes the only sound and practical way to raise a large
portion of the funds which will be needed to finance rearmament at
this time is through a sales tax, to apply on all goods with the ex-
ception of food.

T think 1t is high time we people of the United States began to face
the fact that people ought to know what is going on. They ought to
feel it, they ought to take a part in it, and if we are going to have any
kind of a tax that goes across the population generally and takes the
spending power out of its hands, the excess spending which they have
and will have, we have got to get down to the common level.

With a direct sales tax the people of this country will stand the
best chance of avoiding inflation and of avoiding socialism. At the
same time they will know precisely what they are paying and why.

The Investors League is very much opposed to a so-called excess
profits tax for the following reasons: (a) No excess profits tax for-
mula could be devised which would be even reasonably fair to all.
Any such tax would harm the so-called growth companies and would
deter new enterprises; (b) an excess profit tax encourages inefliciency
in management; and (¢) 1t is difficult and costly to administer—many
tax cases arising from the complex law of World War II are still in
litigation.
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The position of the Investors League is that in lieu of an excess
profits tax, based on the World War II concepts, it recommends that
the following tax measures be employed :

1. A uniform increase in the corporation rate in the form of a tem-
porary war profits tax or emergency defense tax, with the explicit
proviso for its repeal when the rearmament period terminates. As
an illustration, current taxable corporate earnings are at an annual
rate of $40,000,000,000; an increase in the corporation tax from 45
to 55 percent would produce $+,000,000,000 in additional revenue.

Such a temporary increase is more desirable for business in general
and the national welfare than an excess profits tax. It is pertinent to
note that in World War II similar increases would have raised as
much revenue as was obtained from excess profits and corporation
normal and surtaxes. Inthehighest revenue year, a rate of 55 {)ercent
would have sufficed and in 1941 a rate of only 39 percent would have
been necessary.

9. A broad excise tax at either the manufacturing or retail level.
Such a tax accompanying a corporate increase would be a substantial
revenue raiser. It is estimated that a 5-percent excise tax on all
products, except food, would yield $9,000,000,000, which is $4,000,000,-
000 more than results from current excises.

3. A reduction in the holding period on securities would produce,
we believe, increased revenues for the Government in capital gains tax,
and would enhance the flow of venture capital needed to expand our
country’s productive facilities.

4. In addition, some further increase in personal income tax rates
probably will be necessary. But in that event suitable credit or other
relief should be given stockholders to compensate them for the unfair
double taxation; namely: first on their corporation profits and sec-
ondly on the same profits when paid to them in the form of dividends.

Several of these points I have come into contact with very inti-
mately. Asa profession, I am an investment counselor. I handle the
funds of many, many people, and many of them are women. I have
had to, of course, watch out in these recent years that their income is
kept in line with our inflationary elements, so that they do not have
to move out of the house they are in, and many other things, so that I
can keep them living in as decent circumstances as they have been
accustomed to.

Also it gives me an opportunity to learn from these investor groups
and individuals just how the idea of the tax question affects each, and
how they feel about it.

Also I have had to do a great deal of research, as you can imagine,
in the years I have been counseling, and I found all during World
War IT that the excess profits tax was apparently a very unfair thing,
and these very points we bring out here. It tended to encourage laxity
in expenses: “Well, the Government is going to pay 75 percent of that
anyway.”

It was all the easier for labor to put across its demands, instead of
keeping labor in line as well as other people. I find that the com-
mon man in the street hasn’t any realization of the taxes that he should
pay, or what his taxes are used for. He complains about this or that
in a small way of taxes, and yet he hasn’t any conception of all the
things he gets for his taxes.
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We have got to get down to the grass-roots level so the Investors
League has gone out, and written many letters, and used these replies
and interviews to find out what the general feeling is, and we have
incorporated in this statement here what we have learned from these
contacts.

The Investors League firmly believes that the type of tax program
it recommends should be adopted in lieu of an excess profits tax.
Whatever the name of the tax, it must have its true meaning and
name. Let us get down to honest facts. We recommend it be cailed
a war profits tax.

The people know that they are being taxed for war purposes.

Senator Hoey. Thank you very much.

The next witness is Mr. Willford King.

STATEMENT OF WII'LFORD I. KING, CHAIRMAN, COMMITTEE FOR
CONSTITUTIONAL GOVERNMENT, NEW YORK, N.Y.

Mr. Kixe. Mr. Chairman and members of the committee, I appre-
ciate being invited down here. I represent the Committee for Con-
stitutional Government, 205 East Forty-second Street, New York City.

Our organization attempts to educate the public in what we believe
to be sound economics. I shall begin by histing a few fundamental
premises which I believe each member of your committee will endorse:

1. We are now battling against a foe having manpower far in
excess of ours.

2. Our chance of victory depends primarily upon our superior
ability to produce war matériel; hence it is essential that we avoid
hampering such production in any way.

3. Neither compulsion nor patriotism can be depended upon to keep
individuals working diligently day after day, month after month, and
year after year. The only known force which has ever brought forth
long-continued persistent effort is hope of gain.

4. A tax on excess profits obviously weakens the incentive just
mentioned, leads to indifference, carelessness, and waste, and hence
reduces production—thus benefiting the enemy.

5. Our war expenses promise to be very heavy. Deficit financing
commonly results in inflation, confiscation of the savings of the thrifty,
and futile attempts at price control. The eventual outcome is cur-
tailment of production. Therefore, it is imperative to balance the
Federal budget every year. I cannot emphasize that too much.

6. The maximum amount which it is feasible to raise by means of
an excess profits tax is only a small fraction of the additional revenue
now required to balance the budget. Moreover, excess profits cannot
be computed until the end of an accounting periocd. Hence the excess
profits tax does not respond quickly to revenue needs.

7. A far simpler, and more effective revenue producer is available—
namely the excise tax. Tt isideally suited for purposes of war finance,
for it brings in revenue promptly, utilizes the services of corporations
as tax collectors, and permits vast sums to be raised inexpensively with
the minimum amount of irritation to the public.

As a peacetime tax. the excise tax is not good for the reason just
mentioned. It is a hidden tax, but as a wartime tax when you have
to raise immense amounts, T think it is a good thing not to impress the
people too much with the burden.
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Moreover, since it bears with equal weight upon the products of
all concerns in an industry, it, unlike a tax on profits, has no tendency
whatever to penalize efficiency. ) _

I was talking to a gentleman yesterday, who said that if we wanted
to encourage efticiency, we ought to tax losses, not profits. Of course,
that is not feasible from a revenue standpoint, but it certainly is in
the right line. The last thing that you ought to do is to penalize the
efficient corporations, so that the notion of increasing taxes on all
corporate profits is not as sound from an economic standpoint as is
the levying of excise taxes. )

By exempting bare necessities, levying moderate taxes on most prod-
ucts, heavy duties on nonnecessities and luxuries, and very heavy
mmposts on goods used mainly for display—keeping up with the
Joneses—a system of excise taxes can be built up which will divert
labor and capital to war industries while at the same time producing
all the revenue needed to pay for a major war, thus avoiding inflation
with its disastrous effects. By applying judiciously a well-planned
system of excise taxes, any need for an excess-profits tax as a revenue
raiser can be obviated.

You can use excise taxes that way and avoid the necessity for any
direct controls. Just put the pressure on subsequently with the tax,
and the labor and capital will flow to the point where they are most
needed.

Senator Tarr. Don’t you think that the moment the workingman has
to pay more for so-called luxuries, when his cost of living is increased
b to 10 percent, he would be right in with a wage demand of 5- to
10-percent increase in wages? It seems to me an excise tax is infla-
tionary, like all taxes. I do not quite see why most of them are not.

Mr. Kixe. I do not believe that taxes in” general are inflationary.
I think that inflation consists solely in increasing the amount of money
or money substitutes in proportion to the volume of trade.

Senator TaFT. The ordinary housewife regards inflation as an in-
crease in her prices, and an excise tax increases the prices, and then
the workingman immediately wants higher wages.  That increases
costs and prices go up again. It seems to me it starts a spiral of
mflation.

Mr. King. I am inclined to believe that there is not such a thing as
a wage-price spiral leading to inflation, if you do not inflate the
currency. If you keep the currency supply constant

Senator TAFT. I do not know about theory, but in practice what the
people regard as inflation is higher prices.

Mr. King. Yes; which I think is a very serious error and leads to
all kinds of wrong conclusions. Where you have strong unions, they
will do, of course, exactly what you say, but if the total spending
power in the hands of the public is not increased, then there will be
less to spend for other things, and the prices there will be held down
so that the total effect on the price level, one down and the other up
will be nil. ’

Senator Tarr. You say here “without controls.” It seems to me
that if you put in a general increase in excise taxes, which really is
intended to enforce a kind of economy, a kind of a reduction in
standard of living, to go for war purposes, you are going to have to
back it up with price controls, I am afraid, if you do not want to have
it nullified by wage increases.
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Mr. King. Of course, I think that we are extremely foolish to allow
a lot of labor monopolies to dominate our economy. I do not think
you can ever have a sound economy as long as you have a bunch of
labor monopolies that are responsible to no one except their own inter-
ests and push up prices, any more than I think it would be just as bad
to have other monopolies increase prices.

I think that we ought to crush monopoly and put it out of business.
I would agree that as long as you have powerful monopolies, that
control either wages or prices, you are always going to be in trouble.

So that in my opinion by having a carefully planned, judicious
system of excise taxes, any need for an excess-profits tax as a revenue
raiser can be obviated. I think you can raise 10 times as much revenue
by excise taxes as you can by any excess-profits tax, and you may
need to.

I think that the excise taxes are much superior to retail sales taxes
m time of war, because the retail sales taxes cost much more to col-
lect and ave resisted much more by the public. In time of peace I
would say I prefer a retail sales tax. I think it is a much better tax
than the excise tax in time of peace.

Now, there are some weaknesses of the excess-profits tax. The no-
tion that the burden of an excess-profits tax is borne by some “soul-
less corporation” is, of course, absurd. I think that is a very com-
mon opinion, the strongest argument in favor of it, probably. Every
cent of it eventually comes out of the pockets of stockholders and other
consumers. And, almost all persons familiar with the excess-profits
tax agree that it (1) penalizes efliciency, (2) encourages extravagance
and waste, (3) is very difficult to administer, (4) is often grossly un-
fair because it taxes imaginary profits representing nothing more than
an inflation-induced shrinkage 1n the value of the dollar.

During World War 11 prices went up and gave corporations profits
which are purely imaginary because they would not buy the replace-
ments that the dollars would buy before, but they had to pay excess-
profits taxes on these imaginary profits.

Practically the sole argument advanced in favor of the excess-profits
tax is that “it takes the profits out of war.” This slogan appeals to
sentimentalists, but has no logic whatever behind it. Probably, it was
invented by enemies of our Republic anxious to weaken our defenses.
It is utilized largely by labor union leaders who believe the imposition
of an excess-profits tax will make it easier for them to get concessions
such as wage increases and pensions. It is pertinent to note that it is
always the other fellow who is asked to make the sacrifice. No one
ever wishes to reduce his own gains from war. Farmers want higher
farm prices. Wage workers demand higher pay. Government officials
and employees seek higher salaries. They are all human, and want to
penalize the other fellow.

And remember that yielding to the demand to “take the profits out
of war,” thus reducing efficiency and productivity, is likely to cause
many thousands of our brave boys to lose their lives on the battlefield
and may possibly take the victory out of war.

Apparently, the only argument in favor of an excess profits tax
that has any logic behind 1t is that concerns manufacturing for the
Government products of new design—for example, airplanes—often
get huge windfall profits; and, admittedly, neither cost-plus contracts
nor renegotiation has proved satistactory as a method of protecting
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the intrests of the taxpayers under such circumstances. This does
not mean, however, that the excess profits tax furnishes the best solu-
tion of this problem. As a matter of fact, a far better one is availa-
ble—naniely, the sliding-scale-of-profit contract. It, unlike the excess
profits tax, does not put a premium on waste. Instead, it penalizes
mnefficiency and rewards efliciency and economy. The operation of
this device is illustrated by the following hypothetical example:

Suppose that the XYZ Corp. is negotiating for a contract for the
manutfacture of a new type of jet plane. The Government engineers
figure that the planes will cost around %400,000 each. The company
engineers consider this estimate reasonable, but, in view of the un-
certainties involved, warn the corporation officials against placing a
bid below $500,000.

Next, let us suppose that, in making bids, the company usually al-
Jows for a 10-percent net profit. And, let us assume further that, in-
stead of agreeing to male the planes for $500,000 each with the under-
standing that, if profits turn out to be unduly large, they will be re-
negotiated or taxed away, the contract is made to read as follows:

1. Al expenditures are to be recorded and verified.

2. If the cost per plane conforms to the joint estimate of the Gov-
ernment and company engineers—namely, $400,000—the company
will be paid the standard profit of 10 percent; in other words, $40,-
000.

3. For every additional $5 of expenditure, the profit will be cut $1.
Hence, it the cost per plane runs up to $500,000—that is, $100,000
more than expected—the profit will be reduced by $20,000—leaving
a net gain of only $20,000. (The 1-to-5 ratio suggested above is merely
illustrative. In cases in which cost estimation proved very difficult,
the profit-reduction raito would be reduced—perhaps even to 1 in
10.)

4. On the other hand, if the cost per plane is reduced below the esti-
mated $400.000, the profit allowed will be increased $1 for every $3
saved. Thus, if the total cost per plane is cut to $340,000—that is,
%60.000 less than the anticipated amount—the profit allowance will rise
by $20,000, and the company will receive a total profit of $60,000 per
Ilane—50 percent more than the standard figure. But the cost reduc-
tion will save $40,000 for the Government.

Senator MiLLixin. That is on the basis of your original estimates?

Mr. Kine. Yes; that is right.

Senator MiLLikix. Which proved very faulty in World War I1.

Mr. KiNe. Itis very hard to estimate those things, I know.

Senator Tarr, We used to make those kinds of building contracts in
the twenties. They did just exactly this for contractors on buildings
who were given a tixed fee, to be increased if the cost were——

Mr. Kixa. I know it has been used successfully.

Senator Tarr. What are you going to do with it?

Mr. King. Clearly, this shding-scale-of-profit arrangement, if
adopted, would act as a powerful incentive to the manufacturing con-
cern to reduce costs to the minimum. However, the corporation would
be protected against loss if forces beyond its control required outlays
materially greater than expected. ’

Furthermore, the contracting concern would not have its operations
hampered by having part of its working capital tied vp for months, or
perhaps for years; the heavy expense involved in the renegotiation
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proceedings would be avoided; and the feeling of being cheated by
the renegotiators would never arise.

It seems to me that a sliding-scale-of-profit arrangement such as
the one outlined above is relatively simple, encourages efficiency and
economy, expedites settlements, and prevents annoyance and dissat-
istaction, and, if used in all contracts involving sizable costs not sus-
ceptible of accurate determination in advance, would eliminate any
necessity either for renegotiation or for the levying of excess profits
taxes.

Senator MiLLikIN. What part of the economy do you reach?

Mr. Kixc. The buying by the Government of all kinds of new
things, like planes and radio equipment, and so on.

Senator MiLLIKIN. Only the contracts with the Government?

Mr. Kixg. Yes.

Senator MILLIKIN. You have a mass economy that circulates out-
side of that.

Mr. Ki~e. It would be a very good thing for people to adopt it in the
other fields, but I do not think you can compel that by law.

Senator MILLIKIN. You are leaving out an enormous field that re-
volves outside of the orbit of Government contracts, but is affected by
Government contracts.

Mr. Kixge. Yes. It would not affect subcontractors, I think, un-
less

Senator MrLLIkIN. Would it not affect the suppliers?

Mr. Kine. Yes, but the suppliers, of course, of standard materials
are usually in keen competition. They do not have much chance to
make any unfair profits.

It is the people that manufacture these things that they cannot figure
on, that may get unreasonable profits. If you are buying lumber or
iron, copper, anything of that sort, you have keen competition, and if
you sometimes get very big profits, you can get very big losses if you
figure wrong.

Unless the thing is monopolized, as I see it, there is no chance of
any sure profit in any standard article; but, if you are building some-
thing like a plane that has never been built before, of course you may
make an enormous margin on it.

Senator Tarr. The method of dealing with cost-plus contracts seems
to be a good method, but I cannot see how it meets our excess profits
tax requirements.

Mr. Kixe. That is all, T believe, I have to present. Thank you very
much.

Senator Hoey. Thank you very much.

The next witness is Mr. Elden McFarland.

STATEMENT OF ELDEN McFARLAND, WASHINGTON, D. C., ON
BEHALF OF THE RUDOLPH WURLITZER CO.

Mr. McFarranp. Mr. Chairman and members of the committee,
the Rudolph Wurlitzer Co. is engaged in the manufacture and
sale of spinette and grand pianos and accordions at De Kalb, Ill.,
and electronic organs, coin-operated phonographs and television cab-
inets at North Tonawanda, N. Y. It also operates retail music stores
in New York, Philadelphia, Chicago, Buffalo, Detroit, and Cin-
cinnati.
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Senator Mriuikin. Did you not manufacture in Cincinnati?

Mr. McFagrLanD. Yes, some time ago.

Senator Tarr. The whole company started there.

Mr. McFaruanp. Yes. It originated in Cincinnati many years
ago.
gDuring World War IT this company’s manufacturing facilities were
completely converted to war production. Early in World War IT it
received both the Army and Navy E awards, and these awards were
repeated at intervals throughout the war. It is contemplated that a
substantial part of its facilities may be used in defense production dur-
ing the present emergency. ) .

The company is interested in presenting its particular problems to
this committee because these problems are not only of vital concern
to it but also undoubtedly are common to many other corporations,

1. Section 435 of the bill provides for an excess profits credit of
85 percent of the average base period net income. This means that
the remaining 15 percent of a taxpayer’s normal earnings is to be
subjected to excess profits taxes. We respectfully suggest that the
credit should allow the full 100-percent average—otherwise, normal
income would be taxed at excess profits tax rates.

Senator MiLLixin. There seems to be no defense for that except that
it will raise money. I do not want to try to justify it as a logical part
of wartime excess-profits tax system.

Mr. McFaruanDp. The second point is as follows: Section 442 of the
bill provides for reliet in the case of two classes of abnormalities
which correspond respectively to section 722 (b) (1) and the first
sentence of section 722 (b) (2) of the present Internal Revenue Code.

Senator MiLLIkIN. Another objection to it is that it is in substance
a retroactive imposition of a regular tax on corporations, and, not
having had any notice of that kind of a tax, it is a very unfair thing.
I am talking about your No. 1 point.

Mr. McFarLanDp. Yes. We have mentioned in our third point a
suggestion with respect to minimization of the retroactivity. These
two provisions that I have just referred to, section 442 contains in two
parts of that section the same provisions that were contained in sec-
tion 722 (b) (1) of the World War II Act, present Internal Revenue
C%de’ and the first sentence of section 722 (b) (2) of the present
code.

In theory, these two provisions should afford some measure of re-
liet, but as a matter of practical experience we know that very little
relief will actually be granted, administratively, under these pro-
visions. Section 722 (b) (2) has been construed very strictly by the
Excess Profits Council with the result that practically all 722°(b) (2)
claims have been denied.

WSenIaItQ()r MiuigiN. Do you have any pending claims from World
ar I17

Mr. McFarranp. I do not believe this company has any pending
claims at all, but I have a general practice specializing in taxation,
and I have had a great deal of contact with other attorneys, because of
my bar-association work and my general acquaintance with attorneys
throughout the United States.

I have been very closely in touch with the work, with the progress
and the results of the Excess Profits Council, with the con(ﬁtion of
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the calendar of the Board of Tax Appeals which now includes some
600 cases before the Board on excess taxes alone which have been
turned down by the Excess Profits Council, so, a good many of the
remarks which I make are not remarks which are based upon the
experience of this particular company but are based upon facts which
are within my personal knowledge and my professional experience.

I just stated that 722 (b) (2) has been construed very strictly by
the Council. Let me give you a specific example. The majority report
of the Ways and Means Committee on this bill, at page 53, illustrates
section 442 (a